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TAX REDUCTION PROPOSALS

TUESDAY, MAY 19, 1981

' U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 9:30 am., in room
2221, Dirksen Senate Office Building, Hon. Robert J. Dole (chair-
man of the committee) presiding.

Present: Senators Dole, Packwood, Danforth, Chafee, Heinz,
Wallop, Durenberger, Symms, Grassley, Long, Byrd, Bentsen,
Baucus, and Bradle% :

The CHAIRMAN. We are honored this morning to have our col-
league, Senator Hollings of South Carolina. There will be other
Senators here. We have continuing a series of hearings on proposed
tax reduction. :

We have a number of outstanding witnesses today. I see a
number here already. Indeed, I count about 17 this morning.
[Laughter.] _

So, please be seated where you wish.

[The prepared statement of Senator Hollings follows:]

PREPARED STATEMENT OF SENATOR ErNEST F. HoLLINGS

Mr. Chairman and members of this distinguished committee, I appreciate your
willingness to listen to my views on our economic problems and how we as a nation
can best deal with those problems. I do not want to discuss today each of the very
many pieces of legislation which have been referred to this committee, but rather
provide a broad glan for fiscal policy and outline particularly the direction I believe
this committee should take.

Mr. Chairman, the Budget Committee has just finished its conference report on
the Federal budget for the 1982 fiscal year, completing a process which began some
months ago. I wish to report to you today that we have provided for substantial
increases in defense outlays, while saving some $36 billion in 1982 alone from other
- Government programs We have also provided room in the budget for President

Reagan’s tax program, thus granting the ‘“flexibility’’ that this committee desired. I
am here today to ask that you use that “flexibility’’ sparingly.

While the Budget Committee has made large savings in Government programs,
there should be no doubt in anyone’s mind that there will be a large budget deficit
in fiscal year 1984. This occurs because the economic assumptions upon which the
budget is based are not realistic; economic growth is unrealistically high while
inflation and interest rates are unrealistically low, using more reasonable economic
assumptions would add dramatically to Federal outlays and seriously imbalance the
budget. Instead of a balanced budget in 1984 three will probably be a deficit on the
order of $50 billion. We need to proceed more deliberately toward the goal of a
balanced Federal budget. :

The responsibility for erasing this deficit must now fall on revenues and on this
committee. We must recognize the likelihood of large Federal deficits and reduce
the size of the tax cut accordingly. Beyond that, the tax proposals need to be
targeted to areas which can measurably improve our eccnomic performance.

ax reduction needs to be directed toward improving productivity by increasing
the incentives to save and invest. Productivitg growth in this Nation has deteriorat-
ed markedly in recent years. Between 1950 and the mid-1960’s, productivity in-

1)
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creased annually by nearly 3 percent and accounted for over two-thirds of the
annual growth in our capacit tg(rroduce goods and services. In the past 3 years, by
contrast, productivity has declined.

The lack of productivity growth has a dramatic impact on our nation and on the
Federal budget. Productivity growth is the major contributor to a rising standard of
living. If people cannot produce more there is no way for them to consume more or
for business to invest more. These facts are well known to this committee. What is
perhaps less well known is the impact that slow productivity growth can have on
the Federal budget.

Slow growth in productivity increases the costs of production and inflation and
thus leads to higher Federal outlays and interest payments. The slower productivity

owth implies slower economic growth over the longer term. The taxable income

ase is not likely to rise rapidly enough to pay for a portfolio of Government
programs reflecting the ‘“graying” of the population and the increase in defense
expenditures. The tax rate will have to rise to reftect these changes of else we will
have to accept further spending reductions or a large Federal deficit. This is a
rather sober view of our economic prospects and one which we in Congress have
been reluctant to face. . ’

How can we improve our economic situation? We can begin by being more
realistic about our economic prospects and adjust Federal programs where neces-
sary, for example, by altering the method by which social security, and civilian and
military retirement programs are indexed for inflation. But ir addition, we can keep
our eye on productivity and enact a tax program which will improve on that most
fundamental fact of economic life.

There must be three primary ingredients to the tax program, (a) incentives to
work and save, (b) incentives to invest, and (¢) A reduced Federal deficit. We need
greater work effort to directly raise our productive capacity; we need greater sav-
ings and investment to stimulate capital formation and productivity growth; and we
need a reduced Federal deficit so that massive Federal borrowing requirements do
not interfere with private financing requirements for capital investment.

My tax proposals contain these three essential elements and thus can contribute
in an important way to reducing the Federal deficit and lowering the rate of
inflation. Many of these propsals were endorsed by this committee last year.

TAX REDUCTION PROPOSAL
(Dollars in biltions)
Fiscal year—
181 1982 1983 1984

IAGIVIBUAL.........ooocs et Ess s s sssassss e st antemspasen —$07 —$17 %292 %429
Marriage penalty ........ccoccconevicsnmneriesvorsennnn. -2 -38 -1.2 —86
$1,000/2,000 interest and dividend eXCIUSION .............covemvcevremrerrersesssrscesionnns -.5 -39 -90 123
Personal rate cut of 5 percent in 1983.........cooecrveres covresrsiensessseessssssesssrssssasessesssen . =130 =220
BUSINESS.......ocoscccerecerereren oo =83 =137 =214 =282
2-8-T-10 GBPIECIALION ...vvv.ovvveovrruvsemssnrrersrecsrsse sttt sesssses -43 137 186 190
Corporate rate cul to 40 percent in 1983..........cccovcvrircerreriennnn , . -28 -92
Total tax redUCtION........c..corveerrcrrrcrrerrrrrssrirmrsrenssrinnenserensensrmens — 90 =214 =506 =717
Supply-side incenlives as proportion of tolal (percent)............ccccoerrecrrisercrvennn. 100.0 100.0 140 70.0

These tax proposals would accomplish two objectives, (a) to stimulate the supply
side of the economgoand {(b) to lower the personal tax burden. In the first 2 years of
the program all, 100 percent, of the tax reductions are targeted toward those areas
where supply-side effects can be maximized. Supply side incentives refer to direct
incentives to work, save, and invest, only in the out years, 1983 and 1984, are there
reductions in personal tax rates because it will not be until that time that produc-
tivity can be expected to rise more rapidly so that we can afford those kinds of tax
cuts.

The business tax custs are put in place immediately. The 2-4-7-10 depreciation
proposal was passed by the Senate Finance Committee }ast year. In addition, I have
proposed a reduction in the corporate tax rate from 46 percent to 40 percent
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beginning in 1983. This provides for an attractive future business climate and thus
will have a positive effect on investment spending now. |

Let me speak briefly on each of these proposals. About 40 percent of married
couples currentlf' 8Pay more income taxes than they would if they paid taxes as
individuals. In 1981 my proposal grants a 5-percent tax credit against the first
$30,000 of earnings of the lesser earning spouse. In 1982 this credit would be raised
to 10 percent. This proposal would focus tax reductions on the supply side of the
economy by removing part of the disincentive to work of the secondary earner in
the family. It would also lower the tax burden in such a way that supply is
increased, thus placil:lg a moderating influence on inflation.

My proposals would raise the current interest and dividend exclusion of $200 for
single returns and $400 for joint returns to $1,000 for single returns and $2,000 for
joint-returns. This again focuses tax relief on savings, and thus the supply side of
the economy. It reduces the bias in the tax code that favors consumption and helps
to provide the savings necessary to finance additional investment and hence growth
in productivity.

he personal tax burden is rising due to inflation. This proposal would reduce
personal tax rates by 5 percent beginning in 1983. This, partially, addresses the
guestiondof tax burden, but places the relief in 1983 when productivity has hopefully
improved.

I would like to support the depreciation proposal (2-4-7-10) that was adopted by
this committee last year. There are a number of benefits to this proposal. The
incentives are effective immediately and not phased in slowly as in the administra-
tion proposal. We need to get investment expenditures started quickly and the 2-4-
7-10 proposal would do that. Additionallg, this proposal would not provide benefits
which are greater than could be obtained by depreciating capital assets in the year
purchased. The administration (modified 10-5-3) pro 1 would do that as well as
severely distort the after-tax incentives to purchase different types of capital equip-
ment.

I would also reduce corporate tax rates from 46 percent to 40 percent beginning in
1983. This measure is a further incentive to business to invest and will contribute to

roductivity growth. It provides for future tax relief. Since the profits made then
rom current investments will be taxed at a lower rate, this will stimulate invest-
ment now.

These proposals capture the essential ingredients needed to promote savings,
investment, and productivity. These proposals differ in both structure and size from
those put forward by the administration.

COMPARISON OF TAX PROPOSALS

[In billions of dollars]
1981 1982 1983 1984

Individual:

HOMINES coee.ooveveveceeees s emsseassees et sssssesas s sssssesisesesssssssnsesssss oo -07 -11 -2 ~42.9

Administration . s s -64 -44.2 -814  -1181
Business:

Hollings e stR SR aAR RS RRA AR AR e et e -43 -137 -2l4 -282

ADTMIISUANION ... veseeceeensmnns ceevresescsisessass e sssst s sesssssssevessonns =25 -97 -186 -30.0

The major difference is in the tax cuts for individuals. My proposal is consider-
ably smaller, and is, in fact, only one-third as large as the administration’s by 1984,
But what can I claim for my proposal that the administration cannot?—A balanced
budget by 1984 using realistic economic assumptions. It is essential for this Govern-
ment to establish a fiscal policy that is at least approximately targeted on a
balanced budget. A balanced budget would considerably relieve treasury borrowing
requirements in money and capital markets and would make savings available to
finance investment, productivity, and economic growth. ’

My tax proposals differ from the administration’s in another respect; mine are
targeted while theirs are across-the-board cuts of 30 percent in three years. Mine is
a reduction in the marriage penalty and increased incentives for saving. The Feder-
al Government is faced with continuing large deficits and thus cannot afford large
across-the-board cuts. Rather, the cuts must be targeted to areas where the supply-
side influences are largest. Across-the-board tax cuts squander the resources availa-
ble for a more effective fistal program. It is necessary that fiscal policy set as a
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target a balanced budget by 1984 and that the tax cuts be effective as they can be,
dollar for dollar, in stimulating savin%a. investment, and productivity. )

One criticism made of my proposals is that with our current rates of inflation,
individuals, will be pushed into higher and higher tax brackets at a faster rate than
my tax cuts will reduce those rates; that actual tax rates faced by Individual
taxpayers will increase. Let's be honest about this—that is true. Inflation is a
powerful generator of tax revenues. But the more important issue is whether we as
a nation can afford the tax cuts necessary to keep the tax burden from rising.

I am not at alclesoliticall embarrassed by the agrospect of rising tax rates. The
Senate has reduced federal outlays by substantial sums. Unless the President is
willing to request additional cuts—that is, beyond those specified as well as unspeci-
fied in the budget resolution—we must face rising tax rates in order to balance the
budget. Higher taxes are necessary to “Pay for the social services and military
expenditures that have been proposed. We must get our fiscal house in order and
that demands a balanced budget, and unfortunately, higher taxes as well. A large
across-the-board tax cut at this time is a luxury this Nation cannot afford.

This committee proposed last ‘year a tax measure which in some respects is
similar to mine. In fact, many of those rogoea.ls I have accepted. Moreover this
committee's ﬁroposals.would cost about $76 billion in 1984 while mine would cost
$72 billion. Thus, each proposal would essentially balance the budget by that time.
Nevertheless, one aspect of your l;:roposal concerns me very much.

Your é:roposals and those of the administration cost roughly $51 billion in fiscal
year 1982, while my proposals cost only $21 billion. There are a couple of reasons
wliy this difference is important.

irst of all, we need to recognize that while my tax proposals are directed toward
improving incentives to work, save, and invest—the supply side—there are demand-
side effects as well. Angtime people receive tax reductions their after-tax incomes
rise and they will spend more on goods and services and add to aggreﬁate demand.
There is no set of supply-side tax proposals where the effects on supply are larger
than the effects on demand. However, we can make that unfortunate situation as
favorable as possible. My proposals would do that. But because demand-side effects
?ggzalways present, this committee needs to be mindful of the size of the tax cut in

Second, a major danger that I see, and the reason why mfr proposal provides for a
smaller tax cut in 1982, is the potential for a dramatic collision between fiscal and
monetary policy. The Federal rve is committed to a program of restraining the
growth in the monetary aggre%‘ates as an essential ingredient in the fight against
inflation. For some time now the Federal Reserve has been the only anti-inflation
game in town. The Fed cannot do the job alone. It is time that tax and spending
policies became an equal partner in the fight against inflation. This requires a
commitment to an honestly balanced budget and a commitment to a small tax cut
in fiscal year 1982.

A large tax cut, and particularly a large demand oriented tax cut as the adminis-
tration has eroposed, will present considerable difficulties for the Federal Reserve
because of the increase in Treasury borrowing requirements. If the Fed buys too
much of the extra Government debt, monetizi rt of the debt, it risks an
inflationary surge in the money supply. If the F oes not buy part of the extra
debt then interest rates will have to rise significantly to entice private citizens to
purchase this Government debt. In a very real sense this committee must decide
whether the economy is to receive tax relief or interest rate relief. -

Interest rates are important for another reason—their effect on the supply-side of
the economy, investment and capital formation.

Fiscal policy must be directed at stimulating investment and growth in productiv-
ity. - Two factors are particularly import (a) tax incentives and (b) interest rates.
Improved tax incentives will stimulate investment spending, but higher interest
rates will reduce spending. We must have stable or lower interest rates to enhance
the supply-side incentives in the tax proposals. With a large tax for indivduals the
higher interest rates that would occur could totally offset the economic effects of
improved tax incentives. The Government would then be left with a large Federal
deficit and no extra investment spending to show for it. It is vital that whatever this
committee does in the way of individual tax cuts, they not be so large as to
undermine the very supply-side incentives that we all agree are necessary for this
Nation’s future growth and prosperity. ‘

This committee must address three very broad issues, first whether fiscal policy
will be targeted toward a balanced budget in 1984, second, whether individual tax
reductions will be across-the-board or targeted toward areas where they can be most
effective, and third, whether the tax and spending program will lead to lower or
higher interest rates. My proposals are clear and straightforward. I favor a balanced
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budget, targeted—aupply oriented—individual tax cuts and lower interest rates. I do
.not need to further 1m£ress this committee with the importance of their decisions.
I appreciate having this opportunity to express my views on this subject.

STATEMENT OF HON. ERNEST F. HOLLINGS, A U.S. SENATOR
FROM THE STATE OF SOUTH CAROLINA

Senator HoLLINGS. Thank you very, very much, Mr. Chairman. I
want to thank you and Senator Packwood and Senator Grassley,
and all the colleagues. We hear each other enough. We have de-
bated the tax cut pretty thoroughly on the Senate floor. I do
appreciate the opportunity to emphasize the added responsibility, I
believe, that the Finance Committee must now face.

Both yourself and Senator Packwood have served on the Budget
Committee. Senator Grassley and I are presently serving there
together.

When we establish a figure for revenues or tax cut amounts, the
Finance Committee has been given its figure by the entire Con-
gress, the House and the Senate. The upper limit for the tax cut in
fiscal year 1982 is $54 billion. We need to act prudently within that
$54 billion, to focus the cuts on supply so that it stimulates invest-
ment and savings. You and I are both very familiar with these
arguments. But that’s not enough, for the simple reason that the
budget itself is out of kilter.

We've just gotten through the budget conference of both Houses.
In that particular conference we cut spending, as you well know,
our favorite is spending cuts. We led the way. Senator Domenici
and myself cosponsored Senate Resolution 9 to cut spending by $3
billion more than that recommended by the President.

And, we're very much for the defense increases, but in assimilat-
ing the budget itself as a document, we were not straightforward
with respect to interest rates, inflation rates, growth rates, and the
other factors that go into the makeup of a budget, jimmying it
around, if you please, trying to make it balance by 1984.

I was very much disturbed by the process this year. We didn’t
correct that situation when we got in the conference with the
House. Mr. Chairman the budget now requires spending cuts of $36
billion. That’s fine business.”

But, if you increase, which they have, spending by $36 billion,
then it's pretty well a wash. In other words, we have increased
defense approximately $26 billion, the 1982 figure over 1981, and
by another $10 billion to cover the uncontrollables such as social
security and, cost of living adjustments in other indexed programs.

So, while we've cut spending $36 billion, we’ve added $36 billion.
So that pretty well cancels it out.

Then we come around and give a $54 billion tax cut. We made
room for the Kemp-Roth proposal. My hope this morning, in ap-
pearing here, is to try to persuade the Finance Committee that
f;h%\;l should not use all of the $54 billion.

ere are many different arguments for stimulation or for incen-
tives for savings.

But, if you acce{)t the $54 billion tax cut, even if you can put it
solely on the supply side, you are bound to have about a $60 billion
gg(f)ic‘:)ipllgext year. In fiscal year 1981 the deficit will also be around

illion.



6

In 1982, you have made all the spending cuts; you have sent
government back down to the people, in the form of State bloc
grants; and you have started to control the uncontrollables. If you
end up with another $60 billion deficit, gou get right to the point
that was being made by the distinguished Chairman of the Federal
Reserve yesterday in his conference with the President of the~
United States. My presentation this morning supports the views
expressed by Chairman Volcker.

Chairman Volcker has said that the administration and Congress
must narrow the deficit to help the Fed contain money growth
without higher interest rates. That’s all we’re worried about. All
we're really worried about is deficit spending. The debate in the
Finance Committee, should be on whether we need supply tax cuts
or demand tax cuts or both.

You can just be King Solomon and write out all the fine tax laws
that stimulate savings and investment incentives, but if you have a
cut of that size; namely the $54 billion Kemp-Roth, then you’re
bound by simple arithmetic to have a very, very large deficit next
year, which makes for higher interest rates.

And, therein is the problem. We've been deficit financing for the
last 10 years. Over a 10 year period, we've run u‘% over a $400
billion cumulative deficit between 1971 and 1981. We've had tax
cuts, they haven't been the mammoth kind, but we've nibbled away
at it.

We had the tax cut of 1969, we had the tax cut of 1971, we had
two tax cuts in 1975, we had a tax cut in 1976, a tax cut in 1977
and 1978. Each one of them we sold, because I was participating in
those particular debates, on the argument that productivity would -
be improved. :

These tax cuts were all going to create Productivity. Here we
come again, with the same approach. We're goi(r)lg to improve
supply side incentives and we're going to create productivity. You
must know that you're really going to be creating a mighty, mighty
large deficit.

You're continuing the deficit spending. As a result the high
inflation rates are bound to continue and eliminate many of the
incentives that you have provided with tax cuts. The plan I've
submitted in my statement borrows literally from the Finance
Committee work of last summer and fall. My proposal includes the
elimination of the marriage tax penalty, the $1,000 and $2,000
exemption from interest earned or dividends received, and the 2-4-
7-10 depreciation proposal which is much more equitable and im-
mediately provides incentives for business investment.

Those are really the Finance Committee proposals of last year
and you could adjust those as you see fit.

But, what I'm talking about is the size of the cut itself. Every
one of the economists say it’s got to be initially at about $20 billion.
Yes, we hav $36 billion in sgending, but we have also in-
creased spending by $36 billion and now you’ve got an additional
potential revenue loss of $54 billion.

And it'’s like an insurance company looking for a new slogan. A
friend I had down in South Carolina and the winning slogan we
suggested to him was that Capital Life will surely pay, if the small
print on the back don’t take it away. [Laughter.]
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And, here it is, you go and work like the dickens and report one
of the wisest and most far-sighted tax cut proposals all on the
supply side. There's rejoicing everywhere, but in the end we have
not produced a good budget. It's not your fault. But, you've got to
realize it because you are our only chance, our last hope to elimi-
nate deficit spending, and reduce the high interest rates that are
actually going to cancel out the good incentives that I'm confident
that this committee will include in this bill.

I appreciate very much the privilege of appearing. I'll be glad to
try to answer any questions that you have.

The CHAIRMAN. Senator Packwood.

Senator PAckwoob. Thank you, Mr. Chairman.

We want to tilt toward j)r uctivity and away from consumption.
Is that what you want to do?

Senator HoLLINGS. Right.

Senator PACKkwooD. Again, taking the less informative measure
creating competitors, none of them allow deductibility of consumer
interest. Why not do the same thing?

Senator HoLLiNGgs. We could.

Senator Packwoop. Which is a heavy tilt away from consump-
tion.

Senator HoLLINGS. Right.

Senator PAckwoon. Do you have any objections to it?

Senator HowLINGS. No, if you can fit it in. My concern is the size,
not the content.

Senator PAckwoob. That picks up a lot of money.

Senator HoLLings. Right.

Senator PAckwoob. It's a revenue raiser.

Senator HoLLINGS. You folks are far more expert than we are on
the Budget Committee on these tax matters, and you know exactly
- from your hard experience over the years, listening to all the
witnesses, exactly what is likely to occur.

But I would think and hope that you look at the size of the

articular tax cut and try to phase it in. In 1962, it's forgotten

resident Kennedy first put in his investment tax credit for busi-
ness, and then after that was phased in, then they got across-the-
board in 1964.

I'm for a tax cut.

Senator PAckwoop. On the marriage penalty cut, is it your as-
sumlftion that at the moment it’s a significant disincentive to
work.

Senator HoLLINGs. Exactly.

Senator Packwoob. Third, on the savings rate. I will have the
figures here from my staff in just a moment—I left them in my
office, we're forever having this Japanese savings rate thrown in
our factee of 25 percent. Americans have got to increase their sav-
ings rate.

only recently realized that America has not traditionally had a
high savings rate. Apart from World War II, where we were buying
Victory Bonds and War Bonds, we average around 7% percent, our
high was about 8.4 percent. We’re down to a low now of 4.8 per-
cent. I've wondered how we managed to have such tremendous
expansion in the 1950’s and 1960’s if the savings rate, and by this I
really mean the passbook savings rate, was really a key.
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And, until I had the Library of Congress finish the study for me,
in which I realized that most, especially in Asia, to a lesser extent
in Europe, but most foreign business expansion to a much greater
degree than ours is financed by bank loan or debt, whereas our
cultural history is financing by equity, stock.

If we have a 7%z or 8 percent savings rate, we will have adequate
money to do the normal things we have done with savings, which is
housing, and at least initially small business, although it interested
me that when small business starts to grow they then normally
lc)on(;'ett)'t to capital stock and they grow more by equity than they do

y debt. _

I wonder if we need the $1,000-$2,000 savings exclusion. I wonder
if we need it because it’s not our historical way of financing busi-
ness, and if we wouldn'’t be tilting more toward savings, assuming
it works, than we need to do.

Senator HoLLINGS. Well I don’t know that that study touched
upon it, but I would suggest that we never had to worry about the
high inflation rate before. We didn’t have until this recent last 4 or
5 years. Between 1959 and 1964 the average inflation rate was 1%
percent per year.

It’s been averaging 10 percent in the last 4 years. And that’s a
big factor in the Government itself. I know the rhetoric about 26
years of Democratic Congresses, but the fact of the matter is that
all Congresses up until about 1970, acted rather responsibly. There
were not these large deficits.

In fact, I used the $400 billion figure for the 10 years cumulative
deficit from 1971 to 1981, in the 20 previous years from 1950 to
1970, the cumulative deficit there was only $74.7 billion.

So, they all paid off. The budget deficit got a little over the line,
in some years. The last budget we balanced, the Senator and I were
together, was in 1968-69. We actually got a surplus of $3.2 billion.

But, in the last 10-year period, we just went wild and we got up
to these $45-$60 billion range. And we got a $60 billion deficit this
year. You can do the best job you can within the $54 billion, and
you will still end with a $50 to $60 billion deficit. That’s going to be
the tragedy of it, unless you try to pattern whatever you do within
a $20 billion range, and then let it grow in the out years.

There’s no objection to this 3 year tax cut. Business has got to be
able to project and invest on the reliance on what the policy is
going to be, and I don’t think Democrats or Republicans really are
worried about that, or losing the power by passing a 3-year bill.

That'’s not the debate. It’s taking $250 billion on the Kemp-Roth
in the next 3 years across the board. Where is anybody hardly
going to make that up. That's too big a gamble. Everybody’s not
gggf to save, and everybody’s not going to run down and buy
stock.

Senator Packwoop. I think you've used up my 5 minutes.
[Laughter.] '

The CHAIRMAN. Senator Grassley.

Senator GRASSLEY. Thank you, Mr. Chairman.

Fritz, under the tax reduction proFosa]s you favor as far as
personal income tax is concerned, would the people who pay taxes
down the road 2 or 3 years end up paying more taxes than their
present—than they would otherwise pay, or less taxes, or is that
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not adsignificant factor for us to consider as far as you are con-
cerned.

Senator HoLLiNGs. That is the significant factor, and the ques-
tion is what is increasing your taxes. Of course, the major culprit is
inflation itself.

That's what’s been increasing the tax take. The actual rate has
not changed by law. We haven’t had a Senator come in here and
introduce a bill to increase taxes. The inflation, and it’s the fiscal
policy set by the Congress itself that is causing the inflation, causes
the increase in taxes. Inflation is very, very material to what we're
trying to do.

And that's my whole point. You can’t solve it all. We asked the
economists last year, within the Budget Committee, could you
really cut the spending and increase defense and cut the size of
Government all in 1 year. They said, no, one works against the
other. It just cancels out. They said you've got to take it in an
orderly way. Bring that deficit down by half in the year 1982. Aim
us in the right direction so the budget will be balanced by 1984.
Then they’ll pay’less taxes. -

Senator GRASSLEY. So, when we’re done with the bill here, you
want us to pass a bill that will have the individual taxpayers, the
working men and women of America in 1982 and 1983, have a less
total tax bill than otherwise is automatically going to happen.

Senator HoLLINGS. Exactly.

The CHAIRMAN. Senator Long. -

Senator LonG. Pardon me for not being here when you presented
your statement. I was at that point, having breakfast. My panel
will be last on the program, they’re going to testify for employee
stock ownership. As you know, I'm interested in that subject.

- Whatever I can do to encourage it, I'm going to do. As a matter of

~—fact, we didn’t discuss it at that meeting, but I think I ought to say

it, that the one benefit that you can offer employees that will not

be inflationary, will not increase the cost to the employer, but that

will increase productivity, will deem more cooperation between
labor and management.

We’ll all strengthen capitalism, and we'll help our system to
provide workers with stock in the company, that won’t inflate the
cost at all. And, there’s nothing in this bill about that, and if I can,
Senator Hollings, I'm going to put something, offer something, that
m)c'l colleagues might vote it down, but they’ll have a chance to vote
it down.

What concerns me is that there’s nothing that we haven’t dis-
cussed in the—Here we’ve all been talking about doing these great
things we're going do and talking about what Truman and Roose-
velt and all these great Americans did down through the years, but
we have about the same distribution of wealth we have in Amer-
ica—in relative terms, not who owns what percent, but the same
distribution of wealth today that we had back when Herbert
Hoover took over from Calvin Coolidge, or when—or go back and
take it when whoever came into the office at the turn of the
century, McKinley or Theodore Roosevelt or whoever.

So that, I just think that we ought to be doing something to
strengthen our system. You look at what the Japanese are doing—
employee stock ownership is good—but they do take a great inter-
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est in educating the employee on where he stands, what his posi-
tion is with management, and gaining cooperation and collabora-
tion and, well a better understanding and I'd like to—at the end if
I can—TI'd like to say something about that. And, you don’t object if
we work something in the bill about that, providing it meets your
objective. I'm not asking—I just think that we can find something
in here that—enough room to do something to make capitalism
more democratic while we're doing all this. It's going to make a lot
of rich people richer, and I'm not against that, that’s fine, just
make investménts and do what they think -is good for them and
good for the country plan, but do you have any objection if we. try
to cut the workers in on this melon.

Senator HoLLINGs. Not at all, Senator. I've cosponsored it with
you. The question is again whether we've got enough room. It's
very simple, your wife is going out to buy an Easter outfit and
you've got a $100 to spend on it. But, she gets a bargain with the
shoes and she gets the dress from an outlet and then she gets the
hat at a sale and she’s saved on everything, but when you look at
the bill its $250. [Laughter.]

And, you only had a $100 to spend. I think this Finance Commit-
tee has got to first determine how much its got to spend, and if
they determine that wisely to really come down from that $54
billion that we gave you. You won, you've got your flexibility, but
I'm praying you don’t use it.

Senator LoNG. I have one more question. What is the basis for
your statement that President Truman gave us a balanced budget
4 years in a row? 1 was around here in the Congress at that time.
That’s not how I recall it.

Senator HoLLINGS. Oh yes, it wasn’t 4 years in a row, he had a

little more than that, but 4 of the 5 years.
. Senator LONG. Are you applying the present consolidated budget
approach started by Lyndon Johnson, and then recomputing what
Harry Truman did against that approach, or are you saying he
gave us a balanced budget based on the approach that existed
when he was President?

Senator HoLLinGgs. I didn’t look at that consolidated budget, I
know when Lyndon came in, he started putting everything in on
the budget to cover up and use the trust funds. [Laughter.]

And, that was a nice gimmick at that time, but generally, you
had fiscal responsibility, we were all aware of it, the people were.
Jhey just can’t understand how everybody is talking, that’s how
Jimmy Carter got elected. He was zero-based budgeting. He was
going to balance the budget. He came up here and we got more
deficits. That’s why they're so disillusioned. I don’t want to disillu-
sion them again in 1982. That’s my worry right this minute.

The President’s got a good program, our favors increase in de-
fense, he's cutting the regulations, he’s cutting spending and he’s
cutting taxes, but he can’'t on that tax cut use that $54 billion
flexibility or else we're up a creek again.

We've got the same old deal again of another $50-$60 billion
deficit next year.

Senator LonG. Well, I did my best to ask you two questions in
my 5 minutes.

Senator HoLLINGS. Oh, that’s all right.
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The CHAIRMAN. Thank you, Senators.

Senator Byrd.

Senator Byrp. I yield Senator Long my time. [Laughter.]

I have no questions.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Fritz, I'm just curious why you don’t agree with
some of the administration—that we need a deficit, that is we need
a massive tax cut in order to stimulate the economy and so forth.
More precisely, why do you disagree with that point of view?
_ Senator HoLLINGS. Just look at the morning headlines the prime
rate has gone up to 20 percent. I don’t think you need stimulus.
Right there, that’s inflation, that’s high interest rates.

Federal Reserve has got one or two courses. They can monetize
that debt, create a bigger debt for the fifth or sixth—I don’t know
how many years in a row it is now, I guess about 9 years in a row,
and this is the 10th year. So you're going to have a $60 billion
deficit and you create another $50 to $60 billion deficit. A Fed can
go out and buy that debt and therefore inflate the currency or they
can hold back, tighten the money supply and then interest rates
are going to have to rise so that private capital will buy that debt.

One way or the other it's a disaster, it’s either inflation or high
interest rates, that’s why. I don’t want to accept those results. I've
heard that before. You know there’s an old saying, you've talked
again and again about productivity. We've had seven tax cuts in
the last 10 years.

This Finance Committee has not been lethargic, it's been very
diligent, and we've all had all kind of tax cuts. We had it for small
business in 1978. The President’s talking about it, we cut taxes
then, we cut capital gains. It worked. But the fact is we've lost
those revenues and there’s no education in the second kick of a
mule. We're about ready for the eighth kick of a mule in the last
10 ‘%ears.

e’re going to do the same thing over. We're going to talk about
productivity, we’re going to talk about stimulation and then we end
up with a bigger deficit and higher interest rates, and then go out
and blame the Federal Reserve.

Senator Baucus. Well, I asked the question because a few days
ago Alan Greensgan said bond markets are not collasping, not
because of Wall Street’s lack of confidence over the administra-
tion’s 10-10-10 proposal, but rather because Congress hadn’t cut
spending enough. I'm just curious——

Senator HoLLINGS. Can I answer on that Senator?

Senator Baucus. Yes, you can.

Senator HOLLINGS. On the matter of cut and s%ending, when we
voted on April 9, Senator Grassley was there. Three Republican
Senators voted against that budget resolution, because it was out of
balance. It promised a high deficit.

Then they went in to cut some more spending during our Easter
break. And Dave Stockman brought over his black notebook to the
Republican leadership on the Budget Committee, and he opened it
up for the additional spending cuts.

And, No. 1 out of the box was to totally eliminate State revenue
sharing. No. 2 was totally eliminate elementary and secondary aid
to education, and Senator Domenici said ‘“now, close that notebook,

84-226 O—81——2
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that thing creates more problems than it solves.” He said, ‘“you’ll
never get any of those by.” These unidentified spending cuts are
well-identified.

The staff over on the Budget Committee put one out. We call it -
the Doomsday List. It has no chance of passing.

So it isn’t just a nice pleasant volition of cutting more. They've
got as many cuts as they could get. If they could get more, they
would try for more. I may try to help them on that particular
score.

But, they've gone as far like Kansas City as they can go on the
spending cuts. Now they've got to hold back either on the increases
in defense or on the tax cuts.

Senator BAaucus. What I'm trying to drive at though, is the
" degree to which a large deficit, is in fact inflationary——

Senator HoLLINGS. Yes.

Senator Baucus [continuing]. Degree to which high deficit is
harmful to the economy. Secretary Regan a few days ago was
sitting right where you re sitting now said, “the old deficits per se
aren’t bad.”” And he’s implying that we need a deficit for the
reasons 1 earlier indicated. I'm just curious more precisely your
view—you've already answered it.

Senator HoLLINGS. Yes.

Senator Baucus. What else, in your view, would argue that
deficits are inflationary.

Senator HoLLINGS. It made me a believer. We've had large defi-
cits and inflation and I certainly would like to stop them both. The
large businesses can cope. They borrow at less than the prime rate.
But, the small businesses, the individual, and the farmer, he is on
the ropes in this country right now. And, he’s not waiting for next
March or April for his tax cut.

He’s waiting for a signal from this Congress here in the next 60
days, that we've got sense enough to cut back on these interest
rates by reducing the size of this tax cut, so we can aim the
Government back around in the right direction away from deficit
spending.

He’s watching us in the next 60 days. He’s not salivating over a
big tax cut for next year, because he’s not going to be around. He'll
be out of business by that time.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Bradley.

- Senator BRADLEY. I have no questions, Mr. Chairman.

Senator Baucus. I have no questions, I wanted to thank Senator
Hollings, and we appreciate the flexibility we were given on the
Senate Floor. But, there is a temptation to spend that $54 billion
since the Budget Commxttee has directed us to do that.

But I do believe that you've indicated that’s not one of the real
problems, and that’s the deficit. I'm sorry Senator Chafee is not
here because he is very concerned about that as are other members
of the committee.

It's our hope that we can reach some agreement with all the
people that have an interest in tax legislation. That would at least
accommodate some of the concerns you've expressed.
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We are concerned about the marriage penalty. In particular,
our statement indicated—that there is some question whether we
ave second tax package or we put it all in one.

We're going to try to restrain ourselves, but it’s hard.

Thank you.

Senator HoLLINGs. Thank you very, very much.

. ’};he CHAIRMAN. If you’re not taking pictures, just turn off the
ight.

Now, we can’t see. [Laughter.]

That does help.

Our next witness is Lester C. Thurow, professor of economics and

management, MIT. .

Senator Bradley, do you want to introduce the witness, Lester’s

ready to go.

I'm pleased to have you here and I'm pleased that Senator Brad-

ley made this suggestion.

Senator BRADLEY. I think that Professor Thurow’s statement and

" answers to our questions will speak for themselves. We look for-
ward to his testimony.

[The prepared statement of Lester C. Thurow follows:]

PREPARED STATEMENT OF LEsTER C. THUROW, MIT, CAManGi:, Mass.

10,10,10 PLUS 10,5,3 EQUALS?

In President Reagan’s March 10th budget militaer('iv spending is to rise by $181
billion, civilian spending is to rise $76 billion, and federal tax rates are to be cut 16
percent ($196 billion) between fiscal 1981 and 1986. If the President’s budget is
adopted just as recommended, total spending will rise b{ $257 billion or just about
the same amount that it rose from 1975 to 1980 ($254 billion). But taxes are also to
be substantially cut. They were not substantially cut in the earlier period.

- If the 1975 geriod represents a substantial inflationary boost to the economy, then
the 1981 to 1986 plans certainly represent an inflationary boost to the economy. In
the President’s budget, the federal deficit is eliminated by 1984 but this comes about
only because of the projection of a supply side miracle. economic growth is to
average 4.6 percent in 1982, 83, and 84.

The supply side miracle is highly unlikely if you examine the history of American
productivity growth. The American economy cannot grow at 4.6 percent unless
productivity growth exceeds 3 g::cent. But American productivity has been below
that level for 16 years and has been nggative for the last three years. What is going
to cause a rapid turn-around in the productivity situation? .

Higher productivity will require more investment in plant and equipment, a more
. highly skilled labor force, and major changes in American management practices.
None of these things can come about quickly. Since it takes 5 to 10 years to build
major new industrial facilities, new investment will not be contributing to produc-
tivity for a number of years. -

Given that we have just one economy with which to play tiddle-winks, it does not
make sense to count on the tiddle-wink coming down in the right spot. One can
argue whether a supply side miracle will or will not occur, but to count on it in
making economic policies for the nation is simply irresponsible. -

This means it is necessary to modify the Reagan Administration’s tax proposals.

10,10,10 has been supported as an incentive for savings and investment and as an
_ offset for bracket creep and rising Social Security taxes. 10,10,10 isn’t well designed

to meet either purpese.

In 1980 the average American family saved 5.7 percent of their income. In the
first 5 years of the 1960s there was essentially no inflation, rapid productivity
growth, and great optimism. How much did the average American family save? Six
pervent of their income. . ‘

When thinking about that 6 percent savings rate three factors should be kept in
mird. First it includes the savings of high income froups. The median family does
not save 6 percent of its income. Second, it includes involuntary savings such as
personal contributions to pension plans. Voluntary savings is much less than 6
percent. Third, it is not necessarily true that high income individuals will at the
margin save more than middle income individuals. On average they certainly save



14

more, but they need not save more out of extra income. The high income family

might use a tax cut to buy a second -home since they have enough put away for

their old age while a middle income family might save its tax cut because it is
worried about how it will survive in its old age. Unfortunately we simply do not
know what marginal as opposed to average savings rates look like as you go up the

income scale. .

" 10,10,10 will increase savings, but only by about $6 out of every $100 in tax cuts.
That will simply not give us the extra savings that we need to restore productivity
growth or to compete with our international competitors.

Because of the baby boom we would have to raise investment from 11 to between
13 and 14 percent of the GNP just to hold the amount of capital per worker
constunt. To keep up with 20 percent Japanese savers and 14 percent German
savers in terms of capital per worker we would have to invest much more. The
Japanese invest 20 percent of their GNP in plant and equipment, but they do not
have our baby hboom to equip. If we were to invest as much per worker as they are
now investment (and we won’t compete unless we do), we would need to invest 30
percent of our GNP in plant and equipment.

Thus we need a personal tax cut that is not 6 percent effective with it comes to
stimulating savings, but 100 percent effective.

It is possible to achieve 100 percent efficiency. Suppose that you were to adopt a
tax reform that resulted in unlimited Keogh accounts open to everyone. Americans
could save tax free, but if whenever they withdrew money from their savings they
would have to pay taxes upon it. The Japanese have such a system with a limit of
$15,000 per family per year that can be saved tax free.

With this personal tax reduction, no tax revenue would be lost unless Americans
were willing to save.

-With this personal tax reduction, every dollar in lost revenue would result in
more than one dollar of savings. At-the 50 percent marginal bracket an individual
would have to be willing to save $2 to get a $1 tax cut. The savings efficiency of the
tax cut would be more than 100 percent.

Viewed as an offset to bracket creep and Social Security tax increases, 10, 10, 10
is equally inefficient. It simply does not deliver the tax cuts to those that will be
facing tax increases from these two factors. Both bracket creep and Social Security

- tax increases will most severely affect middle income groups, but 10, 10, 10 delivers
most of its tax cuts to upper income groups.

If these two problems are to be corrected, the efficient solution would index the
tax system and deliver income tax cuts to precisely those income groups that are
experiencing the Social Security tax increases. Neither is difficult to do technically.

10, 5, 3 is supposed to stimulate industrial investment. But it is equally poorly
targeted. The greatest incentives are given where there is the greatest difference
between tax lives and actual economic lives. When examined from this perspective
the greatest incentives are being given for buildings. Buildings last far more than 10
years and can also be sold and depreciated many times.

As a result 10, 5, 3 will be a tremendous incentive to invest in office buildings and
shopping centers. But we do not need more office buildings and shopping centers, we
need industrial factories full of equipment.

Many types of equipment do not last 3 years and it is not in general possible to
sell and re-depreciate industrial equipment. As a result we will be discouraging
investment in some of our industries, such as electronics, that we want to encour-
age. In conjunction with the tremendous incentive for speculative building that 10,
5, 3 provides we may very well end up sucking investment funds out of industry and
having less investment in industrial facilities after 10, 5, 3 is adopted than before it
was adopted.

Here again it simply is not necesary to accept a distorting inefficient tax cut. The
Reagan administration’s objectives can be reached more efficiently in a number of
ways. A simple cut in the corporate income tax rate is one. The Jorgenson-Auerbach
net present value depreciation proposal is another. Either would be far better than
10, 5, 3 and could be adjusted to cost the same amount of revenue lost.

When it comes to tax cuts there is no quarrel about objectives. America desperate-
ly needs more savings and investment. But let us design a set of tax cuts that will
bring us to those objectives. This should be an area where it is possible to have a
bipartisan policies.
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STATEMENT OF DR. LESTER C. THUROW, PROFESSOR OF ECO-
NOMICS AND MANAGEMENT AT THE MASSACHUSETTS INSTI-
TUTE OF TECHNOLOGY

Dr. THurow. In President Reagan’s March 10 budget, military
sgending is to rise by $181 billion and civilian spending is to rise by
$76 billion.

If the President’s budget is adopted, just as recommended, includ-
in% the as yet unspecified budget cuts, total spending will rise b%
$257 billion or just about the same amount that it rose from 197
to 1980—$254 billion.

But, income tares are also to be substantially cut. Income taxes
were not substantially cut in the earlier period. :

The CHAIRMAN. Could I interrupt just briefly there to confirm
that you are presenting only a summary. I understand your com-
plete statement is 19 pages. I was getting a little nervous.

Dr. THurRow. No, no. Four pages.

The CHAIRMAN. We have 17 witnesses this morning.

Dr. THurow. If the 1975 to 1980 period represents a substantial
inflationary boost to the economy then the 1981 to 1986 plan cer-
tainly represénts an inflationary boost to the economy.

In the President’s budget the Federal deficit is eliminated by
1984, but this comes about only because of the projection of a
suﬁgly side miracle.

al economic growth is to average 4.6 percent in 1982, 1983, and
1984. This supply side miracle is highly unlikely if you examine the
history of American productivity growth. The American economy
can not grow at 4.6 percent unless productivity growth exceeds 3
percent.

But, American productivity has been below that level for 16
years, and has been negative for the last 3 years.

What is going to cause a rapid turnaround in the productivity
situation? Higher productivity will require more investment and
plant equipment, a more highly skilled labor force and major
changes in American management practices.

None of these things can come about quickly.

Since it takes between 5 and 10 {ears to build major new indus-
trial facilities, new investment will not be contributing to produc-
tivity for a number of years.

Given that we have just one economy with which to pla
tiddlywinks, it does not make sense to count on the tiddlywin
coming down on the right spot.

One can argue whether a supply side miracle will or will not
occur, but to count on it in making economic policies for the
Nation is simply irresponsibile.

This means that it is necessary to modify the Reagan administra-
tion's tax proposals.

The 10-10-10 has been supported as an incentive for savings and
investment and is an offset for bracket creep and rising social
security taxes; 10-10-10 isn’t well desiFned to meet either purpose.

In 1980 the average American family saved 5.7 percent of their
income. In the first 5 years of the 1960’s there was essentially no
inflation, rapid productivity growth, and great optimism. How
much did the average American family save? Six percent of their
income.
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When thinking about the 6-percent savings rates, three factors
should be kept in mind.

First, it includes the savings of high income groups, the medium
family does not save 6 percent of its income.

Second, it includes involuntary savings such as personal contri-
butions to pension plans. Voluntary savings is much less than 6
percent.

Third, it is not necessarily true that high-income individuals will,
at the margin, save more than middle-income individuals. On aver-
age they certainly save more, but they need not save more out of
extra income.

The high-income family might use a tax cut to buy a second
home, since they have enough money put away for their old age,
while a middle-income family might save its tax cut, because it is
worried about how it will survive in its age.

Unfortunately, we simply do not know what marginal as opposed
to average savings rate look like as you go up the income scale.
The 10-10-10 will increase savings, but only about $6 out of every
$100 in tax cuts.

That simply does not give us the extra savings that we need to
restore productivity growth or compete with our international com-
petitors. :

Because of the baby boom we would have to raise investment
from 11 to between 13 and 14 percent of the GNP, just to hold the
amount of capital per worker constant. To keep up with the 20-
percent Japanese savers and investors and the 14-percent German
savers in terms of capital per worker, we would have to invest
much more.

The Japanese invest 20 percent of their GNP and plant equip-
ment, but they do not have our baby boom to equip.

If we ‘were to invest as much per worker as they are now invest-
ing and we won’t compete unless we do, we would need to invest 30
- percent of our GNP and plant equipment.

Thus we need a personal tax cut that is not 6 percent effective
when it comes to simulating savings, but 100-percent effective.

It is possible to achieve more than 100 percent efficiency.

Suppose that you were to adopt a tax reform that resulted in
unlimited IRA and Keogh accounts open to everyone. Americans
could save tax free, but if they withdrew the money from their
savings, they would have to pay taxes upon it.

The Japanese have such a system with a limit of $15,000 per
family that can be saved tax free. With this personal tax reduction
no tax revenue would be lost unléss Americans were willing to
save. With this personal tax reduction every dollar in lost revenue
would result in more than $1 of savings.

At the 50-percent marginal bracket, an individual would have to
be willing to save $2 to get a $1 tax cut. The savings efficiency of
the tax cut would be more than 100 percent.

Viewed as an offset to bracket creep and social security tax
increases, 10-10-10 is equally inefficient. It simply does not deliver
the tax cut to those that will be facing tax increases from these two
factors. Both bracket creep and social security tax increases will
most severely affect middle-income groups. But, 10-10-10 delivers
most of its tax cuts to upper-income groups.
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If these two problems are to be corrected, the efficient solution
would index the taxes and delivery income tax cuts to precisely
those income groups that are experiencing the social security tax
increases. Neither is difficult to do technically. .

The 10-5-3 is supposed to stimulate industrial investment but it
is equally poorly targeted.

The greatest incentives are given where there is the greatest
difference between tax lives and actual economic lives.

When examined from this perspective the greatest incentives are

iven for buildings.' Buildings last far more than 10 years and can

sold and depreciated many times.

As a result 10-5-3 will be a tremendous incentive to invest in
office buildings and shopping centers, but we do not need more
office buildings and shopping centers, we need industrial factories
full of equipment.

Thank you.

The CHAIRMAN. Senator Packwood.

Senator Packwoobp. Doctor, all of us were using the term “sav-
ings.” What does that mean? What do we mean by savings.

Dr. THurow. Basically, you mean not consuming. It’s resources
that the American public 1s not consuming and therefore they are
available to be put into productive investment.

Senator Packwoobp. Does it include investment in stocks. Or is
that not a savings? :

Dr. Thurow. That is not savings from an economic point of view.
It includes the purchases of real plant and equipment. If you invest
in stocks new issues and the new issue money is used to buy new
equipment then that is the investment in the economic sense. If I
buy a stock from somebody who already owns a share of stock
that’s not investment.

Senator Packwoob. Does it include a portion of the wage earn-
er’s check that is put into social security? Is that savings? ‘

Dr. THurow. That is not savings for the individual.

Senator PACKwooD. th;?

Dr. THURow. Because the Federal Government takes the money
and then pays it back out——

Senator PACKwooD. Spends it immediately.

Dr. THUROW [continuing]. To older individuals. So, it's a transfer
from one individual to another, but not net savings for the society

as a whole.

"~ Senator PAckwoobp. You had an article in the New York Times
magazine section 2 or 3 weeks ago, where you talked about favor-
ing a progressive consumption tax. Do I take that to be evaluated
to mean a tax exempting food.

Dr. THurow. No, if you move to a simple system of unlimited
Keogh’s and IRA’'s you would then convert the income tax auto-
matically into a progressive consumption tax.

Senator PaAckwoob. I didn’t follow that. I heard what you said,
but slow down a bit.

Dr. THUROW. Suppose you made a $100,000 and you saved $10,000
and spent $90,000. Well you would then pay taxes on $30,000 worth
of consumption. On the other hand, if you earned $100,000, with-
drew $10,000 from your tax free accounts, dissaved $10,000, then
you would pay taxes on $110,000. And so you pay taxes on the
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amount that you consume at your progressive income tax rates, but
you don’t pay taxes on savings. .

Senator PAckwoob. So you move toward the consumption totally
by going through the one form of another of the income- tax.

Dr. THURow. Right, if you simply have unlimited Keogh’s and
unlimited IRA’s you instantly converted the Federal income tax
into a progressive Federal consumption tax.

Senator PAckwoob. And, therefore, need no value added tax——

Dr. THUROW. Need no value added tax in that situation.

Senator Packwoobp. You made reference to the savings rate in
1980 at 5.7 percent in the first 5 years. I actually have 6.3 percent
for those 5 years. That's not the point. Why is it we have the
highest savings rate—of a 5-year average was 1971 through 1975
and at 3 years 8.6, 8.5, 8.6 in 1973, 1974, and 1975, the highest in
our history, except, World War II, and yet our investment and
productivity was falling at that time.

Dr. THUrROW. Well, I think there are two answers. If you ask why
did we have the high savings rate, it used to be that when Amen-
cans thought they were facing economic disaster they raised their
savings rate, so when unemplogment went up, savings went up.
When people got fearful about their economic future, savings went
up. .
But, one of the things the American public has learned with
inflation is that is stupid behavior and now when you see disaster
coming down the road, you lower your savings rate. I think that’s
one of the fundamental places where American behavior has
changed. When we see disastér down the road, we now save less,
where 10 years ago it caused us to save more.

Now, again, if you think about why did productivity fall when
savings was high, the big reason for that on the investment side is
the baby boom, because we've actually invested more. If you look at
the period from 1945 and 1965 when productivity was 3 percent, we
were investing 9% percent of the (QNP and in the last 3 years
while productivity was falling we invested 11.3.

The difference is the baby boom. We have got millions of workers
to be equipped, each one of those workers takes $50,000 worth of
plant equipment on average, and as I mentioned in my testimony,
we would have to bring American investment up to 13 or 14
percent of the GNP just to keep even with the baby boom. That
wouldn’t give us any increase in equipment per worker, it would
just hold even. .

Senator PAckwoob. Separating savings from investment, I am
struck by our historical comparative low savings rate even when
we had periods of great boom and great expansion. We are not
historically a country of great savers, and I think, as I indicated
earlier, we have not needed to be, because we did not finance our
expansion principally through savings.

f we could look forward to a growing economy, and a stable
interest rate, relatively low inflation rate, do you think we would
return to the normal rate of savings we've had in the past which is
used to finance housing and in some degree small business without
angrso-called targeted tax savings.

. THUROW. I don’t think we could for two reasons. First of all,
we've got this very difficult problem of digesting the baby boom
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that will require a major increase in savings to equip them. The
second thing is we've now got international competitors in a way in
which we never had for the last 30 years. e

There are countries out there that are now technological equals,
that are saving a lot more than we’re saving and therefore, the
good old days aren’t good enough. Not because the good old days
weren’t good, but in the good old days we didn’t have technological
competitors like the Japanese that were our equal saving 20 per-
cent.

Senator PAckwoobp. Yes, but wait. Again, it is an historical act
that Japan finances most of its expansion through savings. I was
on the plane with Secretary Baldridge the other day and he had
just returned from the Far East. He said, off the top of his head, he
would bet that Japan finances 80 to 30 percent of their expansion
through savings or bonds. They have to have a high savings rate.

Dr. THurow. Well, we see we all finance through savings. The
question is whether we do it through personal savings or corporate
savings.

Senator Packwoob. That’s why I asked you whether you counted
as savings the purchase of stock and you said no, that is not a
savings.

Dr. THUurRow. But, if a corporation retains earnings and invested
in plant and equipment, that is savings, and historjcally, American
corporations have done more savings than their European or Japa-
nese equivalents. Now the problem is if you look at their total
income and then match it with what we need to do, even if they
were Paying out no dividends and saving all of their income, it just
doesn’t meet the requirements.

I think we definitely need a major increase in savings for the two
reasons I mentioned—the baby boom and international competition
which is a new fact of life in America, because after World War II
for 20, 30 years we were without any technological equals. That
isn’t the world we're in anymore.

Senator PAckwoob. Thank you.

The CHAIRMAN. Senator Long.

Senator LoNG. It's just a fact of life that we have to do business
this way sometimes, but you had to read your statement very
rapidly, and I lost quite a bit of it. But I really don’t think it’s long
enough to do justice to your views anyway.

I would like to invite you to expand on the 20 pages you've got
here. Those who might be inclined to agree with you would find it
interesting to read, and those who are interested will have an
opportunity to read it—not in this morning’s session, but you’ve got
some very thoughtful points here, and I really think in justice to
you and to the committee it would be well if you expanded on what
you have and give us a longer paper that we can study.

You know when you have to present something in 5 or 10 min-
utes, quite a bit gets lost either in the abbreviation or in the rapid
machinegun fashion you have to use when you read the words.
What your're trying to tell us here I think deserves thoughtful
consideration.

Dr. THurow. I'll be glad to give you that paper.

Senator Packwood (acting chairman) presiding.

Senator Byrd.
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Senator BYrp. No questions, Mr. Chairman.

Senator PAckwoob. Senator Baucus.

Senator BAucus. Thank you, Mr. Chairman.

Professor Thurow, I share Senator Long’s point that its quick
and I had a hard time following all the intricacies and points—I
would very much like to see it expanded too.

One question I have though, is your reaction to the assertions by
various people that Americans will save 50 to 60 percent of the tax
revenue they would receive through a 10-10-10 tax cut. What'’s
your reaction to those?

Dr. THUROW. My reaction to that is there is no histcrical evi-
dence that they have ever done that in the past, and I can think of
" no reason why they should do that in the future given an unlimit-
ed tax cut. That just isn’t American behavior. Now, it would be
nice if it were American behavior, and I've debated a number of
the Reagan economists recently, and when you come down on that
issue, sooner or later they get to the point. They say you have got
to have faith. _

“]lell, I suspect the problem is that I don’t have the faith. [Laugh-
ter.

c A}x:c'i, I don’t think there’s any history that going to give you the
aith. ;

Senator Baucus. These assertions I think are based primarily on

lls, and maybe Americans like to think they like to save. It's

ard to tell.

More precisely, what is it in history that strongly indicates
Americans won'’t save that much or what by the present conditions
should make it likely or unlikely. 4

Dr. THurRow. Well, I think it’s what Mr. Packwood mentioned
recently, and that is the American savings' rates have never been
high throughout our history. We're just in this unfortunate period
where we really do need a lot of savings, and that kind of requires
a wrench to the system to force us to do different things than we've
done in the past.

Now, if you look at why people around the world save more than
we do. It isn't because they like to save. lt’s because they are put
into an environment where they have no choice. As was mentioned
consumer interest isn’t deductible anywhere else in the world.

Lots of countries like Germany mortgage interest is not deduct-
ible. -Many countries in the world you have to have big down-
payments to buy anything, or even cash for a car. You can't buy it
on credit.

All those things stimulate savings in the rest of the world and
they save because they have no choice, not because they like to
save. .

The other d%y I was in Los Angeles, and I flipped on the TV and
there was a TV ad that was advertising that you could buy a
$30,000 recreational vehicle with no downpayment. Now if you can
buy what you want with no down dpayment, then there is no reason
why anybody in the world should save regardless of whether the
tax rates are 100 percent or zero. It doesn’t make sense to save in a
world where you can get anythin% you want without saving.

Senatur Baucus. That'’s true. I talked to a fellow the other day
who tried to buy a second home. When he finally figured out that
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he could buy the home he couldn’t swing the down j)a ent. The
down payment was low, like 18 percent, so he deci edyTo borrow
the down payment.

Well, what about the taxes, how are you going to pay the taxes?
Borrow it. What about the interest? Borrow it. The result: Every-
body’s borrowin%vfor everything these days.

Dr. THURow. We have a crazy system where you tax interest and
allow tax deductibility of consumer interest. You tax the interest
you earn and you don’t tax the interest you pay. Most other coun-
tries have it exactly the opposite. ;

Senator Baucus. Thank you.

Senator PACKwooD. Senator Bradley. -

Senator BRADLEY. Yes. Thank you, Mr. Chairman. As I under-
stand what you've said today, to get economic growth, and to get
increased productivity you have to have increased investment and
you can’t have increased investment unless you have increased
savings. And one of the things that I think that the Committee has
agreed upon is that we have to have increased savings.

The question really is, How can we assure that we’re going to
have new savings, not simply shifting savings from one institution
to another institution. And, one of the unanswered questions that I
think Senator Baucus touched on is how can we be sure that there
will be a net increase in savings. In your statement you said that
the marginal rate of savings is not necessarily higher for upper
income people than for lower or middle-income people. Could you
expand on that somewhat? What does that mean, therefore, to
those of us who are trying to structure a tax measure that encour-
ages savings? ‘

Dr. THUrRow. Well, the basic problem is that nobody knows what
the marginal savings rates are. We know what average savings
rates are, but nobody can be sure that a high-income individual
will save more than a middle-income individual.

And in the example I gave, I had an example where a middle-
income individual would save more. Now, that basically means, I
think, that you don’t want to leave it to chance. If you want
savings, you don’t give people some income and say do with it what
you wish, because given American history we know they will wish
to consume about 94 percent of it. You give people income in such
a way that you really get the savings you want.

Now, as I mentioned, I think that by far the preferable way to do
it, is to move toward making IRAs and Keogh's unlimited and open
to everybody and that is a tax cut that if Americans choose not to
save you won't lose a dime’s worth of revenue. Because they’ve got
to save before you start losing money in that kind of an operation,
and it seems to me that’s the kind of efficiency you want, if you're
really serious about raising savings.

As I said I just don’t have the faith when it comes to Americans
even savin%40 to 50 percent of 10-10-10.

Senator BRADLEY. So, you're basically arguing for what you call
the progressive consumption tax.

Dr. THUROw. Right.

Senator BRADLEY. What if we had unlimited IRA’s and Keoghs?

Should we expect that if we had unlimited IRA’s and Keogh'’s
that suddenly the American saver would turn from a six percent to
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a 14 percent saver, and if not are there other things required
beyond various tax incentives in order to make sure that Ameri-
cans increase their savings.

Dr. THUurow. I don’t think tax incentives would get us there for
some of the reasons I mentioned to Senator Baucus that the rest of
the world also gets there with a set of sticks as well as a set of
carrots. Some of the sticks are bigger down payments, some of the
sticks are you can’t deduct consumer and mortgage interest. There
are a whole variety of sticks.

Most of Europe has a big value-added tax which is a tax on
consumption. It's up to 25 percent in Sweden, if you insist on
buying a $1,000 motorcycle you send $250 to the government and if
you don’t buy the motorcycle you don’t send it. Well, that's a
powerful message that says don’t buy the motorcycle.

And, you can go through a whole series of things. For example,
the Japanese pay workers with about a third of their income and a
bonus, what do you think would happen to your savings rate if 1
marched into your life, took a third of your income away from you,
and then gave it back to you as a bonus every 6 months, Well, I
know you’ll save it for 6 months, because I won’t give it to you.
And the chances are, if you have a low monthly income and then
have to get through—have a bonus you’ll save it for part of the
next 6 months, so you don't starve to death.

Well, all of those things are what forced those high savings rates,
and so I think if you were really serious about turning Americans
into big savers, Congress would have to think about some sticks as
well as some carrots. Carrots will get you part of the way, but it
won't get you all of the way.

Senator BRADLEY. If you don’t have—if you can’t assure yourself
a lot of new savings on the one hand and yet on the other hand
you give real incentives for increased investment, what does that
mean for interest rates.

Dr. THUrow. It basically means higher interest rates.

Senator BRADLEY. Why?

Dr. THurow. Well, because you've got a tremendous increase in
the demand for investment funds and you haven’t done anything
on the other side of the market to stimulate the supply of invest-
ment funds, and if we're now all big believers in supply side
economics, that presumably means we're big believers in increasing
the supply of savings in the economy, and in investment tax cuts
without something done dramatic to increase the savings only
makes the problem worse when it comes to interest rates.

Senator BRADLEY. So, it raises the interest rates.

Dr. THUROW. It raises interest rates.

Senator BrapLEY. That will certainly have an inflationary
impact as well.

Dr. THurow. It raises real interest rates I should say, not just
nominal interest rates and in that situation you get an increase in
the real interest rates.

Senator BRADLEY. We will hear later today from a number of
witnesses who will testify to the increased depreciation plan that's
before us; the so-called 10-5-3. My question to you is, Do you think
that if what we really want is to get increased investment in plant
and equipment would we be better off with an accelerated depreci-
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ation allowance or would a corporate tax rate cut across the board
be better. And when we're talking about increasing investment,
we're talking not just about increased investment in plant and
equipment, we're also talking about increased investment in
people, increasing skilled labor.

y question to you is would you prefer a corporate rate cut to
the depreciation allowances, and second, what can we do to in-
crease the supply of skilled workers in this country.

Dr. THurow. Well, I think that if you look at the problem as
more than a lack of equipment, it’s also a lack of those skilled blue-
collar workers. That argues for a rate reduction as opposed to
depreciation allowances. If I had a given amount of money to hand
out to corporations, I would hand it out in the form of an across-
the-board rate cut as it is opposed to depreciations.

- Especially, when you realize that 10-5-3 by the time you get to
the late 1980’s will have essentially abolished the corporate income
tax anyway.

Senator BRADLEY. Well, could you—— _

Dr. THUrRow. Why not abolish it and get rid of your tax lawyers
and your tax accountants.

Senator BRADLEY. Could you go into that a little bit more. What
do you mean 10-5-3 by the 1980's——

nator Packwoob. Bill, g'our time's up. Why don’t you ask that
question again in the second round.

Senator BRADLEY. Could he just answer that question.

Senator PAckwoob. Go ahead and answer that question.

Dr. THUROwW. Basically, it will mean the depreciation allowances

- are so large that very few corporations are going to have taxable
____income left by the time you get to the late 1980’s.

Senator PAckwoob. Senator Bentsen.

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

Dr. Thurow, I always find your testimony interesting. I've lis-
tened to you many times. I share with Senator Long the desire that
you give us this in more detail. I'll look forward to studying it.

The term “‘supply-side economics”’ has been corrupted, so I'm not
sure what it means any more. I think it’s been taken far beyond
flhela o(;'iginal intent and some of the things some one thought

elped.

I look at the problem of 10-5-3 and I was one of the original
cosponsors of 10-5-3. But, I think we've found some of its problems
as we studied it.

In the Finance Committee we came up with 2-4-7-10 which
dealt with more neutrality on assets, but as we’ve looked at that
we've found we could improve it too. And, hopefully, whatever we
come up with will have more neutrality and wilf' not result in

. ?egative cost basis and equipment, which I think is going much too
ar.

But, as I listen to the talk about top bracket saving, I really don’t
think they’re going to save much, because they are the most so-
phisticated of the investors, and I don't think they're going into
:ﬁraight savings accounts, unless there’s some kind of an incentive

ere. :

I’'m very much interested in what you're saying about the Japa-
nese. As I understand what you're saying they put a limit of
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$15,000 maximum that you take off the top of your income, not to
clear that subject to tax, put it in a savings account, and not
include the tax until you withdraw it. Isn’t that the way it works.

Dr. THUROW. Right.

Senator BENTSEN. Now one of the studies I saw said they could
get up to $63,000 equivalent to the yens, by such structured-type
savings in Japan.

Another shows that the English and the French virtually do not
tax interest received, but there are some exceptions, and that the
Germans even go so far as to subsidize to the consumer.

But I get concerned about the political problem that you're talk-
ing about, if you approach from the way you say. If we cut the top-
end income tax from 70 to 50, frankly I support it, because I think
you see an awful lot of those people going into some kind of tax
shelter. And, if they end up at 70 percent, they end up only
because of very poor planning and being surprised by it.

But, if you do that, and you give the fellow at 50 percent $2 for
$1 .and the fellow at 30 percent something less. Now we have all
kinds of political problems in accomplishing that.

Dr. THUROwW. One of the things you can obviously do, if you want
to, is like all deductions can be converted to credits where you can
give a credit of so many cents on the dollar saved which is then
equitable across the different income classes. That’s another way to
do it and it certainly is generally true that if you’re worried about
the equity issues the tax credits are a better way to go than tax
deductions. -

Now, let’s say you wanted to offer a 30-percent credit for ever
dollar saved that was open to everybody from rich to poor. Well, -
that's equitable in the sense that you’re giving the same incentive
to everybody to save.

Senator BENTSEN. Now, the other point where you talked about
every dollar in lost revenue resulted in more than §1 of savings,
and of course, that’s right depending on the tax bracket.

Wouldn’t you anticipate—have you had any kind of an econome-
tric model run—wouldn’t you anticipate that in the first year of
this that you'd have a rate inflow of savings, and that you’d have a
substantial addition to the deficit.

Dr. THurow. I don’t think so, because if you look at the current
6 percent American savings, and that’s what you're saying people
are already saving 6 and how much money are we going to give
away to get them to save that 6. A lot of that 6 percent goes into
things like pension plans and things——

. Senator BENTSEN. I know.

Dr. THUROW [continuing]. Like that, that aren’t under the con-
trol of individuals.

Senator BENTSEN. I understand, but I would think that what
you're proposing, and I'm deeply concerned about the savings rate
in this country and I totally agree that we have to turn that
around or we are not goin%uto ‘have the capital to do the rebuilding
of America that we're talking about. Housing or what have you.

Dr. THUROW. But, see if you're worried about the revenue laws, it
seems to me you can phase it in, because if you take the $15,000
Japanese limit, you can have, you know, a $5,000 limit the first
year, $10,000 the second, $15,000 the third. Whatever you think are
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the right set of limits that lose you the amount of revenue that you
want to lose.

And, so I think the question of how much revenue you lose can
be essentially solved by capping the maximum amount that you
" can put. .

Now, let me also emphasize, if you think of IRA’s and Keoghs,
it's not just bank accounts. Your Keogh account could be with
Merrill Lynch and invested in”equities and lots of other things
other than savings banks.

Senator BENTSEN. All right, I have not run the mathematics on
this one, but what would be the difference in the loss of revenue if
you took something like that proposed a couple of years ago, they
cut me down from the $2,000, $1,000 to $400 and $200, which didn't
have any real effect, again not significant. Now not paying a tax on
that interest earned and doing what you’re talking about, not
paying a tax on the amount of money earned, to the extent it's put
In a savings account. :

I recall that my first one brought about a $7 billion deficit
according to the figures of the Joint Tax Committee. If it had been
at $2,000 and $1,000, would there be a substantial variance if you
took your approach. . -
~ Dr. THURoW. I don’t think there would be a substantial variance,
but I think there would be a bigger benefit to my approach as
opposed to that approach because under the Keogh approach, you
have big incentive to——

Senator BENTSEN. I think you may be right on that.

Dr. THurROw. Because if you take it out you get penalized. Under
your approach, once you've got the $1,000 worth of interest tax
free, then you might as spend the $1,000 worth of interest.

Senator PAckwoob. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Let me ask you about the expansion of the IRA’s and the
Keoghs. We have some legislation in that would provide that the
expanded IRA’s could be used for not only retirement, but also for
college education expenses and first purchase of a home. What do
you think of that as an incentive for the younger people to get into
the program?

Dr. THurow. I would take off all the limits on what the money
could be used for. You simply say, as long as you leave the money
there, you don’t pay the tax. You take it out for any reason you
pay the tax. And so, it would cease to be a bill—program desi%;ed
to encourage people to save money for their old age. It would be a
bill designed to encourage people to save, period.

Senator CHAFEE. And, they could take out ang amount.

Dr. THUrOw. If they wanted to pay the tax. But, the minute they
take any money out, they pay the tax.

Senator CHAFEE. That’s right. They pay the tax in the year they
take it out.

Dr. THurow. The year they take it out. So you've got an incen-
tive to put money in and leave it there, and I see I think the
problem about having good things to spend it on is the problem;
there’s a lot of other good things to spend it on.

One of the things we clearly want is productive investment and
industrial plant equipment. And, for example, one of the problems
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with housing in the United States at the moment is in some
sense—say, if you take second homes, we've got too many houses.
America cannot afford a lot of second homes at the moment. And
so I would be very reluctant to see any savings incentive that
focused money in on housing, because a lot of that money is de
facto going to go into second homes as opposed to first homes.

Senator CHAFEE. That would have to be for the first home pur-
chased by the saver with a limitation of $10,000. Let me discuss a
minute with you the 10-5-3 obJectxons to it.

What do you think if we didn’t have the 10, that is as as far as
real property goes, we stretch that out, make it maybe 15 years full
market price, and something longer. But, try to concentrate in the
machinery and equipment.

Dr. THUurow. I think it's the machinery and equipment that is
key. If you want neutrality, what you do is go on off and try to
measure economic lives and then let’s say tax lives are going to be
half of economic lives or whatever the number is, but the big
problem is that this has got tremendous d1stort10ns, because the 3
is longer than that on which much equipment is depreciated now,
say, and electronics around Boston, the 10 is grossly less than how
long a big office building lasts, and so you get an incentive to take
your money out of 128 electronics firms, and put it into downtown
Boston office buildings. )

Well, I don’t think that’s the incentive Congress wants to deliver
to American industry.

Senator CHAFEE. Well, what do you say if we—say your thought
is that we should stretch out the real property depreciation. Sup-
pose it’s a legitimate factory here, owner-occupied plant. Do you
see incentive there——

Dr. THurow. Well, if you think of it in industrial properties,
typically the factory bulldlng is a small part of the total cost. The
equipment in the building is going to cost a lot more money than
the building, and so when you start giving incentives for the build-
ing, you're really giving incentives for shopping centers and office
buildings because building is not a big part of industrial plant
equipment.

_ Senator CHAFEE. OK, so what would you do. Would you say for
industrial facilities it would be what?

Dr THUrRow. Well, let’s say you want to go to half lives, and
you've got buildings that last 70 years and equipment that lasts 3.
Well, then the building life should be 35 and the equipment 1%.
For example, you should be cutting them all proportionately, if
that’s the game you're trying to play.

Now, I think that’s very difficult technically to do, because we've
got many types of equipment. As I said, I would prefer to go to a
straight across-the-board corporate income tax cut. If you’ve got a
certain amount——

Senator CHAFEE. Well, forget the whole 10-5-3.

Dr. THurow. Forget 10-5-3 and lower the corporate tax rate.

Senator CHAFEE. To what?

Dr. THUROW. Whatever amount of money you've got to hand out.

Senator CHAFEE. Well, now, there’s an awful lot of businesses in
the United States that are not incorporated, that are sole propri-
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etorship, partnership, what are you going to do about them? What
do they get out of this?

Dr. THUrRow. Well, if you're talking about——

Senator CHAFEE. Corporate rate doesn’t help them, cutting the
corporate rate doesn’t help them. You say you're opposed to the
10-10-10 individual cuts——

Dr. THUurow. Sir, if you want to do that for unincorporated
business, then you could have depreciation allowances for unincor-
porated business, but the corporate part should be handed out as a
rate cut.

Now, see the problem with doing depreciation allowances is that
you're also biasing the choice toward equipment and away from
people.

-If you look at American productivity, there’s just as much prob-
lem of having a lack of skilled blue-collar workers. I mean, who is
going to prepare these machines if you don’t have any machinists.
Who is going to build these machines if you don’t have any tool
and die makers?

You've got a set of incentives here that are all equipment loaded
and nothing for the human beings who are going to run and build
this equipment.

If you got the corporate tax rate, then you have something that
encourages the production of these skilled people as well as the
production of this equipment, and we all know the problem in
American military where you’ve got a lot of equipment you can'’t
run.

Having a lot of equipment you can't run in the American indus-
try also doesn’t do you any good.

Senator CHAFEE. All right, fine. I must say you're setting forth a
new path here for us. I'm glad you’re here.

Thank you, Mr. Chairman.

Senator PAckwoob. Senator Mitchell.

Senator MiTcHELL. Thank you, Mr. Chairman.

Mr. Thurow, I wasn’t here when you read your statement, but I
have since read it and I find it interesting. Last week we had
witnesses, the Secretary of the Treasury and other administration
witnesses and some economists who supported that position—took
the position that the best thing we can do to encourage savings is
to adopt Kemp-Roth, and forget about any savings incentive.

I gather reading your statement and listening to you here, you
disagree with that strongly.

Dr. THurow. I simply disagree with it because when you go back
through American economic history, you can’t find any period of
time when Americans saved the kind of money that Secretary
Regan says their going to save, and the world hasn’t changed. You
can still buy my recreational vehicle without a down payment, and
I just do not believe they are going to save much more than 6
percent of their income, tax reduction.

Senator MiTcHELL. So, I understand your view then that if we're
going to encourage savings which seems to be now to have reached
the level of the American flag and apple pie, that we have to devise
some specific savings incentives.

Dr. THURow. I think that’s right.

84-226 O—81——3
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Senator MITCcHELL. And, you have suggested one in your testimo-
ny here, the so-called unlimited Keogh account. ,

Interestingly enough, there’s part of the administration’s propos-
al the interest in dividend exclusion is to be terminated. That is a
" specific savings incentive that was designed for the purpose of
encouraging savings. The administration now proposes not to
extend that—the Secretary said, in response to my questions,“Well,
that’s not a bad idea and we’ll think about it at some later time.”
Do you have an opinion on that as a savings incentive?

Dr. THUROW. Obviously, it’s a little bit adverse. I think that if
you're really interested in savings, one of the things that we were
talking about earlier is corporate savings. You might want to adopt
tax legislation to discourage the paying of dividends and force
corporations to save more. That’s also a direction in which you
could move.

Now, another direction you can move to increase savings and
just not have 10-10-10. The Federal Government has that much
more revenue, you have that much of a smaller deficit and savings
is up by that amount. So simply not having 10-10-10 is, in fact, a
savings device. . .

Senator MiTcHELL. Well, what about—I'd like your comment on
this specific incentive of the interest exclusion.

Dr. THurow. I think most of the evidence indicates that the
interest exclusion has never been a tremendous incentive for
people to invest in equities, plus the fact that most people who
invest in equities lose it in the issues your investing in.

In terms of savings and investment, the only kind of an equity
that counts is a new issue. Now, it’s a little bit of an incentive to
issue new equities and have people buy them, but I don’t think it’s
a terribly efficient way to go if you want to get a lot of savings.

Senator MitcHELL. Thank you, Mr. Chairman. I have no further
questions.

The CHAIRMAN. We still have two. I hope they are not going to
ask any questions. Senators Danforth and Wallop. [Laughter.]

Senator BRADLEY. You mean, Mr. Chairman, before we go into
the second——

The CHAIRMAN. Well, we have a lot of witnesses who would like
to be heard this morning, so I hope we can proceed——

Jack, do you have a question.

Senator DANFORTH. No questions. [Laughter.]

In Senator Long’s earlier statement, I think we have an out-
standing witness, which some of us would like to spend some time
with, but I'm not certain if you can do it all this morning. But I'll
forego my questions, and hope that anybody who has a second
round of questions will forego theirs.

Senator BRADLEY. Mr. Chairman, I don’t want to take the com-
mittee’s time. I would like to ask one more question but are you
saying that we are going to invite Dr. Thurow back to testify betore
the committee again.

The CHAIRMAN. Certainly, I think if we’re going to have more
witnesses we could invite him back to celebrate the passage of 10-
10-10. [Laughter.]

Senator BRADLEY. Mr. Chairman. I suppose that's the first public
comment by you that you are in full support——
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And, I think we could cross-examine you.

Let me just ask just one last question. I appreciate your willing-
ness to have Dr. Thurow, and I concur that the committee could
benefit from a longer period with him. Let me just ask a question
about the growth rate assumptions on the budget and the tax plan.

First of all, if we take the projected growth rate compared to
historical growth rates in the country, and assess the probability of
achieving the projected growth rate, what are the repercussions on
inflation rates, interest rates, unemployment rates, and the deficit
if that growth rate is not achieved.

Dr. THurow. If you look at the President’s projections obviously
the growth rate is the key thing, because as I said its real rate of
growth averages 4.6 percent per year in 1982, 1983, and 1984.

Now, that is only possible in the American economy given how
fast population is growing as if you have productivity growing it’s
something more than 3 percent a year.

Now, as I mentioned productivity hasn’t been at that level for 60
years. It’s been negative for the last three. And, why it’s going to
jump up to plus three in 1982 is simply beyond—and I see no
explanation in the administration’s proposals as to why we should
believe in plus three in 1982.

Because if you think of everything you know about productivity
it is very difficult to turn it around. It is time consuming to turn it
around. New factories have to be built, new people have to be
trained. It is just not the kind of thing that instantly pops around
when you change the tax law.

Now, changing the tax law may help on productivity in the long
run, but it’s not going to give you that kind of instant response
that’s in the President’s projections in March.

Senator BrabpLEY. If you don’t get the growth—what happens to
inflation and interest rates, unemployment and the deficit.

Dr. THUrROW. You simply get a bigger deficit and then a big
increase in defense spending becomes a real inflationary pressure if
you don’t have a big growing economy to essentially absorb it.

- Senator BRADLEY. Thank you very much, Mr. Chairman.

Senator LoNG. Mr. Chairman. I have yet to ask a question.

The CHAIRMAN. Oh, excuse me.

Senator LoNG. Could I ask just one quick question?

The CHAIRMAN. Sure.

Senator LoNG. In view of your challenging statement, I have sent
a few of our staff people from the room to consult the scriptures for
further guidance, and here’s what the Bible says:

If you have faith as a grain of mustard seed, you will say unto this mountain, do
ye remove to another place. It will move and nothing will be impossible.

Now it doesn’t say a thing there that it will move only if these
infidels will cooperate, just that it will move. [Laughter.}

So if you're going to do it on faith, you dor'’t need the tax cut. If
your faith is strong enough, it will just move. [Laughter.]

I do find mirself a little concerned about your statement that you
might as well just repeal the income tax, because it seems to me
that if you have an income tax there, you won’t get the relief from
the income tax unless you make the investment. That being the
case, I don’t understand your argument when you suggest that you
just ought to repeal the income tax rather than to have the tax
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and give people the credit if they do make the investment. Now
what’s your reaction? It seems to me that you're making exactly
the same argument about the Keogh plan and things of that sort
that if they make the investment, they get the tax savings.

A corporation pays a 46 percent income tax, but if they buy that
machinery, they get depreciation and the investment tax credit.

It seems to me as though you are flying right in the face of your
own logic.

Dr. Taurow. But, see, we're asking, “what are we going to have
to do to get more investment? If they just invest the amount that
they're now investing under 10-5-3 you're going to be collecting
very little corporate income tax revenue by late 1980. And you're
really asking what will get investment up and it just doesn’t seem
to me that 10-5-3 is the kind of vehicle that’s going to get invest-
ment up, and you want to get other types of investment up, the
human investments that I talked about.

Now, all of the economics requires a bit of faith. The corpora-
tions are going to be intelligently managed and when we lower
their tax rates they're going to respond to those in a reasonably
efficient way. But, I think we know there we have some historical
evidence that they will invest in the right way. When it comes to
the personal tax cut we have all the historical evidence that they
won't save more. .

Senator LoNg. Thank you very much.

The CHAIRMAN. Thank you, Dr. Thurow.

Our first panel—Charls Walker, chairman, American Council for
Capital Formation, Cliff Massa, vice president, Taxation and Fiscal
Policy Department. If you could summarize your statements we
would have some time for questions. We’'ll start in the way you're
listed. Mr. Walker.

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

Mr. WALKER. Thank you very much, Mr. Chairman. I am chair-
man of the American Council for Capital Formation, and I am
pleased to appear before this committee today.

I am submitting my prepared statement for the record. Instead
of my prepared summary, I would like to comment on Professor
Thurow’s remarks to this committee. I would also like the opportu-
nity to critique the 20-page proposal that Professor Thurow has
agreed to send to Senator Long.

Senator LoNG. You disagree with what he said?

Mr. WALKER. Yes; I disagree with Professor Thurow on one or
two points.

_ First of all, this is a very serious proposal that has come down
from the administration. It was basically conceived by President-
elect Reagan’s Economic Coordinating Committee headed b
George Shultz. The committee included highly regarded and well-
known economists like Alan Greenspan, Pauf, McCracken, Milton
Friedman, Arthur Burns, and others. They weren’t “playing tid-
dleywinks” with the U.S. economy.

cond, Professor Thurow stated that Federal spending will rise
between fiscal 1981 and 1986 by about the same amount as it rose
from 1975 to 1980. He suggested that, if the 1975-80 period repre-
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sents an inflationary boost to the economy, then so too will the
period 1981-86.

I think it is very important to understand the difference between
a deficit arising from Federal spending and one resulting from a
tax cut. When the deficit increases through spending, every dollar
is spent, but when there is a deficit resulting from a tax cut, some
portion of that is saved. the big debate is, as it should be, how
much of “10-10-10" will be saved.

Professor Thurow said that, on average, the savings rate can be
expected to be no more than 6 percent, or $6 out of $100. In terms
of the marginal savings rate, the rate of saving is far different. He
also said it is very difficult to get people to save out of a tax cut.
That really depends on whose taxes you cut.

If you cut taxes on high-income individuals, or what some people
call fat cats, a very large proportion will be saved, not just in
savings accounts, but in the form of not spending on consumption,
by putting the money into various forms of investment.

Saving is the act of not spending on consumption goods; it is
saving even if put in a mattress, and not invested.

For example, the capital gains cut in 1978 resulted in a big
increase in saving and a large increase in taxes paid by the high-
income people. And the Kennedy tax cuts of 1964-65, which re-
duced individual marginal rates from the 91- to 70-percent level,
resulted in a substantial increase in saving.

The average savings rate r.ow is about 4.7 percent. That includes
individuals with $5,000 of disposable income, $10,000 and $20,000.
those individuals are basically dis-savers. They go into debt.

Above that, when you get into higher income levels, levels of
$30,000, $40,000, and $50,000 of income, the savings rate is higher,
on average, which offsets the dis-saving in the lower brackets.

There is historical evidence regarding the impact of a cut in
marginal tax rates on saving. After the tax cut of 1964-65, which
was a supply-side tax cut reducing the top individual rate from 91
to 70 percent, the lowest bracket rate from 20 to 14 percent and
proportionally in between, the average savings rate went up 2.8
percent over the next 3 years. It shot up over a full point in 1965.
This was an actual laboratory experiment.

But, these figures concern the average savings rate. This commit-
tee heard testimony last week from Merrill Lynch Economics, Inc.,
stating that their analysis showed that 45 percent of the tax cut
was saved in 1964 and 58 percent was saved in 1965. The average
savings rate grew from 5.4 percent in 1963, the year before the tax
cut, to 6.7 percent in 1964 and 7.1 percent in 1965.

Under the administration’s 10-10-10 proposal, tax cuts are con-
centrated on middle-income people with $15,000 to $50,000 a year
in income. These are the people who pay 60 percent of the taxes
and who would get 61 percent of the tax cut. These people are the
savers of this country, with hundreds of billions of dollars in sav-
ings and loans, commercial bank savings departments, credit
unions, money market funds, and so on.

When asked in a recent poll by Opinion Research Corp. whether
they would save or spend a tax cut, 82 percent of the respondents
said they would save some of the money or use it to pay off debts.
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That figure may be too high, but both logic and commonsense,
and experience in 1964-65, indicate that you're going to get a big
savings response from the 10-10-10 cut.

Professor Thurow says that now people spend a lot more and
save less because of fear of inflation. He also says that the recent
high rates of inflation create a new climate. I think, however, if
middle-income people are your basic savers, there is another reason
people have been saving less.

You know what bracket creep is doing to the middle-income
taxpayer. He is being buffeted all over the place by the interaction
of taxes and inflation. I submit that the basic reason for the low
saving rate is more on the side of what Uncle Sam is taking away
from the middle-income taxpayer and not letting him save.

If you cut tax rates according to the 10-10-10 proposal, you are
going to put taxpayers in a better position to save, and if also you
do decide to enact some special savings incentives, that in turn will
boost that incentive.

I cannot agree with Professor Thurow that just allowing open
and unlimited Keogh accounts will do the job. I'd like to see an
expansion of the Keogh, but people with money in other types of
savings might simply redesignate the saving already there as a
Keogh. It would be much better to say that we are going to let you
exclude from your taxable income some portion of the interest and
dividend income received, exactly the way we do with capital gains
now.

All things considered, what we're debating here with respect to
the 10-10-10 proposal is the impact of this approach on the savings
rate. I think Professor Thurow is wrong, and I would like the
opportunity to comment further for the record when he outlines
his plan in more detail. )

The CHAIRMAN. I just wanted—you say if you cut 10-10-10 you
would save more than if you would pass 10-10-10.
~ Mr. WaLker. If you pass 10-10-10, there will be more sav-
ings——

The CHAIRMAN. Right. I think we said——

Senator Packwood, I wanted to ask you one question before I go
to a meeting.

Howard Baker just called me and wants me to come to his office.

I want to give you my 3-minute theory on your decision, because
you are one of the best academics I know.

I want to remark on the theory I touched on earlier today. The
capital stock corporation is basically a Western institution and
seems to be an American institution if you look at history. Jt didn’t
really start in Europe until about 1725 when you had the South
Sea Co., but then the bubble burst and you had a scandal that cast
a pall over capital stock companies in England for 100 years be-
cause their navy politicians were involved in it.

You didn’t see corporate growth in Europe until the 1800’s and
the same in this country. You did not see it grow in Asia at all,
and it’s interesting when you read “Dynasty” the tremendous talk
about banks and bank loans or when you read ‘“Noble House”
- they’re talking about a big trading company contemplating going
public. It would be the first trading company in Hong Kong to do
80, which gives you part of their history.
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And then, this Library of Congress report that indicates that
Japan finances a great portion of their business by bank loans, it’s
no wonder that they have savings incentive. That is their historical
method of finance, of expanding business.

Our historical method of financing at least expanding business,
major business, is stock, equity, not loans. It may on some occasion
be bonds or debentures, but it is not normally bank loans. It is
equity.

Now, and I think that is why even though our savings rate was .
lower, lower in 1951 to 1955, 1956 to 1960, 1961 to 1965, 1966 to
1970, it was lower in all of those years than it was 1971 to 1975.
That was when we had the highest 5-year cycle of a savings rate, at
the time that our investment, our capital formation was going
down, our productivity was floating down, and if the answer is
savings then there is something wrong, because 1971 to 1975 should
have been great years for investment and productivity if it is
related to the savings rate.

And I will postulate this. Our savings rate was very high in this
country when we had no interest exclusion, but indeed we had a
dividend exclusion and a relatively low capital gains tax, and yet
we had an adequate savings rate for this country to finance hous-
ing and move small businesses, because they do have to get started
with loans.

When their businesses grew they changed to equity corporations
and they could find peopie to invest. And the reason that that did
not happen in the 1970’s was because we had so tilted against
capital gains that there was no longer an incentive to finance
American business by our culture’s traditional way. There was no
reward for it. And, we did not turn to savings because that was not
our traditional way.

And, I think, rather than tilting too strongly toward savings, we
would be better off if we get our interest rates back to a reasonable
amount and get our inflation rate back to a tolerable level, we will
accumulate the normal rate of savings we need in this country for
housing and._for small business.

But what we need to do is tilt toward the traditional method of
capital formation in this country. Now, let me ask you this, and I
have not finished running these figures, but I think I'm not far off.
This is only on the personal side, not the 10-5-3.

What if instead of 10-10-10, you have a 5-5-5 starting January
1, 1982. You cut the capital gains tax in half immediately. You
reduce the minimum income tax rate to 50 percent immediately
and you phase out the double taxation of dividends over a 3- to 5-
year basis. I haven't figured out which yet.

I realize that’s a great incentive for corporations to declare no
dividends for 3 to 5 years, if you can say at the end of it, there's
not going to be any tax on ijt, but that doesn’t bother me because
it’s a form of savings, and that there is no increase in our savings
incentive of $200 and $400, and I might even phase that out. Would
that be a better method of capital formation for increasing produc-
tivity than the 10-10-10 assuming that they cost about the same.

Mr. WALKER. Let me respond to that by saying first of all I agree
totally with your historical method of corporate finance, analysis of
economic progress in this country, the historical method of corpo-



34

rate finance, and the impact of capital gains taxes on the financing
of American business. A further cut in the capital gains tax is very
much something American business needs to help finance expan-
sion. Second, I proposed here last summer and have talked about it
since, that maybe a 7%-7%-T'% 3-year cut would be more desir-
able. Since you are talking about 5-5-5, we are basically in the
same ballpark.

Third, and the basic point responding to your question, I would
still keep savings incentives in the picture, but I'm not enamored
of the type of savings incentive that delegates so much to a specific
savings account.

Senator PAckwoobp. You would go to a percentage rather than a
dollar amount—and 1 agree with you if we're going to have one.

Mr. WALKER. The basic answer is that we must raise the level of
investment. If you raise corporate investment through 10-5-3, you
must also have an increase in private savings to balance that out
in terms of the real resources.

For example, at the present time disposable personal income is
just over $2 trillion. This means that for every one point increase
in the savings rate, there is a $20 billion increase in savings. If we
could get that savings rate back to the 8-percent rate it was in the
early seventies, that would raise personal savings from the current
level of about $90 billion to $160 billion. I think that would be
adequate.

Fundamentally, I agree with you, but I would prefer to move
- toward phasing out taxes on interest and dividend income or at
least treating it as we do capital gains with an exclusion.

Senator Packwoob. All I'm saying, Charlie, is I think if you
stopped inflation and lowered the interest rates, you'd get savings
back to 7% percent with no new incentive, and you would lose your
incentive to tilt toward equity formation.

Mr. WALKER. Well, let’s not call it an incentive. I do not think we
should tax income from capital. It is not part of income in the
classical economic sense, so I would move toward taxing dividend
and interest income at a lesser rate as you do capital gains on that
argument alone.

e}rllator Packwoop. Mr. Chairman, thank you. Thank you very
much.

The CHAIRMAN. Mr. Massa.

STATEMENT OF MR. CLIFF MASSA III, VICE PRESIDENT OF
TAXATION AND FISCAL POLICY FOR THE NATIONAL ASSOCI-
ATION OF MANUFACTURERS

Mr. Massa. Senator Packwood, I will just go ahead. My name is
Cliff Massa. I am the vice president of taxation and fiscal policy for
the NAM. The NAM supports the President’s across-the-board mar-
ginal rate reduction as a means of reducing taxation on all forms
of savings and investment, to reduce the attractiveness of the
artificial ventures that many potential investors go into to avoid
high marginal rates, to reduce the appeal of tax-free benefits as
compensation and of the underground economy, and finally to ad-
dress the rate of tax that is imposed on the millions of unincorpo-
rated businesses taxed under the individual rates as partners and
sole proprietors.
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I would like to focus most of my comments on the President’s
proposal for 10-5-3 which is no stranger to this committee and the
members of this committee who have supported it over a period of
years. Particularly, I will comment on observations made earlier
this morning by Professor Thurow and others who I think will
follow in testimony this afternoon—later this morning and this
afternoon.

We understand the two principal objectives of major changes in
_depreciation and in particular 10-5-3 to be as follows:

First, to eliminate useful life depreciation, simply to establish
one set of rules for all types of machinery and equipment which we
believe achieves neutrality.

Second, to create such a simplified system that all forms of
businesses, whether large or small, manufacturers or retailers, in-
corporated or unincorporated, are finally able to use the same
system and everyone’s benefit under that system will be provided
under a simple set of rules that eliminates Treasury’s administra-
tive power over depreciation.

One of the points made by Professor Thurow this morning, and
that has been made in other places, is a very strange emphasis on
the presumption that 10-5-3 is going to create wall-to-wall shop-
ping centers and office buildings in this country.

In fact, I suspect that if you haven’t already, you'll be visited by
many of the people who are responsible for developing just such
operations who are not pleased with 10-5-3. In fact, they view the
distinction that this committee introduced last year between
owner-occupied and leased buildings as being discriminatory
against that very type of structure.

I would encourage your attention to the fact that both the Presi-
dent’s proposal and what this committee drafted last year focus on
the owner-occupied structure that is an industrial or a distribution
facility which we think is perfectly appropriate and, if anything,
the impact of 10-5-3 is a disincentive to presumably tax motivated
investments in real estate.

With respect to the issue of neutrality, I recognize that neutral-
ity like beauty is very often in the eyes of the beholder. We may
have a few radical differences among those of us as to what consti-
tutes neutrality and depreciation, but let me set forth the point of
view that we hold, and it is on this point that we build our support
for 10-5-3 of the neutral system—that is a system that does not
force the taxpayer to look at the relative cost of investing in asset
A versus asset B because he has a different depreciation life.

One 5-year category for equipment says we want to reduce the
tax induced motivation to either invest or not invest in a particular
type of asset, making economic considerations to invest or not
invest, but don’t worry about the tax consequences of a particular
depreciable life.

Finally, one of the proposals that has generated a good deal of
interest is known as first-year capital recovery, which I think you
will probably be hearing more about early this afternoon.

We do not support the first year capital recovery proposal as
initiated by Professors Jorgenson and Auerbach of Harvard. We
feel it does not meet the objectives of 10-5-3 which is a simplifed
system that reduces Treasury’s ability to set administratively what
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goes on in depreciation, nor do we feel it is particularly simplified.
In fact, we're concerned that FYCR would turn out to be essential-
ly a system of a dog chasing its tail as used depreciation lives affect
used asset prices which affect depreciation lives. I'd be happy to
take a little more time later, Mr. Chairman, on particular ques-
tions.

Senator DANFORTH. Mr. Grace.

STATEMENT OF MR. J. PETER GRACE, CHAIRMAN, W. R. GRACE
& CO.

Mr. GrAck. Thank you, Senator.

I brought some charts and we had permission to present them.
May I say while they are being put in place that I am grateful for
the opportunity to speak on this subject.

The first chart, Senator, shows what happened——

Senator LoNG. Might I ask that those should be put where the
audience might be able to share them with us. How about over
there against the wall? There’s no one sitting there.

May I just suggest that whether we agree with the witness or not
we ought to try to see to it that his arguments are presented so
that everybody has a chance to see his charts. Also, we ought to try
to decide these things, not based on who is right, but based on what
is right. And if you're right, we want you to prove it; if you're not
right, we want you to have a chance to prove it anyway. Because if
you're not right, we would like to see that demonstration also.
[Laughter.]

Mr. GRAcCE. Thank you.

The first chart shows the case of 10-percent inflation and tax
bracket creep—a situation which makes it difficult for a family of
four to maintain 1972 real purchasing power. [Indicating.]

In 1980 a 1972 family that had earned $30,000 taxable income
required $63,600 to stay even. By 1986, if nothing is done about
inflation and tax bracket creep, that family will need $119,962 just
to be in the same position as it was in 1972 on $30,000.

The next chart shows [indicating] very quickly that in 1972 only
the $10,000 incomes were in the 50-percent bracket. By 1980 that
50-percent bracket had crept up to $40,000. And by 1986—if noth-
ing is done to change it—everybody except the $10,000 and $15,000
1972 taxable income groups will be in a 50-percent bracket.

The next chart addresses [indicating] itself to Kemp-Roth. Ac-
cording to our calculations, the income tax reduction over the
period [let us say] from the middle of 1981 through 1986 would be
$618 billion. But $475 billion of that, or 77 percent, would be offset
by tax bracket creep.

In other words, we see Kemp-Roth reduction as being only 23
percent of what it appears to be gross.

Next chart. This shows how we compared with other countries
which have no capital gains taxes [indicating] except in the United
Kingdom, and you can see that we are at the bottom of the average
investment as a percent of GNP—way below Japan. At the top, or
at the bottom, both in Government spending as a percent of GNP,
and in GNP growth, the United States is just ahead of England,
but behind everybody else. In productivity we are on the bottom.



37

And the next chart shows [indicating] that our share of world
output has declined by 30 percent over this period. And, in each
period, we've been declining steadily.

Japan’s share of world output is up 160 percent, while that of the
less-developed countries is up 10 percent, matching the figure for
France.

Next chart. This shows [indicating] taxes on investment. You
take $10,000 in dividends, $5,000 in interest, $35,000 for capital
gains and $50,000 in salary. That’s a $99,000 income.

In the United States, we have much higher taxes than does
France, West Germany, or Japan. We are at the top of the list or
at the bottom—depending on your point of view. We have the
lowest savings rate—6.3 percent against a double digit savings rate
for our competitors, and our productivity growth for 1973 through
1978 is at the absolute bottom of the list.

The next chart shows [indicating] the high cost of dying. In the
United States the cost of dying is 2.33 times greater than it is in
France, 4.67 times Germany’s, 6 times Italy’s, and 7 times Aus-
tria’s. It's actually amazing the financial difference between dying
in this country and elsewhere, and of course, that applies to gift
taxes. [Laughter.] I might say that the only thing certain is death
and taxes, but death doesn’t get worse every time Congress meets.
[Laughter.]

The next chart show [indicating] where a family of four’s income
has gone since 1971. You see the increase in taxes on income as
percent of spending. All of the other items—clothing, personal
care, et cetera have been reduced as a percent of spending. But
payments to the Government have gone up 45 percent.

The next chart [indicating] shows the cost of reducing the maxi-
mum income tax which is currently 70 percent. If you reduced it to
50 percent it would cost you $3.4 billion—only 6 percent of the
budget, and it would require only a 0.9-percent increase in econom-
ic activity to offset the reduction. If you reduce it all the way down
to 36 percent, it only costs $22.5 billion in revenue which is still
only 3.9 percent of the budget; you would need only a 6-percent
increase in economic activity to offset the reduction.

Now, the lost tax revenue from the ‘“underground economy” is
around $30 billion. That amounts to 8.8 times the revenue loss that
would result from reducing the maximum rate to 50 percent and
1.3 times the loss caused by reducing the maximum rate to 36
percent.

The next chart shows [indicating] a comparison of taxes under
the Reagan program. As you will see, it is progressive: Much of the
higher reductions come in the lower bracket while the lower reduc-
tions occur in the higher brackets. So, the newspaper reports that
label the reductions a gift to the rich at the expense of the poor are
wrong. Just the opposite is true.

Now, to measure the after-tax real returns on capital gains. In
the 1950’'s and the late 1960’s, they were about 11.3 and 11.0
percent per annum if you tripled your money back nominally
before tax in the average holding period of 7.2 years per the U.S.
Treasury. What you got after tax in the 1950’s and 1960’s was
about 11 percent per year.
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In 1980, with a 28-percent capital gains tax, if you tripled your
money back you were in the red by 0.3 percent per year. If there
were a reduction in the capital gains rate to 20 percent and we had
a 10-percent inflation rate, you would make 3.8 percent per year
after taxes on a nominal tripling of your money back. So, a 20-
percent capital gains will not do the job.

We need the capital gains cut because 81.5 percent of new jobs
are created by relatively small firms of 100 or fewer employees.
These small firms go to the capital markets to raise money.

The next chart shows [indicating] what happens when you raise
the capital gains tax. In 1969, you had 2.9 billion [in constant 1980
dollars] in funds raised in the form of equity capital by companies
with a net worth of under $5 million. This figure dropped by more
than 99 percent to practically nothing—$25 million in 1974 and
1975. But, when you lowered the capital gains rate from 49 percent
down to 28 percent we recovered to $821.5 million in 1980—an
increase of 3,300 percent. During the first quarter of 1981, there
were 59 new offerings—totaling $313 million—or more than the 5-
year total for 1974 through 1978.

I think the next chart is particularly interesting, Senators. It
shows the expanded income level from $0 to $14,999 [indicating).
50.9 percent of the total taxpayers are in this bracket, and they
earn 21.9 percent of the taxable income and pay 10.7 percent of the
taxes.

Going to the other extreme, now—the $100,000 and over group—
it comprises 0.9 percent of the taxpayers, 6.8 percent of the taxable
income, and 16 percent of the total taxes paid. Now, if you move to
the bracket preceding $15,000 to $49,999—you find 3.8 percent of
the taxpayers, 8.8 percent of the taxable income, and 13.3 percent
of the taxes paid. i

Now, when you subtotal those three you only have 55.6 percent
of the taxpayers, 37.5 percent of the income earned, and 40 percent
of the taxes paid. That leaves us with the $15,000 to $49,000 group.
That’s 44.4 percent of the taxpayers, 62.5 percent of the taxable
income, and 60 percent of the taxes.

And, of course, as you know Senators, total income taxes only
account for 42.1 percent of the budget. Other contributors are the
social security tax [28 percent], business taxes [11 percent], other
revenues {9 percent], and the deficit of 10 percent accounting for
the remainder of the total hundred percent.

One hidden factor in the economic picture is the “underground
economy’’ of $30 billion—that’s a conservative estimate—which ac-
counts for 5 percent of the budget. That amounts to 77 percent of
the taxes paid by the $10,000 and over income bracket group—115
percent of the taxes paid by the under $15,000 group which is 50.9
percent of all taxpayers.

The final chart [indicating] illustrates why we recommend cut-
ting the top personal tax rate to 36 percent. We feel what’s needed
is only a 6-percent increase in activity to offset the lost tax rev-
enues. All personal or corporate earnings should be adjusted for
inflation before taxes, and the capital gains tax should be
eliminated.

Senator, I thank you very much.
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Senator LoNG. That was like running an express train by a
picket fence and asking a passenger to tell you which picket was
broken. [Laughter.]

Senator DANFORTH. Senator Long, your turn is up. [Laughter.]

Senator LonG. Well, let me just ask about up-front capital recov-
ery. Mr. Jorgenson is scheduled to appear this afternoon. Last time
I heard him, he was so profound that I didn’t know what he was
talking about, but some people said that he had a good idea.

I discussed the idea of first-year recovery at a conference a week
or so ago, sponsored by Time magazine.

I didn’t know how to discuss it in Professor Jorgenson’s terms, so
all T could do was explain first-year recovery the way I would
understand it—that is, basically just to write it all off the first
year. It seemed to have a tremendous appeal to those businessmen
at that particular conference.

If you're going to give a fellow a better depreciation arrange-
ment, why not just let him write it all off the first year?

That idea had tremendous appeal. That’s something business
people can understand.

Now assuming that whatever you let him write off works out to
about the same cost as the 10-5-3 proposal, what's wrong with
doing it that way? It would be much simpler, wouldn’t it?

Mr. Massa. Well, Senator, if what you've described is what Pro-
fessor Jorgenson had described——

_ Senator Long. I don’t know what he described because I heard

him, and as I told you I couldn’t understand what he was talking
about—[laughter] because I'm not familiar with the kind of lan-
guage he uses.

Mr. MassAa. Senator, what you’ve outlined is a simple under-
standing that first year capital recovery, means write it all off or
“expensing.” I think if that were seriously put on the table, you
would get a lot of business groups coming up here and saying “let’s
talk about that. That's a good idea.” That’s not what the professor
is talking about.

He's talking about first year capital recovery, but at some per-
centage of a full writeoff. If you want to put full honest to goodness
expensing—write it all off in the first year—right out on the table,
we’d be very happy to talk to the committee about that.

Senator LonGg. That's what I would like to talk about.

If we are going to do something that’s going to cost a lot of
money in terms of revenue loss anyhow, rather than have a busi-
nessman keep all these records of when he bought the piece of
machinery and how much depreciation he still has left in it, and
all that kind of thing, assuming you have the same cost in any
event, I find tremendous appeal in just letting him write it all off
the first year. If he has anything left, let him save that for later,
carry it forward and write it off the next year.

Dollar for dollar, if you're thinking in terms of how much reve-
nue you have to work with—and as long as I’ve been on the
committee, in the end we had to think in those terms—it seems to
me that first-year cost recovery has a lot to recommend it.

Mr. Massa. Senator, I'd feel a lot more comfortable if you'd go
with expensing rather than first-year cost recovery, because the
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latter is what Professor Jorgenson is talking about. We would like
very much to pursue expensing with the committee.

Two years ago, when the 10-5-3 effort started, if anyone serious-
ly told us that the Finance Committee might really want to talk
about expensing, we wouldn't have believed it. But, if that's a
serious option, I think it is one that needs to be pursued. The only
question I would raise is in terms of your revenue effects. You
might have to look at putting the system in over 2 or 3 years, but I
think that’s a mechanical problem. I think the theory is right.

Senator LoNG. Let’s talk about up-front expensing, now. The
thing I like about it is this: You buy the piece of equipment and
you just take the full deduction right then and there. That's all
there is to it. You don’t have to have the books to keep up, you
don’t have to maintain a record for years saying when you bought
it. You don’t have to show that this piece of equipment has 80
percent of the cost left in it and this piece of equipment has 60
percent and so forth.

I wish with the technical competence that you witnesses have,
you would favor us with your thoughts about what we might be
able to do along that line. What bothers me about this pellmell
rush is that it all proceeds upon the assumption that we have all
decided what we want to do.

I haven’t decided how I want to vote. The bill we're talking about
is not the same bill we voted on in the committee last year. May I
say that sometimes a pellmell rush to get something done wastes a
lot of time.

What we really want is to try to do the best thing for the
country. I know I do. And, as far as I'm concerned, while I have
been chairman of this committee, my impression is that all we
wanted to do was just to think in terms of what would be best for
the country. We will take in your advice.

Mr. MassAa. To the extent that we can bring our technical confi-
dence to bear, we'd be glad to talk with you, your staff members,
anybody on what it takes to get full expensing in. I think that’s a
very good idea. .

Senator LoNG. Do you agree with that, Mr. Walker?

Mr. WALKER. I agree with it. You will hear testimony this after-
noon from David Raboy to the effect that 10-5-3, under reasonabie
assumptions regarding inflation, comes very close to expensing.
The 10-5-3 proposal does so in an evolutionary way instead of a
revolutionary way. It includes the investment credit. I think when.
you look at expensing and compare it to 10-5-3, you will find that
10-5-3 is very close to expensing.

The CHAIRMAN. Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman. As I—England permits
expensing; does it not.

Mr. Massa. England has some limited expensing; I think it’s only
in industrial activities, but they have had expensing for a few
years.

Senator BYRD. They are permitted to expense a factory for exam-
ple. I think that’s going too far.

Let me ask you this about 10-5-3 versus 10-7-4-2. What is your
panel gears to which of those two methods should be used.
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Mr. WaLKER. I favor 10-5-3, sir. I think 2-4-7-10 as developed by
Senator Bentsen and endorsed by this committee, is a very strong
step in that direction. The basic criticism I would have of 2-4-7-10
is that this proposal retains ‘‘useful life” for depreciable assets.
Eliminating “useful life” is critical, especially for smaller firms, for
two reasons.

One, small business wants an uncomplicated system. They would
like to see one basic write-off period for equipment, the 5-year
category under 10-5-3.

Second, with all due respect to my former employer, I would like
to reduce the power of the Treasury Department to decide how
long these writeoff periods, or class lives, should be. I think Con-
gress should decide that. As long as you have numerous class lives,
and Treasury has the power to establish them, you will have argu-
ments between the taxpayer and the Treasury.

The 10-5-3 proposal gets around that very simply by establishing
only three asset classes. But 2-4-7-10 is quite a very constructive
proposal and much better than current law.

Senator Byrp. Then all three of you support the 10-5-3?

Mr. Massa. We do, Senator.

Mr. WALKER. Yes, Senator Byrd. Or Senator Bentsen’s alterna-
tive, I think they’'re both great moves.

Senator Byrb. I could support either one. Let me ask this ques-
tioq): Do you consider the President’s tax program to be inflation-
ary?

Mr. Massa. I do not.

Mr. WALKER. I do not.

Mr. GrACcE. No, sir, not when combined with the budget cuts and
proper monetary measures, no; 1 do not. As I showed, Senator, the
net tax cut is only 23 percent of the program—after the bracket
creep.

Senator Byrp. If the President’s program were to be compro-
mised, or must be compromised in order to get something along
ghat line or through, do either of you have a suggested way that we

est go.

Mr. WaALKER. Senator, in my colloquy with Senator Packwood, I
talked about the possibility of a 7Y%2-7Y%-7Y-percent cut for individ-
uals. And I {irst suggested that before this committee last summer.

I have two basic reasons for that. I would like to see at least a
20-percent cut over the next 3 years in marginal income tax rates.

I think we need the cut for social and political reasons as much
as economic reasons. Even the middle class is beginning to look for
tax avoidance, tax shelters, the underground economy, and so on.

So I would like to retain at least 20 to 25 percent of the marginal
rate cut. And I think such a cut will be a very big boon to savings,
as | mentioned earlier, because the middle class, which will benefit
from this cut, includes the thrifty people who save. They need a
chance to save it again.

Then I would feel that the 2% points between the 10-point cut
proposed by the President and the 7' cut if you decide to go in
that direction, could be used for savings incentives. If you cut the
top rate from 70 to 50 percent immediately, I think you'll get
revenue back, and practically all that is going to be saved or,
conversely, not spent on consumption.
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I would increase the capital gains exclusion from 60 to 75 per-
cent, as Senator Wallop has proposed in his bill, or at least to 70
percent and that again will increase savings. And I would try to
develop a savings device for the middle-income taxpayer per se,
and I think the simplest, most neutral, easiest to understand, is to
phase-in over a 5-year period an exclusion for interest and dividend
income, equivalent to the amount excluded for capital gains with a
minimum of $200 or $400. These proposals would create a balanced
program to promote individual savings. '

Senator Byrp. I assume that all of you feel it’s important to get
the top marginal rate for investment income down to the 50-per-
cent range, although, Mr. Grace, you advocate going down to 36
percent.

Mr. Grace. Well, it wouldn’t cost very much to reduce it to 36
percent; it would only require a 6-percent increase in activity, and
I just illustrated that to show that’s how we can get rid of the
underground economy.

Senator Byrp. My time has expired. I have a couple more ques-
tions which I will reserve at a later time.

Senator Baucus. Thank you, Mr. Chairman.

I don't know who to ask this question. I guess probably you, Mr.
Walker, since you were the leadoff witness of the panel.

I understand—Senator Long and others had some interest in the
Jorgenson-Auerbach approach. I also understand that there was
some disagreement of the panel with that approach. I'm curious as
to what the disagreement really is. Is it because it doesn’t go far
enough in encouraging capital investment, or is there some other
reason?

Before you answer that, I would like you to consider in your
observations whether the 10-5-3 does in fact subsidize capital in-
vestment? There are many analysts who say that business would
get back roughly $1.06 for every dollar invested, since after tax
interest rates are 17 percent or lower and provide a big boost, big
subsidy for business. I asked Secretary Regan the same question.
That 1s, I asked him if the administration wanted to subsidize
capital investment. I think his answer was no. His answer further
was that 10-5-3 does in fact subsidize investments, give back more
than invested. The administration’s position then was to back off of
10-5-3, an indication that they don’t want subsidize investment.
So, the basic question is, What is your reaction to the Jorgenson
and Auerbach approach?

Mr. WaALKER. To save time I refer you to pages 13 to 18 of my
written statement and will just highlight some of the points there.

The first point notes how complicated the Jorgenson-Auerbach
system is to construct. It looks easy to compute. You just write off
so much according to the table. But the complication of putting it
together almost boggles the mind, which leads to a second problem
noted on page 15 of my prepared statement.

You take the case of a farmer who purchases for his business
some furniture, a tractor, a truck, and an auto. Now, each of these
different assets have a different class life and that's a disadvan-
tage——

enator Byrp. Move back—what about the Shannon approach
which reduces the classes to only four categories?
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Mr. WALKER. It's the same. It reduces the degree of the problem,
but it doesn’t eliminate the problem because you would still have
an argument about what is a proper class life.

So, from 35 to 4 class lives is a step in the right direction, but
doesn’t go far enough. The proposal does not allow immediate
expensing. You've got to take the present value the cost of the
asset. In the case of the farmer in my example who buys some.
furniture for his farm for businesses purposes, he would be told
that he can write off 64% percent of that investment. In the case of
his tractor, he can write off 72 percent. ‘

Senator Baucus. Excuse me, Mr. Walker. We don’t have a lot of
time, so I would like to interrupt and ask a couple of questions
here. The question is, Is my understanding correct that that ap-
proach has certain complexities because it assumes an effective tax
rate of approximately what the effective tax rate of the President’s
capital investment depreciation system is?

Mr. WALKER. No; that’s not the fundamental problem.

Senator Baucus. Well, but because of that, he has to set up all
these categories and so forth. I'm wondering though, what if you go
to first year——

Mr. WALKER. Expensing.

Senator Baucus. Expensing.

Mr. WALKER. Oh, we would be delighted to talk about that. And,
we think 10-5-3 is an approximation of that.

Senator Baucus. But, do you agree that 10-5-3 is more than an

approximation?
" Mr. WaALKER. No; it depends entirely on your assumptions re-
garding inflation rates and the discount rate you use.

Senator Baucus. Do you think that the effective tax rate in a 10-
5-3 is not negative.

Mr. WALKER. No; I do not agree——

Senator Baucus. Not in the 5 or 3 categories it is not negative
either; is that your view?

Mr. WALKER. I do not agree. It certainly is not in the 10-year
category and in the 5-year category it depends entirely upon the
discount rate that you assume. For Jorgenson’s purposes, you've
got to convert all of that stream into present value and you've got
to have a discount rate for that. What discount rate does he
assume? He takes a range of yields on U.S. Government securities.
Those are the most risk-free assets we have. If you do as Dr. Raboy
has done, and use a proper discount rate, the calculations will show
that the 5-year category is approximately equal to expensing.

Senator Baucus. Now what about the 3-year category.

Mr. WALKER. The 3-year category turns out about the same,
because the 5-year category used a 10-percent investment credit
and the 3-year category uses a 6-percent credit.

Senator Baucus. The only point I want to make is that depend-
ing upon one’s assumptions a discount rate is possible that the 3-
and the 5-year category effective rate would be negative, would be
an investment, be a subsidy under the 3 and the 5 and the 10-5-3.

Mr. WALKER. It's possible, but that's true of any approach. It's
not peculiar to 10-5-3.

Senator Baucus. Thank you, my time is up. Thank you.

The CHAIRMAN. Senator Bentsen.

84-226 0—81——1
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Senator BENTSEN. Thank you, Mr. Chairman.

I can’t help but think about the fact that Professor Long let me -
form the Capital Formation Subcommittee back in 1973 on this
committee. ] remember some of the wags asked me if it had some-
thing to do with the Architect of the Capitol. [Laughter.]

Now, people are concerned about it and I'm delighted some of my
thinking is finally in vogue.

I think Cliff Massa made a good point that one of the problems
of the Dr. Jorgenson approach is that you've got an arbitrary
assumption made by the Secretary of Treasury each year on what
the discount rates going to be. And, you have a variable there that
would give me some concern.

Dr. Thurow says that it takes a long time to increase productiv-
ity. That's right. We didn’t get into this over night and we won’t
get out of it over night. But a l-percent increase in productivity
has an incredible payoff.

Go back to 19th Century and see what the productivity rate of
England was against the Continent. It was only about as I recall
about a point and a half difference and led to a very major change
in who had the industrial base and who won competition.

But, I am deeply concerned about the interest in savings in this
country. I'm talking about dollar savings and savings accounts, any
kind of management institutions that will handle it. I believe that
you're going to have to have some kind of incentive. That’s why I
think that you're going to have to take this 10-10-10 and modify it.

You have got to take care of some of this bracket creep Mr.
Grace is talking about. But it ought to be somewhere between five
and seven and a half it seems to me a year, then you ought to take
the rest of that to try to have an encouragerment for savings.

I think the administration has won the hearts of Wall Street, but
they sure haven’t won their minds. And all you have to do is look
at the long-term money market and the chaos in the bond market
to understand that.

If you we can reverse the inflow of savings, create the inflow of
savings, plus cutting back on Government expenditures, we would
restore that faith in long-term bonds in this country that we des-
perately need.

So, I think that we have to have that kind of a moderation.

I must say that on the 10-5-3, I do get concerned about office
buildings. I go to Houston and I see an incredible outflow of capital
going into office buildings. I can’t recognize the town from time to
time almost. I see it here in Washington. I don’t see the further
incentives needed there. I can sure understand it for plants. I think
that’s critical, we have to have it.

But, I would like to see some modifications where we don’t have
that much of an incentive left in the office buildings, and I know
that violates what you gentlemen are proposing.

Other than the coalition, you have to hold together. Can you give
me some good arguments why that has to be.

Mr. Massa. Senator, if I could respond on that point, the basic
coalition really doesn’t give a hoot about increased construction of
office buildings or shopping centers. In fact, both the administra-
tion’s bill and this committee’s version last year would specifically
exclude office buildings from the most favorable category. In the
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administration’s, it’'s 10 years. In your bill last year it was 15,
because office buildings do not meet the definitions of being indus-
trial or commercial. We think that was by design. Many of the
groups that represent the builders and developers of such buildings
are not happy with our lack of support for treating all buildings
the same way. But, we certainly are not in favor of revising either
the Finance Committee’s bill of 15 and 20 years or the administra-
tion’s 10 and 15 distinctions to include office buildings.

We think the owner occupied definition for an industrial struc-
ture, retail and distribution sector structures is fine. The creation
of new incentives for the building of office buildings, leased build-
ings of that sort is not needed. If they can work their way into the
bill, that’s fine, but that is not what the basic coalition supporting
10-5-3 favors.

We would agree that that type of investment doesn’t need addi-
tional stimulus, at least that's not what we're looking for.

Mr. GrACE. It's all done on borrowed money, anyway, Senator. 1
mean these office buildings are all built on borrowed money.
There’s no equity money.

Senator BENTSEN. Mr. Grace, 1 sure understand that. I have
operated on OPM all my life. [Laughter.]

Other people’s money.

The CHAIRMAN. Senator Chafee. :

Senator CHAFEE. Thank you, Mr. Chairman. Mr. Grace you are
somebody who has had vast experience from doing what we're
trying to encourage around here. And, first, I want to say about
your charts, I thought they were interesting. I must say I'll have to
digest them a little later. You went a little fast.

Mr. GrACE. Thank you, Senator. That was the time limit, and
I'm sorry.

Senator CHAFEE. You set a cross record, I think here. [Laughter.]

And, I think it’s very important you pointed out this under-
grmlmd economy which has been overlooked here, I think a great

eal.

But, now -let me ask you a question. I'd like to stick to the
business deductions, now, business cuts. What do you say about the
10-5-3 depreciation schedule. Mr. Thurow indicated that one of the
real problems with the 10-5-3 is that with the electronics type of
equipment you're going to move up actually to the 5-year depreci-
ation, as opposed to the 2 or whatever it might be now. What do
you say to that?

Mr. GrRACE. Senator, I'm much more interested in the tax cuts
directed toward the families of America, which as I showed——

Senator CHAFEE. I appreciate that, but now——

. Mr. GRrACE. As far as I'm concerned regarding 10-5-3 or Senator
Bentsen’s alternative, I think the most important thing is to get
the individual cuts and after that obviously it has an important
bearing on inflation, but if you get inflation down, depreciation is
going to become more adequate.

Senator CHAFEE. The reason I think you're a unique witness
here, is that you're a practitioner of everything that all the econo-
mists around here are giving us advice on how to make you more
effective. So, we would like to hear it from the horse’s mouth,
that’s somebody who is in the marketplace, as it were, whose going



46

to be the beneficiary or whose going to have the stimulus from
these various programs. So, are you saying that as a businessman,
you're more concerned with the individual cuts than you are with
the business side of it.

Mr. GRrACE. Yes, sir, Senator. Last year we appropriated $1.4
billion in capital in our company and it has nothing to do with
lowering our years of life or anything else. The depreciation sched-
ules are OK for us to expand. We are expanding at the rate of $700
or $800 million a year in capital expenditures and appropriated
$1.4 billion last year.

Now, I'm not down here to be against them, and I'm not here to
argue for the 10-5-3 or anything else. I came down instead to talk
about what’s happening to the American family.

Senator CHAFEE. Mr. Walker is straining to get a word in. Go
ahead. [Laughter.]

But, it’s got to be very few words.

Mr. WALKER. I'm not a large businessman, I'm a small business-
man, but I am a rapid mathematician to a certain extent. I asked
the electronics industry to tell me how they’re worse off, even if
you have to move to 5 years where you will get a full investment
credit of 10 percent as opposed to where they are at 3 years with
only a partial investment credit. None has shown me the arithme-
tic as to why that would not help them.

Senator CHAFEE. Now, the thing that bothers me here, and these
remarks should probably be directed to Mr. Massa who’s a support-
er of the 10-5-3. Last year as has been pointed out, we went
through this. We found that the 10 is very, very expensive, and so
as you know we moved on up to the 15- year owner-occupied and
nonowner-occupied, I think, was it 20 we did—I think so.

Now, what I really think is that the money should be directed in
is the machinery and equipment. And I'm not so concerned about
the buildings side of it. What do you say to that.

Mr. Massa. Well, there’s no denying Senator, that manufacturers
place more importance on machinery and equipment because that’s
where the bulk of capital investment is being made. But the fact of
the matter is that those machines and pieces of equipment have to
go into a building. As technological processes change, buildings
have to be modified, and as energy gets more expensive, more
energy efficient processes and energy efficient buildings have to be
constructed, and particularly with respect to the electronics indus-
tries as we understand it, which are growing rapidly both around
route 128 in the Silicon Valley and other——

hSenator CHAFEE. Well, we've only got so much money invested in
that.

Mr. Massa. That certainly is a decision the committee in the
Congress will have to reach. How much you're going to put into it.

We feel that the failure to make a radical change in the depreci-
ation of buildings will leave this bill incomplete and inadequate.
We do need a basic fundamental change and a speed up in the
depreciation of productive buildings. '

Senator CHAFEE. Thank you, Mr. Chairman. Who is the chair-
man around here.

Senator DUBENBERGER. Senator Danforth.



47

Senator DANFORTH. Dr. Walker, I guess you have been, I guess,
the country’s leading advocate for a refundable investment tax
credit. Have you abandoned that idea for that tax bill?

Mr. WALKER. Personally, I have not. I'm testifying today for the
American Council for Capital Formation and as is the case with
most groups, it is split. The haves are against it and the have-nots
are for it. I defer to Senator Long as the leading advocate of
refundability in the days gone by. I would like to see this legisla-
tion personally do something more than what would be done by 10-
5-3 in the short run, for the auto industry, the steel industry, the
railroad industry, the airline industry, the paper industry, and the
mining industry.

Senator DANFORTH. Isn’t it fair to say that for those industries,
the legislation that has been proposed or discussed thus far would
do virtually nothing.

Mr. WALKER. Currently, while their profits are marginal or non-
existent because they don’t have the profits to take the accelerated
depreciation. In fact, the automobile—each of those industries has
around $700 or $800 million already earned but not in utilized
investment tax credit. So, in the short run that is correct.

Senator DANFORTH. Take the automobile industry, to the extent
that we shorten useful lives for depreciation purposes, the effect of
that in this country would be to help General Motors and not Ford
and Chrysler. Is that right?

Mr. WaLKER. That is correct to the extent that those companies
cannot rely on the leverage leasing approach as the railroads and
airlines can to some extent. It is the case that when a profitable
company buys a piece of equipment it costs 90 cents and when an
unprofitable or marginally profitable motor company, like Ford or
Chrysler, buys it costs 100 cents. So you've got an anomaly there.

Senator DANFORTH. Do you think that should be a priority item,
or maybe its a conflict for you to be testifying on this, I don’t know.
I'll just leave it with you, but I know that you've taken such an
interest in it in the past, I wonder if we should have something in
a bill that goes to refundable tax credit, as opposed to accelerated
depreciation.

Mr. WaLker. I'm a supporter of the administration’s two-bill
approach and certainly the issue ought to be taken care of as early
as the second bill. However, the chairman of the House Ways and
Means Committee noted in a speech in Chicago a few weeks ago,
that he very much wanted to do something akout those particular
industries, and he singled out autos and steel. He stated that one
solution might be through a longer carryback period, or something
else what may be short of refundability. I think this issue will be
discussed at least in the markup of the Ways and Means Commit-
tee, because some very important sectors of the American economy
are affected.

Senator DaNFORTH. Do you have cost figures for various refunda-
ble tax credits or carryback features?

Mr. WaLKER. Cost figures for the carryback are very easy to get.
The carryback would be very beneficial to several companies, espe-
cially some of the auto companies. It depends on when you fell into
your hard times. And, if you fell in relatively recently and got a 10-
year carryback instead of a 7 year, you could do a s-eat deal.
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Others such as airlines, and some railroads, would have to go
back much, much further. As to the cost, it would depend on how
you construct the bill. If you took it as a phasein and confined it to
the basic industries, it could be brought in at a relatively small
figure.

Senator DaNFoORTH. What kind of figure are you talking about?

Mr. WaLkeRr. Current refundability, which when Senator Long
introduced his bill, I believe, a couple of years ago, was around $3
to $4 billion a year, so a 5-year phasein would cost roughly $600 or
$700 million. The big problem is what to do with the already
accumulated credits, which amount to around $3'% billion in the
industries I noted and $12 billion in general. So, you would have to
figure some sort of phasein for that also.

Senator DANFORTH. Let me put the question differently. I assume
that there are any number of ways to structure it.

Mr. WALKER. Yes.

Senator DANFORTH. The question is what you want to accomplish
and that in turn is the question we're trying to balance on one
hand, what’s necessary to assist the industries in question, and on
the other hand, the revenue loss that’s incurred by the assistance.
So, the question that I want to put to you is, If we wanted to do
some good with this bill, if we wanted to provide some help, for the
basic industries at least, what kind of revenue loss would be re-
quired, say, over the next 3 years.

Mr. WALKER. Well, you're talking about a universe of unused
accumulated credits of about 3% billion. And, it’'s awfully impor-
tant to some of the auto companies and steel companies to pick up
at least a portion of those unused credits. If you phased in that
$3% billion over a 3-year period, it would be roughly a billion and
a quarter a year. And then if you phased in current refundability, -
currently generated credit, over say, 5 years, and if it was the $4
billion base which Senator Long is talking about, the cost is about
$800 million a year, so that the retail would be around $1 to $1.3
billion for this sort of approach.

But, let me add very strongly that if Congress sticks with the
administration’s two bill approach which I advocate, these sorts of
things should be considered in the second bill.

Senator LoNG. Could I just comment on that? If we’re fair with
ourselves, we’ll recognize that the investment tax credit is a subsi-
dy, a subsidy to encourage the buying of equipment.

It makes very little sense to provide this subsidy to everybody
except those who need it the most, those who are having a difficult
time making it.

Why should Chrysler, for example, be left out?

You have some railroad that’s trying hard to get its nose above
the water, or get a gasp of breath—why should it be left out? Or an
airline is having a hard time making it—why should it be left out?

It just doesn’t make any sense and if the people who are involved
would be willing to work at it—get off the seat of their pants and
come up here and do some of their own lobbying to back Mr.
Charls Walker up and give some others who would see their point
a little help, they could prevail. I regret to say that it is costing
them a fortune to sit there on their rear end.
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Senator DURENBERGER. Thank you very much, gentlemen. Thank
you for that endorsement of my legislation. [Laughter.]

Senator Bradley.

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

Mr. Walker, 1 was curious about your reaction to the second
witness today, Dr. Thurow. When we had a discussion earlier about
savings, he said there was very little evidence to indicate that the
marginal savings rate among income classes differed significantly,
and then you asserted that clearly high-income groups save more.

I wondered for my own benefit if you could back that assertion
up with some analysis, say, on savings rate among income classes
frOIél 1960 to 1980. What is the evidence for the assertion, that you
made.

Mr. WALKER. The only evidence that I've seen and which I will
submit for the record if you like, was published by Dr. Michael
Evans, of Evans Economics, Inc. It appeared in the Wall Street
Journal about 2 months ago. Dr. Evans argued that there was a
very big difference in the savings rates among income groups. The
fundamental case I am making is based upon commonsense, in
looking at how people behave and what they do. I know that
personally if you cut my taxes by 30 percent over the several years,
I'm going to save every bit of it.

In lower income groups, on average, people may save none of the
cut but I think savings will be spread on where your rates hit.

Senator BRADLEY. So you're saying there is really is no empirical
evidence. You're making a judgment on human psychology.

Mr. WALKER. No; I think there is empirical evidence. I will
submit Dr. Evans article for the record.

[The material was subsequently submitted:]
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“™e atest ploy of the old guard hberals
| #*0 cppuse the 0% across-the-board re-
| duction in persoaal income tax rates Is to
argie that it wall result in decreased tolal
savag, (hereby lowering iavestment, re-
ducng productvity, raising inflation and

gererally harming the economy.

Supply-side eccnomists may de permit-
ted a wry smile at this turn of eveats. For
yers Keyi.esian economists have urgued
that fiscal policy should roncentrate on
rasing coasumption as the way to impreve
ecoromic performance and reach e
promised land of full employment. Tax
cuts that merely went ino saving were
“wasted.” Now these same economists are
mounting a rearguard aftack by claiming
that broad-based personal [2come tax cuts
are counterproductive because they do rot
gerarate enough saving, Thus, it s
claimed, the scope and size of personal ln-
corre tax cuts should be restncted until the
govenment deficit has beea diminished
and those elusive spending cuts have been
passed by Congress,

Yet all the empirical evidence of the
past 20 years suggests that this 30% tax
cut wl indeed raise towal saving. The in-
crease {n personal saving, plus the rise in
sa.ing generated by a ‘aster-growing ecca-
omy, will be greater thaa te initial 12
crezse in the government deficit caused by
the tax cut. .

This conclusion is based on three princt-
pal s'rands of evidence:

Fisst, during the first year of any given
change In tax rates, individuals are likely
to save mast of e difference. To 1964, for
eample, an astounding 58% A the adds-
genal income generated from the tax cut
went .nto saving.

S<cond, the people recelving the bulk of
the tax cut are thase with {ncomes above
the averaze, and they are likely to save
twice as much as the economy-wide aver-
age. This statistic is based -3 the Trea-
sury's own astimate of who will receive the
! tax cut. The estimates of e long-term

margmal ropersity to save (MPS) for

varicus levels of income are based on pre-
vious surveys, and also Incorporate recent
figures which bave been compiled by WiI-
bam J. Fizgerald Tne. of Bethesda, Md.
The Fitzgera!d figures are dased on its
regular monttly surveys of 10,000 famulies.

Itis clearly indicated in the accompany-
ing table that more than 100% of total per

The Source of Personal Saving inthe U.S. -

with a relatively small dow\i payment. [n

and saving, we have also used Fitzgerald's

eitha; case, the pattern of dissaving {n 1950
am:-g persons with below-average ia-
cor-2s is well estadlishad by the figures.
§x:Jents of Lie permanent income hy-
polests, which s:ates that consumers dase
their spending devislons on what is per

_ ceived to be their long-term or permanent

It is clear that more than 1C) percert of total per-
sonal saving in the United Statcs is done by those with
incomes of over $25,000 peryecr.

sonal saving in the U.S. ‘s done by those
w1k (ncomes of over 525,000 per year. The
regative saving figures could refer either
0 (e fact that some consumers dipped
fnto teir previous stock of assets to f-
nance current consumption, that they bor~
rowed against hopes of a detter day. or
that hey purchased a consumer durable

level o! income, bave often pofoted out that
averzje saving rates calculated by income
classes may de diased dacause higher in-
corre ;lasses inclide windfall gains, while
fower ‘ncome classes reflect some with
tem;x:"ary loss of izcome.

To sae if these anomalles account for
the > of the correlation between income

Savirgs By Income and Education
(In millions of dolfars; t¢'al U.S. population)

Net Savings by Family Income

Unieyr $15000 52500
o $15020 525000 3.
Oct 1930 4271 -264.9 382 6538
Jul 1630 2571 -504.4 198 2215
Jun 1950 713.7 -2226 1884 7479
Mar. 1930 501.2 -187.6 3204 3684
Dec 1979 -56.5 -294.1 -2559 4933
Net Savings By Education (Of Head of Household)
Ated Gad  Aled Gt AMed M Muiw
Ted Gt G Hgp - .° Colege l:tze  Dxirs
OcL1960 4211 -01 686 331 -12:2 2265 ‘105 1789
Jut 1960 -B5T1 87 658 1042 S:2 726 396  -G87
Jun 1980 TI37 -398 157 525 2:3)  -546 43 &)
Mar.1980 5012 76 -660 652 13 2342 202 a7
Dec 1979 565 360 -306 -1389 -3 311 236 %3

Sc.ce V2 Trrgeaid Ing 1531

bulations for saving by amount of educa-
tion, which Is a strong proxy for perma-
nent income. There we fnd that for the
five receot periods shown in the table,

Our third pliece of evidence suggests
that in addiion to the increase due to
higher income, saving will also rise
cause of the increase in the after-tax
of return on saving which will arise
lower tax rates paid by those who save.
The data given la the table can de t
formed to show that the margtnal tax ra
for savers will decline from 45% (o 32%.
This froplies Ja increase is the after-fax
rate of retarm of 1.6%, assuming a current
interest rate of about 12%.

Thus, of Oe total 5120 billios In tax re-

across-the-board cut in personal Income
tax rates, about $i8 billion would be saved
because of higher incomes and another X2
billion would be saved because of an in-
crease in the after-tax rate of retun. As 3
rest, 2pproximately 60% of an across-the
board raduction in personal income tax
rates would be saved.

Personal income lax cuts by themselves
still cannot sofve all the economic evils of
the world. In particular, unless accompa-
wied by continuing pressure to reduce the
size of the public sector and a dalanced
monetary policy, they will have ooly a
modest eXect in reducing the overall rale
of inflation-which is one of the major ben-
efits that would be rezped by those cea-
sumers with incomes of less than $25.000.
Yet to defeat this tax cut on the grousd
that it will diminish total saving flies in the
face of the accumulated evidence of what
makes the consumer sae.

2k

Mr. Eians is presiient of Evans Eco-
nomics Irc.
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Senator BRADLEY. Also, last week you had testimony from Mer-
rill Lynch Economics which went into great detail on the adminis-
tration’s tax cut proposal. '

Mr. WALKER. Yes; but this is one of the fundamental questions. I
mean if higher income individuals save more, that argues for one
kind of approach. If everybody saves the same, that argues for
another kind of approach. I'll have to look at the evidence in order
to be convinced that indeed you have a higher marginal as opposed
to higher average savings rate among upper income individuals.

I’ll pull that together and submit it.

Mr. GRACE. Senator, one of the things that may prevent the
upper income people from saving more has been the fact that after
tax returns—after capital gains taxes—on risky investment have
been very low. They were in the red last year as my charts show
and even if you cut the capital gains rate to 20 percent, it will only
be 3.8 percent a year versus 11 in the 1950’s and 1960’s.

And, I think if you want to have a high savings rate in the upper
income brackets since they think in terms of risk capital, then we
have to do something about the capital gains tax.

Senator BRADLEY. I am all for reducing the capital gains. So, let’s
not argue that point, but it’s just the backup analysis, because one
of the things that troubles me is that you talk about bracket creep
and social security and that affects one income class much more
than another income class.

Then the question is who do you give the tax cut to. And who
benefits the most from that tax cut. And, that goes directly to your
assumption about what income class saves the most. So what I'm
curious about is if the upper income groups save more does this
justify skewing your tax cut toward these groups. Is that correct?

Mr. WALKER. In terms of the economic impact, yes. And in that
testimony last week from Merrill Lynch on page 3, they say there’s
ample evidence that savings propensities increase significantly
from lower to higher income brackets, which supports the Reagan
tax cut approach.

A 1971 study estimated short- and long-run marginal savings
propensities by income bracket based on a BLS survey. The Merrill
Lynch statement details these findings on the testimony last week.
And I will see if there is other evidence to that effect.

Senator BRADLEY. Let me ask you if you were going to cut the
corporate rate as Professor Thurow suggested, instead of reducing
depreciation, what would the amount of money that it’s going to
cost to implement 10-5-3 or some other kind of program, allow you
to cut the two corporate rate to.

Mr. Massa. You could cut it, I think, Senator, by the time 10-5-3
is fully phased in, you could cut it some 20 to 25 percentage points
off the top.

Senator BRADLEY. From 46 to 25.

Mr. Massa. At current rates. Now, I think you would have a
lesser cut 4 or 5 years out. I think the latest figures I've seen from
the Joint Committee on Taxation’s staff suggests that per point the
corporate income tax will be raising about $3 billion a point in the
next 3 or 4 years.

If that is correct, then the equivalent dollar—the equivalent
percentage points would be less than——
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Senator BRADLEY. $3 billion a point.

Mr. Massa. I think.

Senator BRADLEY. And what is your estimate of 10-5-3 revenue
loss by 1985, 86.

Mr. Massa. I believe that the revenue estimates are about $50 to
$55 billion on a calendar year basis, I believe.

Mr. WALKER. Let me make two important points there. When
Senator Bentsen started exploring depreciation reform in 1978, as a
substitute for reducing the corporate tax, he made the point, that
when you increase depreciation write-offs you get the biggest bang
for the buck, in terms of investment and productivity, because you
don't get the tax cut unless you buy the machinery and equipment.
Second, the extent of the revenue loss in a sense, shows that you're
getting a lot more investment. The larger the revenue loss, the
greater the investment in productive plant and equipment. That’s
the bang for the buck.

I do agree with Professor Thurow on this. He said he would like
to see our investment rate rise to 13 percent of gross national
product. The rate had been around 10 or 11 percent. I think we
need a higher rate badly now. How much investment? I kind of
agree with what Mark Twain said about good bourbon whiskey.
Too much is barely enough.

Right now, “too much” investment is not “too much,” given our
productivity growth rates.

Senator BRADLEY. Do you also agree with Professor Thurow that
if you have increased levels of investment without dramatically
increased savings rate, that it's a recipe for much higher interest
rates.

Mr. WALKER. Yes, that is true. That is why I agreed with Senator
Packwood that you need a balance. If you're going to have a big
increase in business investment stimulated by 10-5-3, you need a
big increase in individual savings to help finance that investment.
But I think an 8-percent savings rate would do it. We don’t need
the 20 percent they have in Japan.

Senator BRADLEY. Let me ask you, what is the rate of inflation or
what is the discount rate that you would need to assume so that
10-5-3 doesn’t result in a negative effective tax rate on certain
classes of depreciable assets?

Mr. WALKER. A very sophisticated study to that effect has been
done by Dr. Raboy who will be testifying this afternoon, and his
basic inflation estimates are, I think, along the lines of—and you
don’t just take an inflation rate, you have to figure how much of a
return on the assets gou will get——

Senator BRADLEY. Say the average return is 6 percent.

Mr. WALKER. The average return is 6 percent, and then if you
take an expected 10-percent-inflation rate, you would have a
16-percent discount rate. He has constructed various alternatives
that show how this would turn out. And, he says for 10-5-3 in the
5-year category, it approximates expensing.

. Senator BRADLEY. What is the——

Senator DURENBERGER. Bill, I think that does mean your time is
up. I know your all—Charlie’s on his third cigar, so I know this
panel’s been here a long time. [Laughter.]
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I want to apologize for not being here when the railroad train
went by the picket fence, but with another hat on, I'm chairman of
the Subcommittee on Intergovernmental Relatlons, and I'd like to
ask a questlon that puts a somewhat different light on all this
testimony we've been hearing this week and we'll be hearing in the
next couple of weeks.

Charlie and CIliff, you sell your device in my State, and Mr.
Grace has to put his feet to the earnings fire in my State, and 1
think you've got 10 or 12 small business enterprises in that State,
and I'm going to preface my question by telling you a little bit
about 1 of the 50 States in this country.

We have a biennial budget in our State of about $8Y% billion.
Like many States our budget functions are simply financing local
government functions directly as in education aid or indirectly
through shared revenues or property tax relief, or we spend Feder-
al money by matching and spending Federal revenues as in medic-
aid or passing them on as in the case of AFDC or social services.

The result is, unlike the Federal Government, where we claim
that 60 percent of our budget function is uncontrolled, the States in
this country are now at the point where maybe 90 to 95 percent of
their budget functions are under control.

In 1979, the start of the Minnesota Legislative session, we had a
surplus of $700 million, which after all the spending decisions got
done we turned back to the people in the State of Minnesota in the
form of property tax relief.

We then proceeded to index the second highest and in some
categories the first highest State income tax in this country to 85
percent of the CPIL.

We also substantially increased the zero bracket amount and
some of the personal exemptions.

Two years later, 1981, the legislature came back, they cut ap-
proximately $1 billion out of that approximately $8% or $9 billion
budget request and they still were $503 million short, so they went
home Saturday night about midnight having increased State taxes
by $503 million.

All of which is to prove, in my opinion, that the legislative
function in my State is no longer to sit around deciding how much
tax money we can spread on the problems of the State, how much
we can cut the taxes, and where we can share them with local
governments, but finally I come from a State where the legislative
function is to determine responsible spending and then match that
with the tax increases that are necessary.

So, my question is simply this. If we in this country, are serious
and particularly if our President is serious about devolving respon-
sibility for the delivery of public services back to State and local
government and if he were serious when he was a candidate by
saying we are also going to devolve resources back to State and
local government so that they can afford that responsibility for the
delivery of public services, and if we believe that some permanency
and some predictability in taxes in this country is essential to get
out the inflationary psychology or to get out the underground
economy, then I would like each of the three of you to tell me why
in the world our first priority should not be to index that Federal
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income tax and the related taxes in this country to some formula
that would eliminate bracket creep from those taxes.

[Senator Dole back to chair.]

Mr. GrAce. I will answer that Senator. 1 think it is a first
priority, but I didn’t think it was saleable.

Mr. MassA. Senator, my taxation commitiee members and board
members have got views going in both directions. And, I am unfor-
tunately gagged on the subject.

There are people who feel that that is in fact what the Presi-
dent’s tax proposal does at least for 3 years. And, others who feel
that indexing is more a surrender than an attack on the problem.

I simply can’t give you any constructive comment.

Senator DURENBERGER. They try to point to Brazil the way they
flo with gasohol and tell you that there is comparability. Char-
ie——

Mr. WALKER. I would go immediately for indexation of capital
gains because I think that’s a different animal entirely. But, in
terms of indexing individual income taxes, I would prefer first to
take a real run at stopping inflation. The more you index, the more
you reduce the will to stop inflation, and I think that’s the name of
this game.

If we don’t stop inflation, well, the whole ballgame is practically
over.

Senator DURENBERGER. Thank you very much.

The CHAIRMAN. Are there other questions?

Senator Long. I would like to ask a question, Mr. Chairman.

Might I suggest that if need be—that you can’t do any better—
that at least he didn’t ask all the questions he wanted. I don’t
think any Senator is trying to filibuster the hearing. I recall the
days when we did have Senators filibustering. I used to sit around
until midnight with George Malone when he filibustered the trade
bill, and just as long as he—and may I say that it wasn’t all that
much fun, but at least everybody had a chance to have their say
and ask questions. And I hope that it won’t be necessary to deny
Senators the opportunity of asking questions.

The CHAIRMAN. Let me just say, Senator Long that we certainly
don’t have that in mind. I just don’t want to be unfair to the later
witnesses who are going to be here until 5 o’clock with one bedrag-
gled Senator.

Senator LoNgG. If they don’t get anybody here, you’ll have two.
I'll be here with you. I'll stick around. [Laughter.]

I want to ask this from Mr. Grace. I read your statement. At
least, I read your ad in the newspaper, in the Washington Post,
and then their response editorial to you. I think that was you that
put that ad in there wasn’t it. And then your response to them and
then the running debate. And there’s something to be said for both
sides of the argument.

I sort of thought that you maybe had a little better argument,
but I think that both sides missed a key point and that is that
implicit in the debate about the percentage of tax cuts, would be
the assumption that the existing system was equitable, well bal-
anced, productive, and carefully crafted in the national interest.

Now, Mr. Greenspan testified before us previously. And, we were
impressed by it, that really if you had just indexed the Tax Code,



56

what you would be achieving with this bill would be not really very
much different from the 10-10-10. It would be pretty much the
same thing.

It would seem to be that when we fail to have a system, rather it
be the regulatory aspects of it or the tax aspects of it that is
productive, and we have a system is actually going down so that
each year we actually produce less than we did the year before,
there’s no way that you can provide people with a better standard
of living, because there’s a smaller pie to cut, and there’s no way
you can divide that buy where you're going to be able to serve
more than 100 percent of what'’s on the platter.

Mr. GrAcEk. Right.

Senator LoNG. Now, the thought occurs to me that the debate
between you and the Washington Post tended to bypass the key
problem and that is that we didn’t have an equitable, well bal-
anced, carefully crafted system that served the national interest to
begin with.

At some point, you're going to have to take a look at what's
wrong with your system. So, if you assume that you've got some
points in there that are broken down and not working the way
they're supposed to work, just in a uniform across the board tax
cut, doesn’t meet the crying needs in certain areas.

And, then that being the case, in the areas where the crying
needs exist, it would seem to me that we ought to try to take care
of some of those, even a head of the across-the-board tax cut. I just
want to get your thought about that.

Mr. GrACE. Yes, Senator, the only thing I would like to say is,
that the debate between the Washington Post and ourselves was
over a specific problem, because they came out and said that the
Reagan tax proposals were regressive and that they were not pro-
gressive. -

Part of the problem is that people who know nothing about
things are doing a lot of writing about them and using adjectives
and adverbs and using class hatred and everything else to try to
decide economic problems, and all we wanted to do was to prove to
the reading public that the Washington Post and Tom Wicker of
the New York Times didn't know what they were talking about
when they said that the Reagan tax cut proposals were not pro-
gressive.

That was the whole argument, and they finally, more or less
admitted that they were wrong.

Senator LoNG. There is another point that did not appear in the
running debate that has to do with the point I'm making here.

Most successful people who have built businesses as you have
done or who are in a position to make large investment, the kind of
people to whom Charls Walker here has made reference. Look at
that tax law when you get ready to make that investment.

Against a 70-percent income tax, it is more attractive to make all
kinds of investment which defer the gain into a future year——

Mr. GRACE. Absolutely.

Senator LoNG. Then it is to make an investment that would
produce a great deal for the economy. Now someone made the
point, I forget who, but it makes no ditference, it’s the same point,
that the system we have today makes it very attractive for a lot of
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people to advertise and others to respond to the ads to invest their
money in painting and in works of art and all they're doing is
bidding them up.

Mr. GrACE. That’s right.

Senator LoNG. Or, it makes it worthwhile for somebody to invest
his money bidding on property which is already overpriced; and
you say that’s right.

Mr. GRACE. Absolutely.

Senator LonG. Or for that matter one of the most attractive
ways one can invest his money if he is in the 70-percent tax
bracket, and those are the people who are in the position to start a
new business, and put people to work. It's one of the most attrac-
tive investments they can make. Is to invest their money in tax
exempt bonds.

Because what they save against taxes with the interest expense
that they have incurred in other respects, and I know we're sup-
posed to try to get at that, but the law fails to do it. It gets down to
being what my professor of criminal law taught me. It's not what
you do, it's the way that you do it, that gets you by.

So, that you can find ways even when you have an interest
expense to invest in a tax exempt bond and if you do it the right
way, so that you still get your deduction for interest expense, it's a
far better investment and far safer to put your money there rather
than to put your money into starting a new business enterprise,
that will put a lot of people to work and expand the gross national
product; is that correct.

Mr. GRACE. Absolutely, Senator.

Senator LoNG. So, that when you look at what our problem is, we
have an outdated tax system. It's in such bad shape that we'd
really do well to consider chucking the whole thing and getting
ourselves a new piece of equipment. Just a whole new tax system.

And, then for us to talk in terms of saying well, now, hold on
just a second. If we're going to do this, we're going to have to see to
it that this guy gets the same tax break as that guy was all
perceived on the assumption that you’ve got a good system to begin
with. It means that the whole thing is based on erroneous assump-
tion. Mainly, that you've got a good tax system. And, we’d do better
to get at some of the big defects and some of the crying need while
we're trying to make this thing work better.

Now, when we talk about cutting that 70-percent tax bracket,
again you're assuming somebody’s going to pay that 70 percent. He
has the option. And most successful businessmen, let’s talk about
people who have made enough money already this year to where
they're in a 70-percent tax bracket. Now those are the kind of
people who could start a new business, and they could really do
things to move this economy.

Most of them are going to make their investment for the remain-
der of this year in such a fashion that although in the long run
they’ll make some money out of all that, that that investment will
gain them a net short-term—I mean a net short-term tax savings
for this year. Is that not correct.

Mr. GrAce. Absolutely correct. Any intelligent person does not
pay a T0-percent income tax.
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Senator LoNG. Confronted with that, he’s got to look around and
see what else is available. Here you are in a situation that if you
put your capital to use in the way that would be most productive in
the national interest. Both put more people to work, buy new
equipment and whatever.

If you proceed to do all that, the Government’s going to take 70
percent of that, and you can look at a tax-exempt bond which does
not involve near the risk, but you'll pay no tax on that.

So, assuming that they would yield you, let’s say, 12 percent. Is
that fair Mr. Walker, you used to be an Under Secretary of Treas-
ury. Is that about what taxes it will get you nowadays.

Mr. WaALKER. No, Senator; 10 to 11 percent.

Senator LoNng. All right, let’s say 11 percent.

Mr. GRACE. At the most 11 percent.

Senator Long. All right, well, make it 10, but even so 10 percent
against a T0-percent tax rate compared to earning ordinary
income——

Mr. GrAcCE. That’s 32 percent.

Senator LoNG. That’s like 32 percent in the other situation.

Now, furthermore—in a great number of cases, we are taxing
earned income at 70 percent.

Mr. GrAcE. Oh, absolutely, with the piggybacking.

Senator LoNG. You understand what I'm talking about.

Mr. GraAce. I sure do.

Senator LoNG. In other words, it's because of what the Tax
Committee staff calls the stocking order. In other words if you start
out and you have enough investment income, let’s say it's some-
thing you might have inherited, so that you start out from zero and
go up to 70 percent. So you're in the 70-percent bracket.

Now you go to work to make yourself useful, as well as owning a
medal, and when you do that, every dollar you earn pushes that
investment income up into a higher bracket. So every dollar you
make, pushes another dollar up into the 70-percent bracket.

So, you are being taxed 70 percent on every dollar you make
from that point forward. Is that correct?

Mr. GrACE. 1t is, Senator.

Senator LoNG. It wasn’t right, and I didn’t want it that way, and
if I had understood it was going to be that way, I would try to keep
it from happening. I was around when this thing happened.

And, people would say, well why did you treat us that way. It's
all we could do at that time to get you the 50-percent limit on the
earned income. To get to save anything for you at all in what was
a disaster around 1969 when the House tried to do something about
it. They tried to limit us to 50 percent. Some of our former friends
over in the House took out everything over there that would help a
corporation, and by the time our friends in the Senate got through,
they took out everything that would help anybody, except the low
income taxpayers by spending the personal exemption, and all we
could save out of that conference was that 50 percent on earned
income.

You're familiar with that, aren’t you, Mr. Walker? You were
around here at that time.

Mr. WALKER. I was in that Conference.
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Mr. LoNG. And, there was a pretty dismal achievement by one
who started out by saying that 50 percent ought to be the most you
pay on what you earned. Is that about the way you would call it.

Mr. WALKER. Yes, sir. It was tough to get that.

Senator LoNG. So, here we are now, that was about 1969 wasn’t
it, and here we are about 1980 still talking about doing something
that the administration recommended back in 1968 or 1969.

It is counterproductive to tax people at 70 percent. All sorts of
things that need being done, are simply not going to be done
against that kind of a disincentive.

Mr. Grace. Yes; and furthermore, Senator, they are the most
imaginative, creative people, and they have the least to risk, but
they'll take the biggest risk if they have an incentive such as a
. very low capital gains tax, and not this very high 70-percent incre-
mental tax.

These are the people that have made their money by taking
risks. If they have moneay they’ll do all kinds of things. But they
can’t save money this way.

Senator Long. Well, all of that leads me to the conclusion that
regardless of how we work out the details from what we have here,
we ought to add to the bill or a bill—and I'm afraid to wait for a
second bill, for fear that it might run aground before it goes
through. I just think that it would cost so little in terms of revenue
to do it, that we ought to add to this bill.

What we did in 1978 when the Senate voted, voted about 90 to 10
after we heard some of the most eloquent speeches that rang the
rafters about how inequitable it was when we voted to say that by
a 90- to 10-margin, I believe, to say that you only tax 30 percent of
your capital gains.

Now, that provides a real incentive for a businessman to start a
business, build a business up and at least at some point, he can
come out—it would work out to about 15 percent.

Mr. Grace. And that paid off, Senator—big. I mean the latest
data show that it paid off big. That’s one of the most constructive
things that’s been done in the last decade.

Senator LonG. Now, I want to ask Mr. Walker, how much do you
think it would cost the Treasury for us to do that.

Mr. WaALKER. It wouldn’t cost a cent. Their capital gains receipts
went up $1.8 billion the next year. The biggest increase in history,
and a big hunk of that came from very high income people. I think
it more than paid for itself.

Senator LoNG. Thank you.

Thank you very much, Mr. Chairman. I appreciate it.

The CHAIRMAN. I think you have made a strong case for the
Reagan program. I appreciate it. [Laughter.]

Senator LonG. With a small add on. [Laughter.]

The CHAIRMAN. That’s one add on we agree on.

Are there any other questions of this panel? We have eight
panels left. Senator Danforth.

Senator DANFORTH. No questions.

The CHAIRMAN. I missed some of the responses, but I think I'l]
foregi:) any questions. I appreciate very much the response from the
panel.

84-226 O—81——5
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I do believe that there can be some agreement reached with the
administration and those who have somewhat similar views, per-
haps not those who have totally opposing views.

Did anyone comment on less than 3 years?

Mr. WALKER. No.

[The statements of the preceding panel follow:]

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

Mr. Chairmen and Members of the Committee, my name is Charls E. Walker. I
am volunteer chairman of the American Council for Capital Formation. I appreciate
the opportunity to present the views of the American Council on the tax reduction
proposals in the Administration’s Program for Economic Recovery.

The American Council for Capital Formation is an association of individuals,
businesses, and associations united in their support of legislation to eliminate the
tax bias against saving and productive investment. Our members, individuals as
well as business, support legislative measures which are designed to encourage the
productive capital formation needed to sustain economic growth, reduce inflation,
restore productivity gains, and create jobs for an expanding American work force.

The American Council strongly supports the Administration’s tax proposals—both
its individual marginal rate reductions and its accelerated capital cost recovery
system. We also endorse the Administration’s multi-year approach to tax cuts.
However, if Congress, in its wisdom, decides to alter the Administration’s program
of tax cuts, we urge that any modification meet certain standards for sound saving
and investment tax measures.

OUR ECONOMIC DILEMMA

The nations of the world have long looked to the U.S. for economic and industrial
leadership. Yet, in the last two decades, U.S. economic growth, investment, produc-
tivity, and savings rates have slowed relative to our world competitors. According to
a recent study (November 1980) published by the McGraw-Hill Economics Depart-
ment, the U.S. produced 26.5 percent of the world's output in 1960. By 1978, .
however, the U.S. share had declined to 21.8 percent.

The statistics for investment in plant, equipment, and housing are equally dis-
couraging. The McGraw-Hill study of six major industrialized countries indicated
that other countries, such as Japan, devote a much greatér proportion of their
resources to investment. For example, in 1978, Japan had twice the investment as a
percent of GNP (32.8 percent) as the U.S. (16.4 percent). France and Germany were
not far behind, with slightly over one-fifth of their resources devoted to investment.
Even Italy and the United Kingdom had higher proportions of investment to GNP
than the U.S.

Productivity, or the amount of output per hour of work, grew at a meager 2.8
percent from 1960 to 1977 in the U.S,, trailing behind the other industrialized
countries surveyed in the study. Japan's performance was the strongest, with an
annual average growth rate of 8.1 percent over the 17-year period, followed by
France (5.6 percent), Germany (5.5 percent), and the United Kingdom (3.0 percent).

Moveover, recent figures comparing personal saving rates in eight industrialized
countries show that the U.S. trails with a lower rate of saving than any of the other
countries. In a recent study (February 1981) based on Commerce Department statis-
tics, the New York Stock Exchange compared personal saving rates in eight coun-
tries on average from 1975 to 1979 and found that while our major industrialized
competitors had rates of personal saving ranging from 21.56 percent (Japan) to 10.3
percent (Canada), the U.S. rate of personal saving trailed with a meager 6.3 percent
over the same time period. In addition, a look at savings trends in other industrial-
ized countries shows that while most other countries have enjoyed a general upward
trend in the pattern of personal saving rates over the past decade, the U.S. rate has
fallen sharply since the mid-1970’s.

An economy’s ability to invest in new plant and equipment, and thnus to grow,
depends on its saving rate. Savings, both personal and business, provide the re-
sources for investment. Yet, to the extent that income from saving and investment
is taxed, the incentives to save and invest are eroded-—underscoring the need for
productive tax reform.
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INDIVIDUAL MARGINAL TAX RATE CUTS

President Reagan has asked this Congress to enact across-the-board proportionate
cuts in individual marginal tax rates adding up to 30 percent over the next three
years. Current highly progressive marginal tax rates range from 14 to 70 percent;
under the President’s proposal, they would range from 10 to 50 percent.

The American Council strongly supports the so-called “10-10-10" individual tax
rate cut concept as embodied in the President’s tax package. It is 2 bold measure
which would powerfully increase individual incentives to work, save, and invest. It
has generated widespread debate and controversy in the Congress and the press.

The 10-10-10 rorosal is viewed by many as a massive reduction in the tax
burden on individuals and, since individuals are also consumers, it is reasoned that
most of the reduction will be spent on consumption, thus adding a great amount of
fuel to the fires of inflation. This is a very distorted picture.

The first point to note is that 10-10-10 is a reduction in tax rates which, unless
inflation slows much faster than anyone expects, would only slow the growth in the
Federal tax burden. Those people who argue that 10-10-10 should be scaled back in
order to assure an earlier balance in the Federal budget are in effect calling for
balancing the budget on the backs of middle-income taxpayers.

The economics of the matter aside, this is, in may view, unwise both politically
and socially. Indeed, the passing case for 10~10-10 as a reduction in the tax load on
the §roup that provides political and social stability in our country has received
insufficient attention. Now battered by the steep marginal rates that were a product
of tax philosophy in war and depression, more and more middle-income Americans
are seeking tax shelters in the form of at least some tentative entry into the
“underground economy.” The ultimate danger to our individual income tax system
of expansion of this type of tax evasion needs no elaboration before this Committee.

The second point to note is that any tendency of 10-10-10 to swell the Federal
deficit would be reduced by the budget cuts now moving through the Congress. In
fiscal 1982, the budget and tax cut proposals are in the same ball park. The
Administration has promised additional cuts in later years aad, in fact, only last
week proposed changes in the Social Security system which will both assure the
viability of that system and reduce growth in future outlays.

The third point has to do with the impact of the reduction in rates on taxpayers’
decisions to spend, save, and invest. In this respect, 10-10-10 has been given a bum
rap. Critics argue that both experience and logic point to an inflationary surge in
spending; the fact is that both point in the opposite direction, toward a substantial
increase in saving.

In this respect, consider the major beneficiaries of the cut in tax rates. It is
middle-income taxpayers, defined not in the statistician’s image of $20,000 per year
in median family income, bhut in its own image, which perhaps covers a range of
$15,000 to $50,000 a year. These families pay 65 percent of all Federal individual
income taxes and would receive 67 percent of the tax cut. These are families which
save, with the amount of savinﬁs risigg sharply as you move up the income range.
They are the people who hold hundreds of millions of dollars in savings in banks,
savings and loan associations, credit unions, savinﬁs bonds, money market funds,
and other forms. It is ridiculous to say that these thrifty middle-income Americans
are going to devote all or most of any tax reduction to spending on consumption.

In fact, both logic and experience suggest that the individual savings rate should
increase. Although any rise in disposable income will be reduced in real terms by
continued inflation, that increase will surely be greater than if no tax rate reduc-
tion were voted by Congress. In addition, the cut in marginal tax rates would
signiﬁcantiy increase the incentive to save and invest. For the family with $30,000
in taxable income, the marginal tax rates would drop over the three years from 37
percent to 27 percent.

Tax rate reductions of the type proposed by President Reagan have in fact been
tested. This was in 1964-65, when the Kennedy-Johnsor. supply-side individual tax
reduction cut rates from 91 to 70 percent in the top bracket, from 20 to 14 percent
in the bottom bracket, and more or less proportionately in the intermediate brack-
ets. Between 1963 and 1967, the personal saving rate rose by almost 3 percentage
points, from 5.4 to 8.1 percent. To be sure, inflation was moving more slowly at that
time, and continued inflation will doubtless reduce middle-income families’ ability
to save in the months ahead. Still, the saving rate can be expected to rise.

This point is now a subject of hot debate among economists, but few people have
bothered to ask taxpayers what the‘)(r would do with any tax cuts. The Gallu
organization did in August 1980, asking people what they would do with a 1
percent reduction in taxes, spend or save it? Forty-one percent said they would
spend most of it; 40 percent said they would save most of it. But in fact that
question was poorly worded, for few individuals realize that the act of saving is



62

really a negative act; it is the act of not spending on consumption. Therefore, debt
repayment is saving. When Opinion Research Corporation asked people in March
whether they would use most of any tax cut to spend on consumption or would save
it, including repayment of debt, a whopping 82 percent pointed to the second
alternative. This percentage is probably too high, but it does indicate the propensity
toward saving on the part of individual Americans.

After surveying all of this evidence, I can only conclude that the 10-10-10 tax
reduction would result in a significant increase in the personal savin% rate. By how
much? No one can say. But it is important to remember that, for every one

rcentage point increase in that rate, individual saving would rise by some $20
gﬁlion is reponse would do much to finance any deficit through saving. And that,
in turn, would make it much easier for the Federal Reserve authorities to promote
an a'?propriate rate of monetary growth without exerting undue pressure on credit
markets.

The final point to note about 10-10-10 is the charge by some that it is a Fat Cat
tax cut—people with high incomes would get much larger reductions than people
with low incomes. What this means, of course, is that taxes will have been cut in
proportion to the way people are paying them now. What's unfair about that? It is
not unfair at all and in fact should disturb only those who want to further increase
the progressivity of an already overly progressive individual income tax system in
order to redistribute income through that tax system.

TARGETED INDIVIDUAL SAVINGS PROPOSALS

Another approach to meeting the twin goals of reducing the middle class tax
burden and encouraging saving and investment would be a partial substitution of
carefully targeted individual saving incentives for some portion of the marginal rate
cuts.

In testimony before your Subcommittee on Savings, Pensions, and Investment
Policy on May 4, I suggested that any targeted saving incentives should satisfy
three criteria: First,.such proposals should stimulate additional savings, not sim};s'
shift funds. Second, such proposals should meet the standard of simplicity. Third,
such proposals should be evaluated in terms of their revenue impact use some
saving proposals are more cost effective than others.

Four specific saving and investment proposals meet these tests and should be
given serious consideration. .

First, the American Council supports a reduction in capital gains taxes through
increases in the capital gains exclusion. Under the Administration’s marginal tax
cut proposal the top rate on capital %ains would be reduced from 28 percent under
current law to 26.4 percent in 1981, 24.0 percent in 1982, 21.2 percent in 1983, and
20.0 percent in 1984.

On the other hand, increases in the capital gains exclusion would provide for an
up-front cut in the existing capital gains tax rate, thereby avoiding the potential
capital gain “lock-in"’ that might be associated with gradual reductions in marginal
rates.

There are two proposals to lower the tax on capital gains through the exclusion
approach. S. 75, sponsored by Senators Wallop and Moynihan, would increase the
excludable portion of capital dgains from 60 to 75 percent and would reduce the to
capital gains rate for individuals from 28 percent under the present law to 17.5 .
percent. It also would reduce the capital gains tax rate for corporations from 28
percent under present law to 17.5 percent. S. 145, sponsored b nator Moynihan,
would increase the excludable portion of capital gains from to 70 percent and
would include a reduction in the top marginal tax rate for individuals from 70
¥ercent to 67 percent, thereby reducing the top cagital gains rate for individuals
rom 28 percent under present law to 20.1 percent. It also would reduce the corpo-
rate capital gains rate from 28 percent to 20 percent.

These proposals should be evaluated within the context of the impact of the 1978
capital gains tax cut. Put simply—it worked, and it worked very well indeed. First,
it encouraged an increase in corporate stock ownership. Second,it had a significant
effect on the new issues market for firms going public for the first time. Third, it
resulted in a substantial increase in commitments to venture capital funds; the
funds needed to put innovative business idea into a working reality. Finally, the
latest Treasury estimates show that instead of being a revenue drain, the taxes paid
on the capital gains income of individuals in 1979 acutally rose from $8.3 billion to
$g0.1 billion, an increase of $1.8 billion—the largest absolute gain in the history of
the tax.

Second, the American Council supports an immediate reduction in the maximum
tax on so-called ‘“unearned” income from 170 percent under present law to 50
percent, thus equalizing the maximum tax on wage and salary income, and saving
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and investment income. The pro&osal also would immediately lower the top individ-
ual rate on capital gains from rcent under present law to 20 ’Fercent, rather
than in stages, as under the Administration’s marginal rate cuts. The top capital
gains rate under this approach would be reduced from 28 percent under present law
to 20 percent.

Third. the American Council supports S. 936, sponsored by Senators Roth and
Bentsen, which would decouple “earned” and so-called ‘“‘unearned” income for tax
purposes by taxing each type of income separately at rate schedules ranging from 14
percent to 50 percent. Under this Eroposa], the first dollar of “unearned” income
would be taxed at the lowest bracket rate, rather than at the highest rate after
earned income. The Roth-Bentsen approach would lower the top tax on capital gains
from 28 percent under present law to 20 percent.

Fourth, Harvard Professor Martin Feldstein, President of the National Bureau of
Economic Research, has suggested a percentage exclusion for inter.st and dividend
income. This approach would treat dividend and interest income in the same
manner as capital gains income, and would provide for a powerful savings incentive
effect. By applying to each additional dollar of interest and dividend income, the
Feldstein approach would lower the tax on saving at the margin where it would be
most effective in raising aggregate levels of saving. This approach would also ease
the double taxation of dividends. The Feldstein approach is embodied in several
proposals, including S. 155 introduced by Senator Schmitt, which would make

rmanent the existing exclusion for certain interest and dividend to $200 (3400 for
Joint returns) plus 25 percent of additional interest and dividends up to $50,000,
phased-in over five years.

DEPRECIATION REFORM

President Reagan has also asked Congress to enact the Accelerated Cost Recovery
System (ARCR)—a refinement of the well-known and widely supported *“10-5-3"
proposal for faster and simpler recovery of investment costs.

Fortunately, there is today wide agreement that simplification and liberalization
of the tax treatment of business depreciation stands in the highest order of priority
among tax legisla.ive actions. The strongest and broadest support has been provided
for the Capital Cost Recovery Act (CCRA), also known as 10-5-3. An alternative
measure by Senator Bentsen, which provided four class lives (2-4-7-10) for equip-
ment and two (15-20) for structures, was approved unanimously by this Committee
in its ground-breaking tax cut bill last summer.

The question before the Congress is not whether our outmoded depreciation
system should be reformed but how.

To put the “how” in the proper framework, it is useful to review the current
consensus behind the need for depreciation reform; the 10-5-3 proposal; and the
(;gjesctéves of depreciation reform which we believe can best be accomplished through

First, the consensus regarding the need to take action to reform tax depreciation
practices has emerged after several years of thoughtful study and discussion of the
&‘oblems facing American industry. As ear(l{y as 1978, former Treasury Secretary G.

illian Miller (then Chairman of the Federal Reserve Board) stated before this
Committee, during its consideration of the Revenue Act of 1978: “Faster depreci-
ation is likely to yield the greatest addition to investment per dollar of tax reduc-
tion.” He added then that he . . . would like to see us work over a number of years
to a point where the depreciation life for machinery and equipment would be five
years. . . . and a ten-year write-off for structures.

Today, the Reagan Administration, most Members of Congress, and most major
business associations support the 10-5-3 concept as the best approach to depreci-
ation reform. Why has this consensus arisen? Because the 10-5-3 concept is the
pro | before Congress that best meets the three standards that should guide the
evaluation of a capital cost recovery proposal.

First, such a pro 1 should provide some protection against the erosion of
capital caused by inflation.-

ond, such a proposal should speed up and improve the overall rate of capital
recovery in order to encourage investment while moving away from the ‘“‘useful life”
concept.

Third, such a proposal should be easy to understand, simple for taxpayers to
applﬁr and Treasury to administer, and available to all businesses, both large and
small.

The 10-5-3 concept embodied in the Administration's Accelerated Cost Recovery
System would best meet these guidelines. It would provide a reasonable offset for a
range of inflation rates, provide incentives to invest in capital assets, minimize the
‘“‘useful life”’ concept, and meet the standard of simplicity.
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Much attention has been devoted in Congress and the grees to a new approach to
depreciation, the First Year Cost Recovery System (FYCR) developed by Harvard
Professors Dale Jorgenson and Alan Auerbach. In my testimony before this Commit-
tee last summer, [ criticized this proposal because it contemplated repeal of the
investment tax credit and also would result in even higher tax rates on important
types of business equipment. Resrondin to that criticism, Professor Jorgenson has
modified the system to include MIT Professor Cary Brown's “neutral tax credit” and
thus avoid the effective tax rate increases inherent in the original proposal.

Under this new version of FYCR, Treasury would project so-called economic
useful lives for 35 different classes of depreciable property. Based on that projection,
a future stream of depreciation deductions would be calculated. Then, the discount-
ed present value of that future stream of deductions would be determined using an
after-tax discount rate of 6.06 percent. That discounted present value, termed the
First Year Allowance, would be allowed as a deduction in the first year. No further
deductions would be allowed, but the First Year Allowance would be combined with
a variable investment tax credit designed to produce whatever effective tax rate is
desired—anywhere from zero tequivalent to expensing) to the statutory rate of 46
percent.

Supporters of FYCR claim that the system is simple to apply and easy to under-
stand, is less expensive than other proposals and, in contrast to 10-5-3, will not
result in negative tax rates. Under analysis, these claims fail to stand.

Consider, first, simplicity for the ta?arer. FYCR is easy to apply; taxpayers could
simply refer to a table. The same could also be true of 10-5-3. Taxpayer understand-
ing otythe mechanics of the two systems is something else again. Although 10-5-3
needs little explanation, the FYCR blending of First Year Allowances and some 35
different investment tax credits can only confuse the typical taxpayer. The reten-
tion of 35 useful life categcries in itself violates a basic principle that 10-5-3 would
honor. In addition, the application of the 35 different investment tax credits that
are now part of the modified proposal can only cause further confusion.

Take the case of a farmer who purchases for his business some furniture, a
tractor, a truck, and an auto. The First Year Allowance on the furniture is 0.645; on
the tractor, 0.729; on the truck, 0.807; and on the automobile, 0.846. This is not all.
Under FYCR. each of these allowances is combined with a different investment tax
credit. Is the local merchant expected to explain to the farmer what “discounting”
means and why the First Year Allowance varies so much? Or why each of the assets
is subject to a different investment tax credit? For businessmen who are accustomed
to thinking in terms of a flat 10 percent credit, off the top, the concept of some 35
different ones is likely to cause confusion if not consternation.

This confusion might just possibly be overcome if much time and effort were
devoted to explaining this overly complicated system. What cannot be overcome is
the tremendous administrative authority the approach would place in Treasury. A
discount rate has to be selected, and the precise level of that rate will affect many
billions of dollars in depreciation allowances. As is noted below, the discount rate
used by Jorgenson has been criticized as inappropriate. Even if its basic characteris-
tics could be agreed upon, its selection by Congress would incur serious drawbacks;
what should be an economic decision would doubtless become entangled with politi-
c?i} cmiderations. And that trouble would recur any time the rate needed to be
adjusted.

Consequently, the only practicable approach would be for Congress to delegate the
selection and settling of the discount rate to Treasury, but that in turn would vastly
increase the administrative power of that Department (power that is already great
because of decisions as to class lives). A discount rate on the low side would increase
the Bresent value of the stream of earnings on the asset, which would in turn raise
the First Year Allowances and vice versa.

Proponents of FYCR who argue that it is less expensive than other approaches
are wrong. FYCR in effect says nothing about revenues; it is neutral. The discount
rate, First Year Allowance, and investment tax credits can be set at levels that will
gain Treasury revenues, break even, or lose large amounts.

If FYCR is to be preferred, it is not because it is less expensive than 10-5-3. As to
revenues lost, it should be remembered that the goal of depreciation reform is to
foster capital formation. To the extent this is the case, the relatively large revenue
losses that static forecasts attribute to 10-5-3 in effect mean that a lot more
productive investment is taking place. Critics should, therefore, argue that tkre
investment stream itself will be too large, not the revenue impact. I have seen no
critiques that take this approach.

Does 10-5-3 result in negative tax rates? Professor Jorgenson so charged in recent
testimony before the House Ways and Means Committee. But the study on which
the charge was based assumed an unrealistically low discount rate based on yields
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on a range of U.S. government securities, the lowest risk debt assets available. This
assumed discount rate is crucial to the computation of effective tax rates, which is a
highly theoretical exercise at best. Noting that there is no theoretical justification
for constructing a discount rate in this manner, David Raboy, Director of Research
for the Institute for Research on the Economics of Taxation, has constructed a
discount rate in a more proper fashion, i.e., by adding a factor representing expecta-
tions concerning future inflation to the real after-tax return on physical capital. His
conclusion: over a plausible range of inflation. rates, the 5-year category (the heart
of 10-5-3), involves no negative income tax but instead approximates “expensing,”
i.e.,, immediate write-off of capital assets.

Clearly, reform of the U.S. capital cost recovery system is long overdue. Such
reform would afford significant dividends in terms of capital formation and at the
least ‘“cost” in terms of foregone revenues to the Federal government. This is
because a business would enjoy a tax reduction from accelerated depreciation only if
the requisite investment had been made in the first place.

The most recent statistics show that total investment is high by historical stand-
ards but this magnitude is illusory, caused by inflation. Accelerating prices and
interest rates an§ shifting economic policies have helped to create a climate of
uncertainty and have contributed to the unwillingness of American business to
make long-lived investments. As a result, our stock of productive plant and equip-
ment depreciates faster, so that more investment is needed simply to stand still.

In short, the American Council for Capital Formation strongly supports ACRS, as
proposed by the Administration, as the best cost recovery proposal on the table. One
change, however, should be made to bring the ACRS proposal back into line with
the original 10-5-3 proposal.

At issue is the necessity for “flexibility” in the use of each year's capital recovery
allowance. The ACRS requires that each taxlpayer use the maximum allowable
deduction each year. However, a taxpayer’s ability to spread deductions over a long
period of years allows for much greater certainty when assessing the economic
efficiency of an investment. During periods of low profitability a business may not
be able to take the maximum allowance. Thus, the ability to have discretion in the
K}Esé%rd use of deductions would greatly enhance the economic viability of the

CONCLUSION

This Committee has a tremendous oppor't.unitg'1 and challenge before it. Qur cur-
rent Federal income tax system is a product of the social and economic views of the
1930’s with its emphasis on income redistribution and bias in favor of consumption.
The challenge today is to change the focus of our system to reward work, saving,
and investment. The Senate Finance Committee showed its willingness to tackfe
this task in crafting a consensus, pro-capital formation tax package last summer.
This year you can do even better, and I am sure you will do so in the months ahead.
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TESTIMONY OF
CLIFF MASSA III
ON BEHALF OF
THE NATIONAL ASSOCIATION CF MANUFACTURERS
BEFORE THE
COMMITTEE ON FINMNANCE
UNITED STATES SENATE

May 19, 1981
"The President's Tax Program"”

My name is Cliff Massa III, and I am Vice President of Taxation &
Fiscal Policy for the National Association of Manufacturers. The
following summarizes our comments and recommendations on the
President's overall economic program, with particular emphasis on tax
issues,

e The NAM supports the President's "Program for Economic
Recovery" as a major and necessary change in the direc-
tion of national economic policy. We support the overall
program for spending reductions even though specific cuts
will have adverse effects on particular industries and
firms,

® The NAM urges prompt action by this Committee to approve
the tax reduction proposal of multi-year marginal
rate reductions for individuals and the 10-5-3 capital
racovery allowance system, the latter with an effective
date »f January 1.

e The NAM urges restraint in considering other tax initia-
tives., While we support many other proposals affecting
both corporate and individual taxpayers, it is our recom-
mendation that these issues be considered only after the
marginal rate and capital recovery proposals are adopted.
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THE PRESIDENT'S PROGRAM

The President's "Program for Economic Recovery" outlines a major
and necessary change in direction for this nation's economic policy.
The four points affecting federal spending, taxation, regulation and
monetary policy are designed to create gquickly a climate in which eco-
nomic growth and improved productivity can be generated and sustained.
The long-term results should be a substantial reduction in inflation
along with an improved standard of living for Americans.

The National Association of Manufacturers supports the program as
a package. The elements are all important to the change in economic
direction. We are devoting major resources to working with the
Congress to enact all of the elements expeditiously.

Spending Reductions

We communicated to both the Senates and the House that NAM
considers the overall level of proposed spending reductions to be
desirable and that this figure should be generally accepted before
specific program cuts are analyzed. Recent conference committee
action on the first concurrent budget resolution appears to have
completed the essential first step. Now, we urge the various
committees to make the tough decisions on program cuts to implement
the resolution.

We want to congratulate the Fina.ace Committee on your recent
actions to implement spending cuts, We hope that your colleagues on
other committees will be equally as effective in their work.

Our support for such cuts is uncondittonal; we are not carving
out any untouchable areas. Our Board of Directors has expressly
stated NAM's support for a broad based package even though it includes
spending cuts affecting business in gencral and some of our members in
particular because we recognize the need to share the cost of reduced
federal programs, Business leaders, including NAM executives, have
talked a great deal over the years about cutting the budget. Now we
are putting legislative effort into what has previously been primarily
a rhetorical posture,

MARGINAL TAX RATE REDUCTIONS

As a capital retention mechanism, the 10-5-3 capital recovery
allowance system is a crucial element in a program to revitalize
American industry, and this statement will discuss that issue in
detail later. Yet it is individuals who are the major sources of new
capital for both the new business and the growing business. In order
to assure adeguate capital formation, venture capital investment and
real economic growth, the prime objective of long-term tax policy
should be a moderatis>n in rates of tax on such taxpayers as well as on
corporations,
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Therefore, NAM supports the President's proposed across-the-board
marginal tax rate reductions. In our view, such reductions are
needed:

e to reduce the rate of taxation on income from all forms
of savings and investment such as capital gains, divi-
dends and interest, thereby reducing the double taxation
of savings and investment and enhancing their appeal;

e to reduce the attractiveness of artificial ventures
designed to shelter income, thereby making productive
ventures more appealing;

e to reduce the appeal of tax-free benefits as compensation
and of the underground economy, thereby allowing the time
and talents of those affected to be devoted to productive
endeavors; and

e to reduce the rate of taxation on millions of small
businesses that, as sole proprietorships or partner-
ships, are taxed under the individual tax rates.

The Need for Marginal Rate Reductions

With its graduated rates, the individual income tax imposes an
increasingly greater real tax burden on additional income from either
work or savings. Increments of as little as $2,000 to $4,000 can move
taxpayers into brackets that impose a marginal rate-~i.e., a rate on
each additional dollar--that is 3 or 4 percentage points higher than
the marginal rate in their current bracket, If such incremental
income is merely an offset to inflation, the taxpayer will experience
a decrease in real income beause tax liability will go up while real
income will not.

As taxpayers move into higher brackets, the ever increasing
marginal tax rates become serious problems. Taxpayers are less and
less inclined to subject themselves to such rates. For those who
reach their limit of tolerance, the result is either:

(1) a disincentive to work more or to invest more because
the resulting income is taxed too heavily: or

(2) the creation of ingenious plans to avoid paying
higher rates through non-taxable benefits or tax
shelters or to evade such taxes through the under-
ground economy.

Taxpayers' behavior is most strongly influenced by what happens
at the margin of their economic activity. 1In other words, a decision
to change work and leisure habits or to revise consumption and savings
patterns can be influenced most strongly by focusing on the next
increment of dollars with which the taxpayer can make a choice,
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Is it worth it for the employee to work overtime or to seek a
promotion or for the independent worker to accept more jobs or more
contracts? 1Is the tax bite so large that the value of leisure time is
greater than the value of taxable work time?

Is it worth foregoing a new car or a vacation or extra entertain-
ment or weekly steaks in order to put money into a savings account or
corporate stock or the family business so that one can buy more things
in the future? Is current consumption cheaper than diverting funds to
taxable investment?

The current system of graduated rates tends to make taxable
activities, such as working and investing, less and less attractive as
income rises because additional income is taxed at higher and higher
rates., For many middle and upper income taxpayers--including
individual investors, small business owners and workers~-the decision
has been made to follow one of the two paths noted above. Either way,
the economy is the loser.

The question being asked by public officials and by business
executives in firms of all sizes is what approach to take to stop and
then reverse this trend.

Savings Proposals

There are numerous proposals affecting savings and investment
that are intended to address this problem. At various times, NAM has
urged consideration of most of them--an increased capital gains
exclusion, tax-~deferred rollover for capital gains and investment
income, higher interest and dividend exclusions, repeal of the 70%
maximum tax on so-called "unearned income," expanded IRA's,
integration of corporate and individual tax structures, dividend
reinvestment plans and so on, Most of these have at least some merit
and seek to address a current problem, although they present varying
degrees of economic efficiency.

Marginal Rate Reductions

However, NAM supports the President's prcpesed across-the-board
marginal rate reductions as the most efficient, evenhanded and
reliable means to accomplish the objectives that we seek in the areas
of individual tax reductions affecting savings and investment. The
President's recommendation for a 3-year, 30% reduction is an
appropriate target, Our Board of Directors has unanimously resolved
that NAM work for its achievement,

Cur support is based on the following conclusions.

General savings incentive. Marginal rate reductions lower the
cost of all forms of savings relative to consumption. Taxes on
capital gains are cut as the general rates are lowered, along with
taxes on interaest and dividends and on earnings of non-corporate
businesses. This reduces the cost of 1nvesting in growth companies,

-4-
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in mature dividend-paying companies, in one's own small business, in a
savings account that helps to finance local businesses and home-
building and in other activities. These across-the-board results are
achieved without the need to enact a series of more targeted proposals
to affect particular forms of savings and types of investors. Even
the enactment of a series of such proposals creates a potential for
artificial allocations of savings and investments by overloocking some
areas while highlighting others. Rate reductions create the maximum
flexibility for the individual to choose the desired form of savings
without a tax-induced decision favoring one particular form.

Attack on artificial investments. The perennial discussion of
tax shelter investments concerns industry as well as the Congress and
IRS because it highlights the level of investment in artificial
ventures that are, therefore, not invested in productive enterprises.
But efforts to attack the specific mechanisms overlook the cause of
such devices~-namely, the high tax rates that people seek to avoid.

It should be noted that such devices are no longer being marketed
only to those people who are already in the 60% and 70% marginal
brackets. If you read the financial advertisements in major
newspapers and watch those mailings from investment brokers, you will
see a strong pitch being made to taxpayers who are reaching the 40%
and 50% brackets on their wages and salaries. Such ventures are
luring many upper middle class people away from productive ventures.
No degree of congressional or IRS tightening of the rules is able to
end the resourcefulrness of talented advisors in these areas, and the
reason is simple. The motivation to avoid high marginal rates is
still strong enough to divert much time and money into devising ways
to achieve that end.

Significant reductions 1n marginal rates will do much to destroy
the reasons that artificial ventures are used., This will improve the
prospects for larger investments in productive business entities,

Attack on the tax-free economy. In addition to tax shelter
devices, high rates have created strong pressures for non-taxable
fringe benefits as compensation and an underground economy that is
completely unreported. The desire to seek such untaxed income can be
lessened by attacking the cause--high marginal rates. When less time
and talent is devoted to beating the system, more can be devoted to
working productively within the visible and taxable economy.

Direct benefits to small businesses. While NAM's members are
almost all corporate, we are very much interested in rate reductions
for the millions of sole proprietors and partnerships whose owners'
business income is taxed under the individual rate schedules.
Marginal rate reductions are a simple and direct tax cut for this
major sector within our economy.

We recognize that there are doubts about the economics of
marginal rate reductions. We also recognize that there are strong,
well-founded arguments in favor of specific proposals affecting

-5~
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savings and investment. In fact, we have made some of those arguments
ourselves.

However, it is our considered judgment that an across-the-board
reduction in marginal tax fates is the best approach to take as part
of an overall economic program in 1981, We urge its adoption.

CAPITAL RECOVERY ALLOWANCES

NAM continues its strong commitment to the 10-5-3 capital
recovery allowance legislation introduced this year as S. 287 by your
Commi ttee colleague, Senator John Heinz., So far this year, Senator
Heinz has been joined by 46 cosponsors including several members of
this Committee, During the 96th Congress, 10-5-3 was originally
sponsored by four members of this Committee--Senator Packwood, Senator
Chafee, Senator Bentsen and Senator Nelson--and was cosponsored by 53
members of the Senate, 10-5~3 now is the core of the administration's
accelerated cost recovery system, known as ACRS. We are active
participants in the very broad based coalition of organizations and
firms that have supported 10-5-3 from the outset. QOur support has not
wavered during the last two years.

We believe that 10-5-3 is the business tax proposal that enjoys
the widest and deepest support from firms and organizations around the
country for many reasons:

e it will improve their own rates of recovery, thereby
making viable a number of otherwise marginal or
uneconomical investments;

e it will improve the rates of recovery for purchasers of
their products, thereby creating long-term growth in
their own markets;

e it will create a climate that encourages investment in
newer and more produc:ive assets, thereby stimulating
increased levels of research and development in new
technologies and more energy efficient prccesses; and

e it will help to stimulate revitalization of America's
industrial base, thereby contributing both to the health
of service and financial sectors that ultimately need a
growing manufacturing community and to the readiness of
our national defense capabilities.

Timing

We very strongly recommend that this be the first substantive
issue addressed by the Committee when you begin mark-up sessions.
The strong support for 10~5-3 within this Committee and in the Senate,
backed by the administration and businesses all around the country,
offers an opportunity for a swift agreement on both the effective
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date, which we believe should be January 1, and the specifics, which
we believe are already well outlined.

The importance of prompt action lies in the certainty that it can
create and the resulting climate for investment planning, Prior to
the announcement by the leadership of both congressional tax writing
commi ttees that depreciation changes will be effective no later than
March 11, we were hearing of investment delays as business managers
held out to the last possible moment in the hope that their new
purchases would be covered. That announcement apparently has removed
doubts for already planned investments, However, we continue to
support January 1 as the effective date because of the number of firms
that accepted--perhaps prematurely--the press and congressional
speculation of last year and early this year that all investments in
1981 would be covered by the changes. A January 1 date does not
appear to carry a major revenue cost, and it would prevent some
potentially arbitrary results.

Prompt Committee approval of the details of i0-5-3 also would
lend further credibility to congressional action and begin the lengthy
process that is required to plan new inves*ments not now judged
economically viable. The longer the delay before a specific plan is
adopted, the longer the period before net new investments will be
seen.

The Concept

The details of 10-5-3 as embodied in S. 287 and ACRS are well
known to this Committee, Rather than rehash these specifics, this
statement will discuss the fundamental objectives of the proposal and
respond to questions and comments that have been heard lately.

10-5-3 is the product of careful development; it did not spring
fully grown from congressional sponsors' pens. The specifics as
developed by the sponsors and their advisors were created over a
period of several months with specific objectives in mind.

We believe that its two fundamental objectives are:

(1) to replace the useful life concept of depreciation
with a system that allows uniform rapid rates of
recovery, thereby reducing the cost of capital and
promoting faster reinvestment while eliminating
Treasury's administrative power to affect rates of
recovery; and

(2) to create a simplified system that will place all
types of ousinesses--large and small, corporate and
non-corporate, industrial and distributive~-under one
simplified set of rules,
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The Spread of Benefits

As conceived, 10-5-3 is a structural change that can encourage a
long=-term improvement in the investment climate. It is not intended
to be--and should not be changed to become--an economic quick fix, a
bailout mechanism or a reward.

Long lived assets. 10-5-3 obviously will significantly benefit
those industries that currently labor under the longest depreciation
lives, It will be of little or no benefit to those that already
utilize the shortest lives, This is not a fault; it is a direct
result of the effort to eliminate useful life depreciation and to
reduce the high cost of capital that has been borne by some
industries., If it were appropriate to continue the oxisting wide
spread between short and long write-off periods, we would not be
discussing faster cost recovery legislation because the rate of
recovery could not be improved.

While 10-5-3 is not intended to improve the rate of recovery for
sectors that already utilize the fastest possible methods, neither
should it penalize any such sectors, If the case is made that
particular features of S, 287 or ACRS create such a result, we would
recommend alleviating the problem,

Loss industries, Neither 10-5-3 nor any depreciation
improvements can provide a significant immediate benefit to
non-profitable or low profit firms; one must have income against which
to claim deductions. But this is not a shortcoming of the proposal
because it is not intended as a support system for troubled
industries. Tax law should not be applied either to assist or
penalize firms, It should be a broad based structure that raises
essential revenues while imposing the least possible impediment to
economic forces. In this context, 10-5-3's principal immediate
beneficiaries will be the vast majority of profitable business sectors
that want to modernize and expand with the long-term expectation of
improved vitality. Even non-profitable firms anticipate returning to
a healthy position in a revitalized economy. When they do, it is
certain that they will want to benefit from 10-5-3,

Capital goods industries, However, when considering the
potential beneficiaries of such "supply-side™ tax cuts, it is
important to keep in mind the demand-side features of 10-5-3, For
example, one industry that is often--but incorrectly--presumed to have
little interest in 10-5-3 is steel. Yet, steel and other basic metals
industries would be direct recipients of the increased capital
spending stimulated by 10-5-3, as well as long-term beneficiaries for
their cwn purposes, Likewise, the machine tool industries and other
capital goods sectors would be favorably affected both as to their
ability to expand and the level of demand for their products.

2-4-7—10—15620. Last year, this Committee drafted a proposal
known as 2-4-7- ecause of its four equipment categories. Two
building cateqgories of 15 and 20 years were also added, We prefer

10-5-3 to this approach because the latter fails to meet the
objectives of eliminating useful lives and simplifying cost recovery

~8-
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rules., In fact, the approach is based on ADR's estimate of useful
lives which are reduced by 40% and then rounded down to one of the
four categories, This continues the tax-induced high cost of
investments in longer lived assets.

More importantly, it creates the potential for new biases among
and within industries by dividing their assets arbitrarily among the
categories, For example, industries with a 12 or 13 year ADR
guideline (such as those making pulp and paper, fabricated metal
products, electrical equipment, automobiles, ships, railroad cars, and
scientific and engineering equipment) would fall to seven years,

Those with a 10 or 11 year guideline (such as those making wood
products and furniture, converted paper and pulp, finished plastics
products, general machinery and parts, airplanes and locomotives)
would fall to four years. Many of these examples are competitive
industries or affect competitive firms within a general industry where
the new categories would create larger spreads than current useful
lives, Varying the categories may eliminate the problems while
creating new problems.

In addition, such categories are based on a faith that current
ADR guideline lives are correct. Since 1971, many of these guidelines
have been revised but many have not. Many of these revisions may now
need revisions, and all of this affects the potential 2~4-7-10
categories.,

The 10-5-3 approach would avoid all of these problems.

Accounting features. While 10-5-3 should not be structured to
assist distressed firms, neither should its accounting techniques be
constructed in such a way as to compress large deductions into lean
years, thereby pushing more firms into uncertainty over the long-term
availability of tax benefits., Under S. 287, the "discretionary use"
or “flexibility” of the maximum allowable 10-5-3 deductions would
reduce the pressures that mandatory deductions would place on firms
making large capital investments during periods of low profitability.
It would insure full use of deductions and investment credits, thereby
making investment planning much more certain. We recommend your
inclusion of a discretionary use feature like that in S, 287 rather
than the mandatory deduction under ACRS.

An additional important accounting feature affects the time at
which deductions can be taken. The theory underlying 10-5-3 is to
create a system that allows the taxpayer to recover capital very
rapidly, rather than to take depreciation deductions over estimated
useful lives. This naturally leads to allowing deductions to begin
when capital is invested, not when the asset begins its useful life.
We recommend the adoption of the S. 287 rule that allows deductions to
begin when costs are paid rather than the ACRS placed-in-gservice and
progress expenditure rules.

One final accounting point deals with the exclusion of
foreign-located assets from ACRS. If such assets are not covered by
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the system, then they should at least be left unaffected. ACRS
proposes a set of modified recovery periods that can be detrimental in
certain situations,

Buildings. A sizable portion of the capital investment covered
by 10=5-3 wIiI be in buildings. The dramatic change proposed in cost
recovery for productive structures has caused questions to be asked
about the appropriateness of such an improvement. The change is gquite
appropriate, but a large part of the lack of understanding is due to
industry's failure to press the case during the last twenty years or
so,

Simply put, a building is just as much a capital asset as the
machine in the assembly line or the delivery truck on the road.
Manufacturers' primary concern has been--and continues to
be--machinery and equipment. But we strongly support the 10-year
category because a cost recovery system that fails to make a radical
improvement in this area would be deficient. Equipment needs a roof
and walls around it. Changing industrial technologies are demanding
complete overhauls of many buildings, Rising fuel prices are
dictating more attention to energy efficient structures. And for our
friends in the distribution sectors, their buildings are their most
important capital assets, Attention to their needs is a critical
element in a cost recovery program for the business community.

Any Unintended Results?

Real estate tax shelters. Flowing from the questions about the
l0-year category is a concern that it will stimulate the construction
of border-to-border office buildings and shopping centers by investors
seeking to generate huge tax deductions to shelter other income.
Presumably, this is considered wrong in and of itself. W®While the
complaint is an interesting one, the tacts are that both S. 287 and
ACRS take significant steps to discourage such action while improving
the climate for investments in mainline business structures such as
factories, distribution centers and retail stores,

Owners who use bu.ldings in their own businesses do not regularly
buy and sell their interests in buildings every few years and,
therefore, they are not concerned with a feature of tax law known as
sec, 1250 recapture that coaverts ordinary income deductions into
capital gains when a building is sold. Rather, it is the tax
motivated investor who has an interest. We call your attention to the
fact that S, 287 would repeal sec, 1250 for such ventures. ACRS would
allow sec, 1250 only in its 1l5-year straightline category for leased
structures, office buildings and low income housing and in its l8-year
straightline category for residential rental buildings.

This Committee has made a significant contribution to the capital
recovery discussion by introducing the owner-user versus lessor
distinction in your bill last year. Unless someone has developed a
better means of accommodating both needs, NAM believes that the effect
of 10-5-3 with this distinction will be to leave alone rather than to
enhance the "tax shelter” real estate ventures.

-10-
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Relocations., While considering buildings, also consider the fear
that T0-5-3 will encourage relocations from the snowbelt to the
sunbelt., The rapid growth of industry in the sunbelt is a function of
many factors such as markets, energy, raw materials, transportation,
labor supply and local economies. Concern should be expressed not for
the firm that is forced to move by such factors; if the move is
essential to survival, it will be made. Rather, concern should be
directed to the firm which must rejuvenate or die because it has no
better place to go. In fact, 10-5-3 could enable such firms to
rebuild rather than simply go out of business altogether. Federal tax
law is not now--and should not become--a rope for a regional
tug-of-war. It should not be skewed toward any type of business or
location.

A major element of this concern appears to be the result of
failure to emphasize one simple fact--10-5-3 will apply to
rehabjlitation and modernjzation of existing buildings as well as to

new buildings.

Neutrality. One of the most interesting points that has been
raised is the need to develop a "neutral" cost recovery system.
Unfortunately, tax neutrality is perceived only in the eye of the
beholder, so this discussion is not likely to produce many converts.
But for the sake of information, let us note that 10-5-3 is based on
the view, that NAM shares, that a neutral recovery system is one that
does not influence investors' decisions regarding the composition of
their capital assets, Where the current useful life concept treats
different types of machinery in different ways and thereby affects the
cost of various investment decisions, 10-5-3 provides one machinery
category so the investor can make investment choices on other grounds.
This, we believe, is the proper view.

However, another point of view arques that the useful life
approach is correct and that 10-5-3 would distort decisions compared
to current law. The general theme to this argument has been that
buildings and long-~lived equipment would benefit at the expense of
short-lived assets, But a new twist was added by some recent
commentators suggesting a 10-5-3 bias in favor of buying short-lived
assets as the means to hyping next year's profits., Whichever view a
critic takes, our view is that current law is not the reference point
against which to measure investment distortions; current law produces
distortions through tax-induced higher costs of investing in
long-lived assets. 10-5-3 seeks to achieve a neutral system that
removes tax-oriented considerations from the investment process., (A
lengthy discussion of this point is provided in an NAM TAXATION REPORT
dated March S5, 1981.,)

FYCR, When discussing neutrality, one well-developed--and now
redeveloped--approach is always noted, that of Harvard University
economists Dale Jorgenson and Alan Auerbach whose solution is first
year capital recovery (FYCR) to allow a one time deduction of a
percentage of the cost of an asset. The percentage would be

-11~-
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determined by calculating the present value of the asset's actual
economic depreciation. As a means for removing the effects of
inflation from depreciation, this has an alluring appeal. As a means
for improving the rate of recovery on productive assets, it offers
little comfort, While maintaining a depreciation system controlled by
Treasury economists who study used asset prices to determine economic
depreciation, FYCR seeks to provide virtually the same tax savings
avajlable under current law. Those who support 10-5-3 have made a
case for faster recovery--not for a different version of the status
quo,

There are other fundamental problems with FYCR. By continuing to
discriminate among assets of differing lives, FYCR continues existing
law's tax-induced higher cost of investing in some assets. By
attempting to determine true economic depreciation based on used asset
prices, FYCR will resemble a dog chasing its tail because the system
and the data base of prices will continually influence one another.

By requiring deductions that are fixed by Treasury staff, the system
will open a massive new area for confrontation and lobbying to have
specific lives changed.

Many of these problems were pointed out when FYCR was first
presented to this Committee last summer. A revised form of FYCR now
offers a gerry-rigged system with 35 cateqories and variable
investment tax credits to achiev2 almost any desired result, But the
basic problems remain,

Expenging. A very interesting related point is the concern that
the combination of 10~5-3 deductions plus the investment tax credit
(ITC) will produce a result that is better than a one-year write off
or "expensing."” This means that the present value of the stream of
10-5-3/ITC tax creductions exceeds the value of the tax savings of
expensing. Given a lower rate of inflation than we currently see,
this result might be produced by the end of the phase in on equipment.
It certainly would not be the result when all capital assets including
buildings are considered.

But, if this is a problem, it is one that will result from g%x
system that combines a write-off period with a tax credit; only the
interest rates will be different. If this argument is truly a serious
objection-~if it is not merely a rhetorical debating point--then those
who are concerned should make a constructive contribution to the
10-5~3 discussion. They should propose immediate expensing.

Investment delay. Finally, there is the often heard and
seemingly sound objection that 10-5-3's five-year phase in period will
actually inhibit rather than encourage investment because it will
entice firms to delay until the maximum benefits are available. But
the apparent common gsense of delayed investments fails to consider the
financial reality of what is lost during the interim period. A
decision to invest in a new machine under current law is based on a
conclusion that such use of the firm's capital will produce a better
income stream than an alternate one., Delaying such an investment for

-12-
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five or more years can produce a faster write off later, but it will
result in a less profitable income stream currently. Therefore, the
already planned investment will not be delayed.

Net new investments will be stimulated during the phase in when
the combination of many factors--including the cost recovery
rules~-overcomes the reasons for not investing. For some investment,
this may occur in the first year of the phase in, For cthers, it will
be later or at the end. But whatever the point, the phase in itself
will not delay the investment. Awaiting the shortest recovery period
is viable only if a better return is available during the interim. If
that return is available, the investment would not be made anyway.

ADDITIONAL TAX PROPOSALS

The President's recommendation that Congress develop two tax
packages has not received the support that NAM relieves it deserves.
The need to give prompt attention to the capital recovery and rate
reduction proposals arques strongly for considering other proposals
later. If the Committee's agenda is opened to the wide range of
issues that have large constituencies, we are concerned that the
July 31 timetable for Congressional completion of the tax bill,
already agreed to in the House, will be long delayed.

NAM has views on many tax measures that may be raised. But we
urge that they be held for consideration until after the Committee has
completed work on the President's package. We are urging our members
not to be the first to press for action on such measures. We ask that
the Committee's mark-up agenda be drafted to reflect this approach.

CONCLUSION

NAM is supporting the President's entire economic recovery
package as an essential change in the direction of the economy. Its
importance lies in both its individual pieces and in its potential
impact when enacted as a package. We commend this Committee for its
recent action on spending cuts, We urge you to take the next step
with the President by enacting the 10-5~3 and rate cut proposals as
the specific items of the tax cut.

-13-
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wWhep the economic history of 20th Century America
is written, the record of the 97th Congress will occupy a
crucial chapter. It will be recorded either that this
Congress had the wisdom and foresight to halt the accelerat-
ing economic deterioration or that this Congress let slip
perhaps the last chance to prevent a financial collapse that
destroyed private enterprise and, thus, the foundation of
our economic and personal freedoms. The American people
have seen the need and they spoke clearly last November =--
they want less spending and lcwer taxes.

No issue before this Congress is more vital to the
survival of our free enterprise system than the tax reductions
proposed by President Reagan. By now there should be no
debate on whether taxes are constricting output and economic
growth. Both the size and the incidence of the tax burden
reduce the incentives to work, produce, save and invest. In
short, the "work ethic" which pushed this country to pre-
eminence among world economies has been stifled.

Contrary to the simplistic view that increased
taxes have been required to balance federal income with
federal spending, higher taxes have been accompanied by
increasing federal deficits, as federal spending has been
unrestrained. The following shows the trends in federal
spending, deficits and resulting deterioration in the U. s..

economy for successive seven-year periods:

(Chart follows)
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THE DETERIORATING U.S. ECONOMY

Y

4y @) a3 @
%

7 Years Ending (Deterioration)
1968 1973 1980 1966-1980
(1) Federal Spending as

% of GNP (Average %) [13.8%f 20.4% | 22.0% ( 17.01%

@) Unemployment Rate

{Average %) 5.3 4.6 6.8 ( 28.3)
‘G) Real GNP {Avg. Ann.

% Change) 4.5 3.5 2.4 ( 46.7)
4) Real Business Investment

(Avg. Ann. % Change) 1.9 3.6 2.0 { 74.7
) Productivity (Avg. Ann. o

% Change) 3.4 21 0.5 ( 8.3

{6) Inflation (Avg. Ann.
% Change) L5 4.6 9.2 ( 513.3)

(1) Federal Deficit
(Average, $ Biilions) | $(1.3)| $(9.7) |$4l.8) 3,115.4)
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As brought out, federal spending has increased
from 18.8% of GNP in the seven years ending with 1966 to
22.0% in the seven years ending with 1980, an ingreaso
(deterioration) of (17.0)%. At the same time, as brought
out on the bottom line of the preceding, the federal deficit
increased from an average of $(l1.3) billion in the early
period to $(41.8) billion in the most recent seven-year
period, a deterioration of (3,115.4)%. Thus, increasing
taxes have not resulted in greater fiscal integrity, quite
the opposite. The evidence is strong that our economic
problems have been the result of this lack of fiscal respon-
sibility. There is no question in my mind as to the adversa
effect of the increasing burden of taxes on the rate of
business investment. The numbers express the deterioration
eloquently for the latest seven years as compared with the

earlier seven years:

Real Business Investment Rate down (74.7)%
Productivity Gain down (85.3)%
Inflation Rate up (513.3)%

The effect on the overall economy shows up in the
(46.7)% slower growth in real GNP and the unemployment rate
up by (28.3)s.
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The economic deterioration in the U. S. economy
has placed the nation in a very much weakened po:ition‘

relative to other major countries, as seen in the following:

(Chart follows)
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U. S. productivity performance during the years
1962-1980 was the worst of the eight countries and corresponds
with the U. S. ranked lowest on the investment rate and
second lowest on real GNP growth, exceeding only the U. K.
in this regard. All this relates back to the bite the
éovornmsnt takes out of the economy for current spending
which at 20.6% during the years 1962-1980 was the highest
for any of these countries. The performance as compared

with Japan is unfavorable for the U. S. in the extreme with:

Japan's investment rate 83% higher than
the UC s-

Japan's GNP growth at 126% higher

Productivity gain in Japan 3.5x that
of the U. S.

We see the net of this in the share of world

output for the U. S. vs. other major areas.

(Chart follows)
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U.S.'s DECLINING SHARE OF WORLD OUTPUT
(Percent of World GNP)

Y

(1) (2) (3) (4) (S)

1980 as

Multiple

1953 1960 1970 1980 of 1953

Japan 3.9% S.1% 8.8% 10.1% 2.6X
LDC's 20.7 18.7 18.2 21.9 1.1
France 5.2 5.5 5.6 5.5 1.1
West Germany 7.0 8.7 8.2 7.3 1.0
- EEC 25.2 26.9 25.4 22.9 0.9
u.s. 31.4 28.0 24.6 22.8 0.7
U.K. 6.3 5.8 4.6 3.7 0.6
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The diminished share of U. S. output relative to
the other major areas is of great concern in the context of
the required build-up of our defense umbrella. As compared
with the 31.4% of world output accounted for by the U. 8. in
1953 and the 28.0% share in 1960, that percentage in 1980
was down to 22.8%.

‘These overall unfavorable trends are reflected
finally in the deteriorating pesition of the consumer in the
U. S. The following from recently developed OECD data
show that the U. S. worker was unique in suffering a real
decline in disposable personal income between 1972 and 1979:

(Chart foliows)
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TRENDS IN DISPOSABLE INCOME

AND CONSUMER PRICES

% Increase/{Decrease) 1972-1979

Italy
Belgium
Luxembourg
Portugal
New Zealand

Denmark
Finland
Germany
Ireland
Norway

Australia
Austria
Canada
France
Japan

Switzerland
Netherlands
Sweden

United Kingdom
Greece

United States

(1)

(2)

Y

(3)

§ Pts.
Disposable
Income Growth
Above/ (Below)
Disposable Consumer Consumer

Income (a) Prices Price Increase

262% 175% 87%Pts.
123 73 50
108 62 46
293 251 42
176 135 41
134 102 32
159 127 32
71 41 30
187 157 30
105 77 28
143 115 28
79 55 24
105 82 23
118 98 20
115 98 17
51 37 14
73 64 9
93 87 6
169 167 2
184 183 1

68 74 (e

Due to inflation and tax bracket creep,
the United States was the only OECD
country to experience declining real

disposable income between 1972 and 1979

(a) Gross income minus income and
Social Security taxes.

with two children.

Average
for one~earner married couple
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The U. S. ranked below such poorly performing
econgfigg_as Sweden, the U. K. and Greece during 1972-1979.
All of the European economies, Australia, Canada and Japan
ranked well above the U. S., so that the average worker in
the U. S. saw his living standard deteriorate both in
absolute terms and relative to workers in all of these other
countries.

As noted at the outset, there is a close relation-
ship between the growth of government in the U. S. and poor
economic performance. The next chart shows that part of our
GNP which is under government control, including the wide
‘range of transfer payments, in relation to the part of GNP

under private sector control:

(Chart follows)
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GOVERNMENT CONTROLLING MORE OF THE PRIVATE ECONOMY
{8illions of Current $)

(1 2) (3) (4) {5)
GNP Government
Private Control As % Of
Sector Government Private

Total Control Control Total GNP  Sector

$ 295 $ 290 $ 0S5 19.5 %

366.8 265.2 101.6 a1 383
9.7 2.1 127.6 28.4 0.6
596.7 428.9 167.8 2.1 3.1
83.4 604.3 269.1 0.8 4.5
1,326.4 92l.1 4.3 30.6 4.0
2,156.1 1,474.2 681.9 3.6 4.3
2,413.9  1,660.7 753.2 3.2 45.4

2,614 17584 869.0 3.1

Government has increased as a
percent of the Private Sector by
104.1% in the 32 years,
1948-1980.
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As a percent of the GNI' controlled by the private

sector, government has increased from 24.2% in 1948 to 49.4%
in 1980, i.e., more than doubled. |

) The increased role of government in our nation's
economic activity impinges on overall economic performance
in a variety of ways in addition to its direct inflationary
effects. Because financing of federal government dcficit:
has to be accommodated out of the total of credit market
~ borrowings, federal borrowing crowds out the private sector

in capital markets.

(Chart follows)
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FEDERAL GOVERNMENT CROWDING-OUT PRIVATE INVESTMENT
(Blilions of Current $, Average of Period)

) @) 8
- Federal
 Tolal Credit Foderal  As % of
Years Market Borrowlng _Borrowlg Total
1) 1955-199 $ 4.2 $ 2.4 6%}
@ 196-1964 6.6 53 9
B ¥S199 - 987 10.0 10
@) 1970-1974 193.8 278 W
5)  1975-1979 Y. R
6 198 M1 1268 )

Federal Government
presmpting 5 times

the 1955/59 position
in_credit markets,

In the second quarter of 1980 the |
government appropriated 40.8% of
total credit market borrowings.
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As seen in column (3), federal borrowings in 1980
’accountcd‘fof 29% of all credit market activity or almost
five times the 1955-59 share. It was as high as 40.8% in
;ho second quarter of 1980, the same quarter, you may
recall, ihat the prime rate hit 208 for the first time in
history. Record high interest :aﬁes act as a deterrent to
private sector borrowers but not to the insatiable govern=
mo;t. The effect in terms of higher interest rates in the
U. 8. ap\compared with other countries can bc_seen aQ

follows:

(Chart follows)
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PRIME INTEREST RATES
{(Year-End Rates)

(1) (2)
1972 1976
7.00% 7.508
6.33 7.42
8.50 . 6.50
8.50 15.50
9.15 11.65
4.50 's.zs
£:
648 83
71 84

(3)

Latest
7.00%
6.7%

11.50

© 13.00

17.00

19.50

279%
289

Y

(4)
th;;t As
1¥1t1%}0

1.0x

1.1

1.4

1.5

1.9

4.3
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One result of rapid growth of government in the
U. 8. is that our economy is becoming more and more like
socialist economies such as Sweden, characterized by an

increasing weight of social benefits and other transfer
payments, seen as follows: _

(Chart follows)
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GALLOPING SOCIALISM: THE U.S8.'s
MIXED ECONOMY BECOMES LESS MIXED

Transfer Payments as a Percent
of Gross Domestic Product

Y

(1) (2) (3)
1976-78 As
Average Per Year Hul;lpla7ot
(¢3) Spain 1.7% 9.9% 5.82%
(2) Netherlands 8.1 " 26.8 3.30
(3) United States - 4.1 10.9
(4) Sweden 7.4 19.3 .
(S) Norway 6.6 16.5 2,50
(6) Japan 3.7 9.2 2.49
(7 Ireland 6.5 14.9 2.29
(8) Belgium 9.4 20.5 2.18
(9) Switzerland 5.2 10.8 2.08
(10) Denmark 7.1 14.7 2.07
(11) New Zealand 6.4 13.0 2.03
(12) OECD Average 7.5 15.2 2.03
(13} United Kingdom 6.1 11.8 1.93
(14) Canada 5.8 10.5% 1.81
{15) Australia 5.2 9.3 1.79
(16) Pinland S.4 9.5 1.76
(17} Austria 10.2 17.1 1.68
(18) ltaly 9.7 16.1 1.66
(19} France 13.2 21.7 1.64
(20) Greece 5.3 8.5 1.60
(21) Germany 12.0 16.5 1.38

At this rate, in 12 years
transfer payments in the U.S.
will usurp the same percent of
gross domestic product as in
socialist Sweden
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The preceding data, recently developed by the
OECD, show that transfer payments as a percent of gross
domestic product in the U. S. have increased more than 2k
times on average from the period 1955-57 to the period 1976~
78, from 4.1% to 10.9%. At the rate thae‘;hoae payments
are increasing in the U. S., we will be in the current
position of Sweden in about 12 yeari. In other words, the
present trend of transfer payments ip the U; 8. will soon
convert our previously produétiva private enterprise system
to the controlled pattern of socialist countries.

These transfer payments, per the last budget
presented by the previdus Administration, have a frightening
growth characteristic as shown in the following:

(Chart follows)
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U.S. GOVERNMENT TRANSFER PAYMENTS
(Billions of Current $)

(1) (2)
1984 Budget

Fiscal Year Amount Olt. !“auglhu!pgl:;
(1) 1960 $ 23.6 18.3X
(2) 1965 32.3 13.3
(3) 1970 ' . 63.2 6.8
(4) 1973 150.4 2.9
(5) 1979 227.5 1.9
(6) 1980 271.2 1.6

. Carter Budget
n 1981 319.2 1.4
(8) 1982 353.4 1.2
(9) 1983 393.3 1.1
(10) 1984 C 4311 1.0
(i 1932 ?:;gultiple 11.5%

As a share of total government

expenditures, transfer payments

have risen from 25.6% in 1960 to .
a budgeted 48.4% in 1984.
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In the latest complete year, fiscal 1980, U. 8.
government transfer payments were up by a multiple of 11.sx
those payments in 1960. For 1984, they were budgeted by the
Carter Administration to rise to 48.4% of total government
expenditures, up from the 25.68% of 1960. It is hard to see
how fiscal responsibility can be restored without tackling
the increasing burden of these payments.

It is encouraging that the spcnd1n§ proposals of
the present Administration provide for some reduction in the
spending proposals of the Carter Administration. However,
even with the proposed budget cuts, the spending by the ‘
present Administration will continue the pattern of year-

to-year increases, as shown in the following:

’(Chart follows)



a

®
@
5
(®
m

8

Fiscal
Year

198

1981€
1982
1983
1984¢
1985¢
1985€

% lncrease

1980 - 1986

100

PLANNED SPENDING REDUCTIONS
(Billions ot Current $)

44] ] (&) 4 (5
) Budgeted Outliays % Over
“Per Per eagan Previous Year
Carter Reagan (Under) er e3qan
Budget Budget Carter Budget B8 udast
$579.6 Act, - 17.4 %
$ 6.7 0.99% 143 [133%
.3 699.0 (5.5) 1.6 6.5
817.3 759.2 (7.1) 10.6 86
8%.3 818.7 (8.0 8.9 7.8
967.9 886.2 (8.4) 87 82
1,00.3 (8.7 85 8.2
8.2% 65.4% REAGAN BUDGET

$202.4 billion increase
is $32.8 billion more than
total Federal outlays in 1974.

"DECREASES"
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I suggest that greater attention should be focused
on th; increases in federal spending as proposed in the
Reagan budget. The news iﬁdia refer almost constantly to
Reagan budget "decreases” whereas there are no decreases in
relation to prior years.

However we look at it, government spending and
the associated tax burden have been increasing at exceptional
rates and constitute major retardants to productivity and
growth, and to the control of inflation. The next chart
shows the related trends in taxes, output, productivity

and inflation:

(Chart follows)
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TAXES ARE STRANGLING THE ECONOMY
fndexes based on 1960 = 100

(1) (2) (3 (4)
: Produc= ’
Taxes OQutput tivity Prices
(1) 1960 100.0 100.0 - 100.0 100.0
(2) 1968 133.9 - 126.9 120.4 108.3
(3) 1970 213.6 146.6 132.2 133.0
(4) 197S 328.8 162.2 142.8 "18S.2
(S) 1976 ) 377.5 172.7 147.6 194.7
(6) 1977 423.9 182.8  1%0.3 - 206.3
(7) 1978 48G.5 192.2 151.0 221.4°
(8) 1979 $43.5 196.7 149.7 . 241.0
(9) 1979 as Multiple '
of 1960 5.4X% 2.0X Lsx| |2.4x

Taxes are up more than 2 1/2 times
output and more than 3 1/2 times
productivity. No wonder that inflation
- outpaces both output and productivity.
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From a 1960 base, taxes in the U. S. were up
more than five-fold in 1979. This is 2% times the two-
fold increase in output and 3% times tﬂe 1.5 multiple for
productivity for the same period. ancurrently; the
price index was up by a 2.4 multiple. In net, the rise in
taxes and related government spending and deficits outpaced
all these indicators, restricting output and productivity
and increasing inflationary pressures.

We have often heard that the eost-ot energy has
been the chief problem of the U. S. economy in recent years.
The following compares the increases in energy costs with

the increases in federal taxes.

{(Chart follows)
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CONSUMER COSTS OF ENERGY AND TAXES, 1970-1980
(Billlons Gf Current Dotlars)

a) @ (] (] ()} {6 m
Energy Federsl Taxes
txcise,

Personal Soclal Estats
Gausoline  All Other  Total Income Security  ‘And Gift Total

th
{2
3
tQ
%

(&
tn
¥
"

an

€6

1970 s24 S8 s&2 smE s @3 s14 SIS
1 2.9 as 84 B2 4.4 n6 a7
72 B.4 2.8 82 @7 .7 20 14
0 28 x.7 $5.3 108 "3 a8 208
197 3%.6 1.7 6.3 126.4 0.8 as a1.%
un Q4 A ns ;s .1 a3 2e2
197 “o @1 %7 Qs 108.3 zs 26
U a2 s mo 17 uas w7 5.9
17 sa.1 2 1069 194 131.2 B8 B4
199 6.4 a.3 1.7 .1 1.0 .1 4083
190 .1 %9  1%0 2.0 2.2 B S8
Amount Incresse .

1970-1980 $66.7 $ 4.1 $113.8 $162.2 s12.9 $16.3 $ 3014
1973-19% wr 2.5 1%.2 n.i 164

Federal Taxes

 Up By A Multiple
Of 2.8 Energy
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From the base of 1975, energy costs were up
by $78.2 billion in 1980. At the same time, the federal
tax ta}e increased by $222.7 billion or by a multiple of
2.8 times the increase in the cost of energy. 1In other
words, tax increases were a much greater total dollar burden
on the economy.

One of the ways in which tax increases impact on
productivity is through tie penalty placed on second incomes,

from wives who may enter the work force as shown in the

following:

(Chart follows)



106

THRE TAX PENALTY ON SECOND INCOMES:
ADDITIONAL INCOME AND SOCIAL SECURITY
TAXES PAID WHEN A WIFE WORKS

(As & of Wife's Gross Earnings) '
(1) (2) (3) 4)
U.s8. -
Employee's Total As
Income Social Multiple
Country : Tax (a) Security Total Of Each,
(1) United States 29% 6% 358
(2) Germany ' 16 16 32 1.09
(3) Netherlands 13 18 31 1.13
—{&4)y- Sweden : 31 - 31 1.13
(5) Luxembourg 16 12 28 1.25
(6) PFinland 23 ~ 3 26 1.35
(7) Switzerland 11 10 21 1.67
’ (8) France 10 10 20 175 ]
(9 Canada 16 3 19 1.84
(10) New Zealand 19 - 19 1.84
(11) Belgium 7 11 18 1.94
(12) Austria 5 13 18 1.94
(13) Australia 16 ’ - 16 2.19
(14)  Italy 7 8 15 2331
77 (15)  Japan 9 5 14 250 ]
(16) United Kingdom 8 2 10

Husband/wife team taxed 3.5X U.K.

(a) Assumes wife's earnings are 33% of her
husband's and husband is an average
production worker.
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The preceding shows the extreme disincentive for
wives to work in the United States as compared to other
countries. For example, the 35% tax rate on a wife's gross
earnings in the U. S. is 3.5 times the same factor in the
United Kingdom, 2.5 times the same factor in Japan, and
higher also than in all other éajor European countries and
in Canada.

Estate and gift taxes are another aspect of the
disincentive for productive enterprise in the U. S., as

follows:

{(Chart follows)

84-226 O—81——8
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(5)

(6)
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(8)
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THE HIGH COST OF DYING

Death and Gift Taxes as a Percent
of Gross Domestic Product

!

(1) (2)

0.S.
$ As A
Multiple
Percent Of Bach
United States 0.42% 1.00X
Australia 0.41 1.02
New Zealand 0.41 1.02
United Kingdom 0.32 1.31
Belgium 0.30 1.40
Switzerland 0.23 1.83
Ireland 0.21 2.00
Japan 0.19 2.21
France 0.18 -t France
Denmark 0.18 2.
Netherlands 0.18 2.33
Luxembourg 0.14 3.00
Portugal 0.13 3.23
Spain 0.13 3.23
Sweden 0.11 3.82
Pinland 0.10 4,20
Germany 0.09 C:; . -« Germany
Canada 0.07 .00
Norway 0.07 6.00
Italy 0.07 [ 6,00 | =Italy
Austria 0.06 <00
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Death and gift taxes as a percent of gross domestic
product in the U. S. at 0.42% are proportionately higher
than in any of the other OECD countries. The percent in the
U. S. is six times that of Italy, over 4k times that of
Germany, and 2.33 times that of France.

Taxes have a directly negative effect on savings

as seen in the following:

(Chart follows)



1) 1960-1963
2) 194-1976
B3) 1977-1978
4) 1979
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IMPACT OF TAXES ON SAVINGS

1) @) 3) (@)

u.s.

Average Average Savings Rates

Tax Rate .3 Germany Japan
26.6 % 51% 149 % 183 %
5.2 6.8 14.8 18.9
3.4 - 4.9 12.6 18.9
326 4.5 13.5 18.4

RAISE TAXES AND SAVINGS
GO DOWN. IF YOU WANT TO
INCREASE SAVINGS AND
INVESTMENT, CUT TAXES.
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When the U. S. average tax rate was reduced trqp
the 26.6% during the period 1960-1963 to 25.2% average
during the years 1964-1976, the savings rate in the Uf S.
increased from 5.1% of disposable income to 6.8%.

Correspondingly, du:iig the years 1977 and 1978,
when the average U. S. tax rate increased 'to 31.4%, the
U. 8. savings rate fell abruptly to 4.9%. And, in i979,
when the average U. S. tax rate increased further to 32.6%,
the savings rate fell to a low of 4.5%.

The message of all this is unmistakeable: take
away the fruits of productive investment and labor and you
destroy the incentive to save and invest in the future.

The only group that benefits tax-wise from inflation
is the Federal Government. As the following shows, tax
revenues are increased by inflation and legislated tax

reductions have not come close to offsetting this effect:

{Chart follows)
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THE CASE FOR TAX INDEXATION

ETTECT OF INPLATION AND FEDERAL TAX
REDUCTIONS OM A FAMILY OF FOUR, 1972-1980
(In Constant 1972 Dollrs)

(2) 3 4 (s) (6)

Increase/ (Decrease) In

Taxes, 1972-1980, Due To:

Net Tax

—iax Pald __
1972 1980 Increase  Inflation  Reductions

$ 7153 $1,002 $ ‘249 $ 306 $ (57)
1,501 1,950 449 $SS (106)
2,360 3,134 774 959 {185)
3,330 4,637 1,307 1,503 {196)
4,412 7,264 2,852 3,141 (289)
7,028 10,064 3,036 - 3,446 (410)

10,130 14,222 4,092 4,510 (418) .

29,060 37,774 8,714 9,346, (632)

In total, according to the U.S. Treasury Department,
each 1% increase in taxable income
taises Federal revenues by 1l.6%.

(&)

$ Of Inflation
Inctease’
Kept By

Ped. Gov't.

81.4%
80.9
80.7
87.0
90.8

90.7
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For all levels of pretax income, the Federal
Government has benefitted tax-wise from the effect of
inflation. FPFor example, at the $40,000 pretax income
10;01. over the period 1972-1980, the government kept 88.1%
of the tax increase that resulted from inflation. 1In
total, eacq_lt increase in taxable income has been calculated
by the U. S. Treasury to raise federal revenues by l1l.6%.

There is clearly a tide running in this country
for substantial tax reductions. My concern is that we will
undershoot the amount of tax reduction that is needed to
get the economy back on track. There is no doubt from All
the evidence at hand that tax reductions have a stimulative
effect on investment and income and that, therefore, the
immediate reduction in tax revenues from a drop in the tax
rate is soon offset by an enlargement of the tax base. The

following shows one calculation of this effect:

(Chart follows)
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COSTS OF REDUCING MAXIMUM TAX
RATE ON PERSONAL INCOME, 1980

(1 (2) (3 (4)

Loss Of Revenue By

Reducing From 70%
¥ of $ Increase In

Inconme $579.6 Income Required
Maximum Tax Billion To Offset Lost
Tax Rate Generated Amount Budget Tax Revenues

(B{11icn 3) (81I1Ton 3)

. 70% $244.1 - - -
60 242.9 $ 1.2 0.2% 0.3%
50 240.7 3.4 0.6 0.9
45 234.1 10.0 1.7 2.7
42 ~ 23049 - 13.2 2.3 3.5
36 221.6 3253 3.9 6.0

Underground Economy
Income: $250-$350 Billion

Lost Tax Revenues: $30-$50 Billion
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Based on the latest available U. 8. Treasury data,
if the maximum tax rate had been cut from 70% to 36% in
1980, we estimate that the revenue loss would have been
about $22.5 billion, or 3.9% of the 1980 Federal budget. To
make up for this potential loss, taxable income generated in
the economy would only have to increase by 6.0%. The $22.8
billion loss of revenue by a tax cut of this magnitude would
be more ehan'mado up by incréased growth and recovery of a
part of the $30-$50 billion of revenue lost to the underground
economy.

The case for a very substantial reduction in tax
rates is reinforced when we analyze the effect of the tax
bracket creep from inflation on the purchasing power of the
average family. The following shows the pretax income
required for a family of four to maintain its 1972 real
purchasing power:

(Chart follows)



(1)

(2)

(3)
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108 INFLATION TAX BRACKET CREEP

PRETAX INCOME REQUIRED FOR A FAMILY OF ro?n
TO MAINTAIN 1972 REAL PURCHASING POWER (3)

1972

1980

1986

1993

(1) (2)

. §$ 20,000 $ 30,000
41,080 63,586
76,320 119,962

166,337 253,182

(3)
$ 40,000

86,767 °

160,876

332,931

(a) Assuming future tax cuts proportional

to 1972-1980 experience.

(4)
$ 50,000

108,956

198,929 .

406,889
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In 1986, the income of a family of four, in order
to maintain the same $40,000 of purchasing power that it had
in 1972, would have to have a pretax income of $160,876 or
302.2% hiéher. This assumes 10% inflation per year and
includes future tax cuts proportional to those actually made
during the period 1972-80. By 1993, the same family would
have to have its income more than double again, to $332,931,
up by 732.3% over 1972.

These trends will eventually push all wage earners

into the top earned income bracket, seen as follows:

(Chart follows)



(1)

(2)

(3)

(4)

(5)

(6)

(7

(8)

WITH NO INCREASE IN PURCHASING POWER

(1)

1972
Taxable

Income

$ 10,000

15,000

20,000

25,000

30,000

40,000

50,000

100,000

(a) Assuming future tax cuts proéortional
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10% INFLATION TAX BRACKET CREEP

{Wage and Salary Income) (a)

(2) (3) (4) (5)
1972 1980 1986 1993
Marginal Tax Rates
19.0% 24.0% 32.0% 50.0%
22.0 28.0 43.0 50.0
25.0 37.0 50.0 50.0
28.0 43.0 50.0 50.0
32.0 49.0 50.0 50.0
36.0 50.0 50.0 50.0
42.0 50.0 50.0 50.0
56.0 50.0 50.0 50.0

to 1972-1980 experience.
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Thus, by 1993, on the basis of the experience from
1972 through 1980, all tax brackets down to $10,000 of 1972
constant dollar pretax income would be at the 50% maximum
marginal tax rate on wages and salaries.

Further, while the Kemp-Roth tax reduction proposal
is a very desirable move, tax bracket creep reduces its

effectiveness as seen in the following:

(Table follows)



g ———"-

g =

(1)

(2)

{3

(4)

(s)

(6)

(7)

1981

1982

1983

1984

1985

1986

Cumulative
Six-Year
Total

{a) Assumed effective
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KEMP-ROTH(3) V3. BRACKET CREEP
(Billions of Current $)

(1)

Income

Tax

Reduction

$(14.6)

(48.7)

(92.9)

{129.8)

(152.8)

(178.9)

$(617.7)

{b) Compounded

(2) {3) (4)
Bracket
_c‘_‘.‘.t.x.'l%
[) Inflation
Tax Rate (GNP

Amount Reduction Deflator)

$ 8.9 61.0% 9.1%

1.5 64.7 10.4

. 57.0 61.3 9.1

87.5 67.4 8.5

123.6 80.9 8.1

166.1 92.9 7.5
$474.6 76.8% 65.7%(b)

Avg. Ann. 08.8%

July 1, 1981.
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By 1986, just two years after the full effactive-
ness of Kemp-Roth, tax bracket creep will have taken back
92.9% of the tax reduction. The need for an indexed income
tax comes out clearly in these data.

It is of interest to see uhogc the money of a
tani}y of four has gone in recent years as compared with
past periods: ‘

(Chart follows)
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WHERE DOES THE MONEY GO?
Family Of Four With 1971 Income Of $16,000

(1) (2) (3) (4)

$ Of Total Spendin
% Inc./

(Dec.) 1980

1971 1975 1980 Vs, 1971
(1) Taxes On Income 19.1% 22.3% 27.7%
(2) Food 20.1 21.6° 20.4 1.5
(3) Transportation 7.9 7.4 8.0 1.3
(4) Medical Care 4.0 3.8 4.0 -
() Housing 25.0 24.0 22.5 (10.0)
(6) Personal Care 2.3 2.1 1.9 (17.4)
(7N Other 13.0 11.5 10.0 (23.1{
(8) Clothing 8.6 7.3 5.5 i36.1)
(9) Total 100.0% - 100.0% 100.0%

To The Government
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“tocerne teome a. Songp Llina measace for tax
ceosiavio. tLo kbl vercentass ol foamily ‘raome “hat vaent

e el taseoznevased dadn W LY da 1L4L te 27.7% ul 168¢

EX S AN S A SRR SN AR PN I hoowe b T2 Bad pATR -«

- g ' [ s v [ Y ay ~ . R,
- .t P on Yoo, AN CooraraTe n.orNr-
sleonan. fcleaae 2 aty 0 oot af a0 sening,

w. hear .reqgu:nt relereace to the inc:rasei cos*
of medl :..} <ave bu  Liz Tt~ ook the goao.e §.0% shale of
coctal fam’ly- spundiny (= 1982 az in 1970, Tven In3d, oftaen
cited as ~ maor ¢alprit in inflation, increasec its share
only 1.5%, dwarfed by the 45.0% increase in the part of
family income going to taxes.

The Keogh Plan was a worthy approach to inducing
additional savings but that alsoc has become a victim of

inflation, seen as follows:

(Chart follows)

84-226 0—81-—-—9
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OUTDATED KEOGH PLAN
RESTRICTS SAVINGS

{1) rd] 3 @ 6)
Required
Maximum Allowable Deduction Required Deduction
Keogh Plan Deduction To Equal Above $7,500
In In Constant  $7,500 In Maximum
) Current $ 1974 $ 1974 $ Amount %
Q1974 $7,500 :57,5:00: $7,500 - -
@ 1975 7,500 6, 874 8,186 $ 68 9.1%
3 1976 7,500 6,49 8,655 1,155 15.4
@ 1977 7,500 6,108 9,218 1,N8 2.9
5) 1978 7,500 5, 669 9,923 2,43 2.3
6 1979 7,500 5,09 11,040 3,540 4.2
M 198 7,500 4,438 12,533 5,033 6.1

@ 198 7,500 3,026 | 13,973 6,43 [86.3
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The maximum allowable deduction under the Keogh
Plan has not been increased at all since 1974. If the
maximum had been raised in line with inflation, it would
be $13,973 in 1981 which is $6,473 or 86.3% greater than
the allowable of $7,500. Failure to index the allowable
with inflation has largely eliminated the original purpose
of the plan.

It is of interest to note where the personal

income tax money comes from:

(Chart follows)
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WHERE DID THE PERSONAL INCOME TAX
MONEY COME FROM IN 19802

(1} {2y (@)} (L}] (5
Ratio Taxes -aid
s of s ot of 8 As % Of
Expanded s of Total Total Taxes $.79.6
Incone Total Taxable Taxes To & rillion
Level Taxpayers Income Paid Income _ Sudqet
$0-814,999 50.9% 21,.9% 10.7% 0.5x 4.58
$100,000 + 2.4 §.7
subtotal 0.9 1.2
3.8x
$50,000-599,999 1.8 5.6
Subtotal 1.1 16.8
$15,000-549,999 {60.07] 1.0 25,3
Total 100.0% 100.0% 100.0% 1.0x 42.18
Social Secucrity Tax 27.7
Business Taxes 11.2
Othec Revenue 8.7
Deficit 10.3
Total 100.0%

(a) And what they pay is only 3.7X the lost
taxes from the undecground econoamy,
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As brought out, 0.9% of total taxpayers have
incomes of $100,000 or more and 6.8% of all taxable income
and pay 16.0% of all personal taxes. The low income group,-
under $15,000, who represent 50.9% of all taxpayers and
21.9% of all taxable income, pay 10.7% of all personal
taxes. There is little prospect of increasing the propor-
tions of taxes paid by these groups. Thus, increasingly the
burden must fall on middle incomas, the $15,000-$49,999
groups with }4.4% of the taxpayers representing 62.5% of
taxable income and paying 60.0% of all personal taxes. What
this means very simply is that it has become politically
more difficult to raise tax rates, i.e., increasingly, any
higher tax rates to be effective in raising revenue will
have to come from the 44.4% of taxpayers in the middle
class.

The Kennedy Administration tax cuts of 1964 and
1965 are illustrative of the favorable revenue effects of

tax cuts:

{Chart follows)
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FEDERAL INCOME TAX REVENUE
DURING THE KENNEDY TAX CUTS OF 1964 AND 1965
BY INCOME CLASS
(Millions of Current Dollars)

Adjusted Gross Actual Prcdictod
Income Class Change

{Thousands) 1963 1964 1965 1963-65 m
$0-S _ $5,911 $4,668 $4,337 (27 s (30) %
S=10 17,305 15,944 15,434 (1)s (21)
10-15 9,430 9,972 10,712 149 } (1n
15-20 3,497 3,709 4,189 208

20-50 6,681 6,882 7,440 1ls (10)
$0-100 2,920 3,204 3,654 25%

100-500 1,829 2,220 2,752 46%

$00~1,000 243 306 408 68% (13)
1,000+ _327 427 603 85

Total $48,204 547,153  $49,530 " 3%

Maximum marginal :
income tax rate 91% 77% 70%

Source: Internal Revenue Service, Statistics of Income-=1963,
1964, 13965, Individual Income Tax HEturns, ax

Poundatfon



129

The Treasury Department prediction of the negative
effects of the Kennedy tax cuts was completely wrong.
For all income brackets of $10,000 and above, tax revenues
increased by l1l1l% to 85% compared to decreases of (10)% to
(17) % predicted by the Treasury.

With regard to taxation of corporate profits, the
combined effects of inflation and tax rates has been devas-

tating, as seen in the following:

(Chart on next page)
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ILLUSORY AND REAL NON-FINANCIAL CORPORATE PROFITS
: (¢ 8illions)

(1) () (3} 4) {5)
Rheal
Profits
Reported Internal Aftez~
Pretax Accounting Tax

Jrofigs  Adjustment _Taxes  Inflation (}380.8)

(1) 1968 $ 72.9 $ 0.3 $ 33.4 4.4% $ 03.5

(2) 1970 6.8 (4.2) 27.0 S.4 49.6
3 1975 107.3 (11.3)‘ 2.2 9.3 63.3
(4) 1976 1335.0 (27.7) S?.G 8.2 73.4
(5 1977 154.3 (27.2) 9.4 5.8 lS-.!
() 1978 174.3 36.7) 67.3 7.3 3.1
(33} 1979 193.4 (56.7) "..7 8.8 73.0
(e} 1980 103.8 (60.1) €3.1 9.0 60.6
1t} 1981 Proj. 180.0 (60.0) - 1.0 10.0
AT |
{10)  1977-1981 3.9% (21.9)8 (0.7 (1.2)82ts.} (11.2)8

TAX AND INPLATION PEMALYY
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After adjusting oo inrlation act tavavior,
Drafils deeraarel {roo A% 0 Billlion i 1977 do $82.6

Llaeder oo et o 1381 or a de e cf (D7 R
LETT 0NN Lir Lsean 3 kwlslas poofll 8 detreaased by NLUIYr st
There trends have had » ser2rely restraining effect

on the abi’.tyv of coHrporations *“¢ pay dividends an?!, thus,

or in:entive £3r investrent as seen in the follewing:

{Chart follows!
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NON-FINANCIAL CORPORATIONS

THE DEMISE OF PRODUCTIVE ENTERPRISE
(Average Annual % Change)

(1} @ <)) Y 6 (6}
NOMINAL R

1960- 1970- 1976- 1%60- 1970- 1976~

1970 1976 1980 1970 1976 1980
1) Total Sales 1.3% 142 % 9.9 % 43 % 1% Q. 4%
Q) Pretax Profits 36 15.5 80 a7 83 D
(3) Dividends 5.7 8.5 1.6 27 L 24

—re

Steady deterioration
in real dividend payout.

Corporations and Iindividuals pay
ever higher taxes on inflated
profits and dividends, while in

real terms these have been falling.

Nominal
1960 1970 1976 1980
Sales (Trillions) $Q38 $L6 $ 36 %52
Pretax Profits (Billions)  39.7 56.8 135.0 18.7
Dividends {Billions) 10.6 185 a1 4.4
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Over the period from 1976 to 1980, sales and
pretax profits increased at per annum rates of 9.9% and
8.0%, respectively. On a real constant dollar basis, there
were declines of (0.4)% and (2.1)%. )

On the key factor of dividends, the nominal
increase of 7.6% per annum during 1976-80 netted out to a
real decline at the rate of (2.4)%, There has actually been
a steady deterioration in real dividend payout going back 20
years, i.e., from increasas of 2.7% per annum in the decade
of the sixties to 1.8% in the first half of the seventies
to the (2.4)% decline in the last half of the seventies.

The climate for investment in the U. S. has been

seriocusly undermined as compared with other countries.

{(Chart follows)
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TAXES ON INVESTMENT RETARD SAVINGS
AND PRODUCTIVITY IN THE U, S.

1) @)
1979 Tax

Rate On Savings
Investment Rate,

Income (3) 1975-197¢

(1) Francs 1.3% 17.2 %
) W. Germany 1.8 145
{3) Japan 14.4 2.5
{4 Canada 30.0 1.3
() tnited Kingdom 2.5 12.2
(6} United States 3.5 63

3

Avg Ann, %

Increase In

Output Per
Hour,

1973-1978

39%
19
34
L1
22
1.0

{a) $10,000 dividends, $5,000 interest and $34,000 capital gains coupled with $50,000 salary.
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The average tax rate on investment income in the
U. S. at 33.5% in 1979 was the highest for any of these
countries -- 4k times higher than in France and almost 3
times higher than in West Germany. Correspondingly, the
savings rate in the U. S. was by far the lowest, almost 2/3
less than that of France and less than 1/2 West Germany's.
As a result, productivity in the U, S. grew at a rate that
was only about 1/4 that of Prance and West Germany.

Moving on now to the ta% issues before this
Committee, there are three basic lines of argument which
have been set forth to show that the Reagan tax proposals
are unfair and biased against low-income taxpayers. I
believe allvthree arguments are incorrect, and would like to
deal with each in turn.

. The simélest is that the proposed cuts provide
greater dollar benefits to high income taxpayers than to

low-income taxpayers, and are, therefore, not fair, as

follows:

{Table follows)



1)

(2)

(3)

(4)

(5)

1980
Gross

Income

$ 10,000
20,000
30,000
50,000

100,000

(1)

Same
Income
1984

Dollars

$13,500
27,060
40,500
67,500

135,000
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1984 TAX REDUCTIONS

(2) (3) (4) (5)
1984 Tax Liability
Under Under Reagan Plan (Under)
Current Reagan ——Current Law
Law Plan Amount )
$ 973 $ 688 $ (285) (29.3)%
3,267 2,539 (728) (22.3)
6,454 5,027 (1,427) (22.1)
15,452 12,073 (3,379) (21.8)
41,383 34,063 (7.470) (18.1)
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The arithmetic indeed shows that higher income
_brackets get greater dollar reductions in taxes, but this
is irrelevant. It neglects the simple fact that, even under
a straight proportiocnal tax system where the tax rate is the
same at all income brackets, tax doliars paid rise with '
income, and therefore a roughly equal percent cut in tax
rates will yield a greater dollar benefit for higher incomes.
And under our progressive tax system, as shown in the preceding,
the effect is even more pronounced, with the dollar amounts
of tax reduction greater for higher incomes even though in
percentage terms their cuts are lowver.

The segond negative argument, closely related to
the first, measu;es the tax cut in terms of percentage

increases in aftertax income, as follows:

(Table follows)



1980

Geoss
Jocome
(1) § 10,000
(2} 20,000
(3) 30,000
(4) $0,000

{$) 100,000

(1)

Same
Income
1984

foljars(a) __lav

$13,500
27,000
40.5‘00
67,500

135,000
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(2) (3)
1984

—Tax Lisbility (b)
Under Undez
Present Reagan
Plan
$ 9N $ 6488
3,267 2,539
6,454 5,027
18,452 12,073
41,353 34,063

REAGAN PROPOSAL VS. CURRENT LAW

1984 AFTER-TAX INCOME INCREASES

4) %) {6) N

1984 After~Tax
Onder Onder Reagan Plan Above
Present Reagan cygrent Law
. Rlan Amount ———

$12,527 812,812 s 288 2.3
3,733 24,461 728 3.1
34,046 35,473 1,427 4.2
32,048 55,427 3,379 6.5
93,647 100,937 7,470 8.0

(a) Assuming 35¢ inflation between 1980 and 1984.

(b) Assumes deductions equal 23% of gross income,

Joint Return with 4 exemptions.
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While this argument seems reasonable at first,
analysis indicates that it is feally the same as the first
argument. Under a progressive tax system, any time tax
cuts are related to aftertax income, neglecting the disparity
in taxes paid, the results are misleading. To simplify,
consider a tax system with only 2 tax rates: 10% for low
income persons and 99% for high income persgons. The follow-
ing shows the change in aftertax income resulting from a
18 pt. drop in tax rates:

(Table follows)

84-226 0—81——10
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REDUCING PROGRESSIVE TAXES

(1) (2) (3) 4) () (6)
Tax Rates After-Tax Income As

After Percent Of Total Income

1% pe. 18 Pt. ]

Current Reduction Reduction Current Increase Ircrease
Surrent fecuctlon  Zacuctlion LUIESR:  lncroase increase

(1) Low Income 108 9% (10.0)% 90 91% l.1s

(2) 8igh Income 99 98 (1.0) 1 2 100.0
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This example shows that what is being measured is
not the tax cut, but the progressivity of the original tax
system. Thus, when each tax rate is reduced by 1% pt., the
Jower income taxpayer receives only a 1.1% gain in aftertax
income, while the higher income tarpayer -- because he
already pays 99% of his income in taxes -- doubles his
aftertax income. Another example shows the result, by this
wmethod, of the 7.5% surtax effected in 1968, which‘raiaed
everyone's taxes by an additional 7.5%.

(Table follows)



(1)

2)

(3)

4)

5

(6)

n

(8)

(9)
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THE 1968 ACROSS THE BOARD SURTAX

(1) (2) (3)
1968
Geoss Taxable Income 7.5%
Income Income Tax Surtax
$ 5,000 $ 850 $ 119 - (a)
10,000 4,700 753l 56
15,000 8,550 1,501 113
20,000 12,400 2,360 177
25,000 19,250 4,170 313
$0,000° 35,500 10,130 760
100,000 74,000 29,920 2,244
200,000 151,000 17,640 5,823
500,000 382,000 218,380 17,879

(a) Surtax did not apply to families with
less than $233 in income tax liability.

(4) (3) (6) ()]

After-Tax Income

Tax Plus Without With s
Surtax Surtax Surtax  Reduction
$ 119  $4,881  § 4,881 - (a)

809 9,247 9,191 {0.6)
1,614 13,499 13,386
2,537 17,640 17,463 (1.0
4,483 22,640 22,327 (1.4)
10,890 39,870 39,110 (1.9)

32,164 70,080 67,836 (1.2)
83,463 122,360 116,537
256,259 261,620 243,741 (6.8)
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As shown, this across-the-board tax increase had
the effect of reducin§ aftertax income by a much greater
percentage for high-income taxpayers than for low-income
taxpayers. For example, aftertax income for the $200,000
bracket was reduced by (4.8)% which was six times the (0.8)%
reduction absorbed by the $15,000 bracket. Again, under any
progressive tax system, the true effect of a tax cut is
measured by the percent reduction in taxes paid, not by
percent increases in aftertax income.

A third negative argument used against the Reagan
tax proposal is that the higher income brackets get a
proportionately greater break than lower income brackets in
1984 under the Reaqan‘plan as compared with 1980 under

current law, as seen in the following:

{(Table follows)
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1980 AND 1984 AVERAGE TAX RATES

(1) (2) (3) (4)

Average Tax Rates

% 1984

Same Reagan Plan

1980 Income 1980 1984 (Under) /Over
Gross 1984 Current Reagan 1980

Income Dollars Law Plan Current Law
(1) §$ 10,000 $13,500 3.7% S.1% 37.8%
(2) 20,000 27,000 10.7 9.4 (12.1)
(3) 30,000 40,500 13.9 12.4 {(10.8)
(4) 50,000 67,500 19.9 17.9 (10.1)

(S) 100,000 135,000 29.4 25.2 (14.3)
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It is fallacious to compare 1984 under the Reagan
plan with 1980 under current law as 1984 includes the
effect of tax bracket creep. As can be seen from the
preceding, in this kind of comparison the higher tax bracket
gets more of a peduction than the lower tax bracket for the
simple reason that inflation is pushing everyone into higher
brackets. Thus, it is inflation which is being measured,
not the tax reduction.

The correct way to measure the effect of the
proposed tax reduction is to compare the 1984 tax rates
under present law with the 1984 tax rates under the Reagan

plan as follows:

(Table follows)



Wy
@
3
(4}
6)

nm
1930
Taxatle
Lueone
$ 1770
20,000
30,000
50,000

109,000

1

‘ Jcme
Incs ..

.o
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COMPARISQOM OF TAX RATES UNDER
CURRENT LAY AND UNDER RE&GAYN £l

AT 1784 AVERACS TAX RATFS

9.4
2
43.6

¢ AssuT'ng 35% irclaticn between 1927 and 1988

iy
-

RAe2oan La
Log e
Gt
- o ——

-—

Q1. a
26.5)
i25.0)
1r. 4

~=- 7.8% averz2ge annual.

t
i
2% Greater

Tax Rate Cut



147

As compared with present law, the Reagan proposal‘
would grant every income level a tax-rate reduction. And
even allowing for tax-bracket creep, which clearly hurts
lower-income brackets, the largest percent reductions in
1984 would go to the lowest incomes -~ 62 percent more for
the $10,009 taxable income earner than for those in the
$100,000 bracket.

The preceding chart is based on total taxable
income, including unearned as well as earned. The follow-
ing compares the proposed Reagan marginal tax rates with

current law for earned income:

{(Table follows)



1
)
(3
4
5)
{6)

8
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COMPAR1SON OF PROPOSED REAGAN
MARGINAL TAX RATES WITH CURRENT LAW
Wage and Salary Income

(1) ) (3 4
Constant Reagan Plan
190 $ 1984 Marginal (Under)
Taxable Tax Rates® Current Law
Income Current Law Reagan Pian  Amount %
$ 10,000 4% 18 % ( 6)%Pts. (5.01%
20,000 37 i (10) (27.0)
30,000 4 36 13 (26.5) )Average
40,000 50 4 (10 (20,00 | B-1%
50,000 50 40 (10) (20.0) vs
100,000 50 47 (3 (6.0
. - Average
200,000 50 50 2.00%
500,000 50 50 - -

* Assuming 10% per year inflation.

How can anyone say
the Reagan proposals
are '"less progressive"?
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Taxable wage and salary income at the $100,000
level gets a reduction in 1984 under the Reagan plan versus
current law of only (6.0)%. This compares with an average
reduction of (23.7)% for incomes of $50,000 and under.
Clearly the Reagan proposal makes the tax structure more
progressive, not less.

An area of our tax structure that has been partic-
ularly adverse to investment, production and growth is the
capital gains tax. This tax was raised in successive steps
from 25% in 1968 to 49.1% until it was reduced to 28% in
October 1978. The relationship between the capital gains

tax and economic performance can be seen in the following:

(Table follows)
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THE DISINCENTIVIZATION OF AMERICA

[1\] 2 3 (& 5
1962 - 1980 19%0
Averace Government Maximum
investment Spending As Capital
As % Of GNP % Of GNP (a) Real GNP Productivity Galns Tax
(Avg. Ann, % [ncreasel
) Japan —{ 32.5 % | [ &7 %} [79%] [1s8s 0%
(@ Belgium A5 15.0 3.9 8.6 0
(3} Netheriands 8.6 16.8 4,1 6.4 0
@ Ialy s 154 41 5.6 | ]
5) France 2.9 13.8 4.4 5.4 0
(6} Germany 20.6 17.5 3.6 5.2 0
{0 United Kingtom 18.4 18.7 2.3 27 2.0 %)

{© United States —17.8 | 1206 EXA [ 2.2 = \zay

Jaoan Versus U. S.

% Higher investment Rate
58% Lower Gov't Expenditures
126%  Higher GNP Growth
3.5X Productivity Growth

{al Federal, State and Local Current Spending Excluding Transfer Payments and Capilal Spending.
@) Asplies to bath Short-Term and Long-Term Gains.
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This chart is a repeat of an earlier one with,
however, the last column added to show that the countries
with the highest economic performance have had no Capital
Gains Tax while the U. K. and U. S. having rates of 10% and
28%, respectively, have had corréspondinqu poor performance.

There is evidence of the beneficial effect from
the reduction in the capital gains tax in the following on

new equity issues by small companies.

(Table follows)



(D
(2
(3
(4
(5
{6
(n
(8
9
(10
19§
(12
(13
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£QUITY CAPITAL RAISED BY COMPANIES
HAVING A NET WORTH OF UNDER $5 MILLION

{Milliens of $)
{1 2) {3 (4
Maximum
Funds Raised Capital
Mo. of Constant Gains
Year Oftarings Current $ 1980 ¢ Tax Rate
1933 358 $ 745.3 $1,643.3 5.0%
1969 698 1,366.9 2,869.5 25.0
1970 198 375.0 741.3 29.5
1971 rZt 550.9 1,044.5 40.0
1972 409 896.0 1,631.2 45.0
1973 69 159.7 274.8 45.0
1974 9 16.1 45.0
1975 4 16,2 ] ] 45.0
1975 9 144.8 197.0 49,1
1977 13 _ 42.6 %4.38 49.1
1973 2 106.9 49.1
1979 4 182.9 201.1 28.0
1920 M35 | (®21.5 | 28.0
Up By Up By
542.9% 819.9%
Up By_| Up By_|
4,987% 3,285%

OURIZIG THE FIRST QUARTER OF 1981 THERE \VERE 59 NEW
OFFERINGS TOTALLING 3313 MILLION, OR AORE THAN
THE 5-YEAR TOTAL FOR 1974 THROUGH 1978.
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Equity capital raised by companies having a net
worth of under $5 million increased from $89.3 million in
1978 to $821.5 million in 1980, an increase of about 820%.
This resulted from an increase in the'number of offerings
from 21 in 1978 to 135 in 1980, the second year of the
reduced maximum Capital Gains Tax rﬁte. During the First
Quarter of 1981, there were 59 new offerings totaling $313
million, or more than the five-year total for 1974 through
1978.

It is most important Eo increase capital formation
in small companies as they account for the bulk of new jobs,

as seen in the following:

(Table follows)
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During the period 1969-1976, 81.5% of net new jobs
created in the U.S. were accounted for by firms having 100
employees or fewer. 66.0% of the new jobs were created by
firms with 20 or fewer employees. The smaller éompanies are
the ones that need capital and that will benefit most from a
reduction of the capital gains tax.

While the reduction in the maximum capital gains
tax to 28% has a favorable effect on capital formation, it
is still a very burdensome tax in an inflationary time, as

seen in the following:

(Table follows)

84-226 O0—81——11



(1)

(2)

e })
(0]

(s)

6
n
(L}
9
(10)

(1

Period
ot

Zime
1950's Avyg.

1960%a Avyg.

1978
1979

1980

Putuce?
Puture?
Tutucre?
Puturae?
Future?

PFuture?

1$1] (2) (3 ) (5)
Triple Your
Double Your Triple Your Noney Back,
Annpal Capital Money Back, Money Back, Mominal
Inflation Gains Nominal Nominal Pretax
-Rate Iax Rate —BEStaX _ _Pretax = Avg, Ann. 9
2.08 25.0% 52.1% 116.2¢ 1.3
2.3 2%.0 4.1 12.0 11.0
$.2% 49.1% 4.48 40.2% 4.8
1.3 28.0 {20.3) 12.9 1.7
13.5 20.0 (30.9) (2.0) <
18.0% 20.0% (45.1)% (20.9)% (3.2)%
16.0 20.0 (38.4) (11.0) (.6
14.0 20.0 (29.8) 1.4 0.2
12.0 20.0 {20.3) 15.3 2.0
10.0 | 20.0 19.4) 30.9 3.8 I-‘
|
8.0 . 12000 3.7 4.1 5.7
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As brought out, under the inflationary conditions
of 1980, if one tripled the pretax value of an investment in
the 7.2 years that equity investments are held on average,
with a 28% capital gains tax, that would still be a loss of
(2.0)% on the initial investment. |

Further, even with a reduction in the maximum
capital gains tax to 20%, with inflation at 10%, pretax
doubling of an initial investment over a period of 7.2 years
would result in a loss of (9.4)% after tax.

It is interesting to consider the effect of
eliminating the capital gains tax completely, estimated in the
following for a five-year period ending in 1985:

(Table follows)
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It has been estimated that elimination of the
capital gains tax would result in $475.2 billion additional
GNP or an increase of 10.8% in 1985. The gain would feed
into higher federal revenue and a higher federal budget
surplus, estimated at $106.6 billion, which could be used to
make further cuts in personal and corporate taxes. )

It is difficult to understand why there have been
doubts in the past as to the negative effects of capital
gains taxes. In addition to the evidence already presented
it is of interest to consider relative performance among the

Lower 48 States having varying tax rates, as follows:

(Table follows)
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CAPITAL GAINS TAXES AND INCOME GROWTH

Lower 48 States Ranked in Pour Groups
on Basis of Income Growth

(1) (2) - (3)

Real
Personal 1979
Income Maximum 1979
Avg. Ann. § Tax Rate Total
Increase on Capital Taxes as §
Average of: 1972-1979  __Gains = of Income
(1) Top Twelve
WY', NV, TX, ’
NM, WA, OK, 5.1% 1.6% 15.2%
AZ, OR, UT,
ID, LA, CO
{2) Second Twelve
FL, AR, NH,
CA, KY, SC, 3.4 2.9 14.8
AL, kS, TN, ,
WY, VA, MN 1
4
(3) Third Twelve
MS, IA, MT,
GA, NC, WI, 2.5 3.7 14.8
ME, NB, IN,
MO, ND, VT
(4) Lowvest Twelve
MI, SD, IL,
MD, OH, CT, L 1.2 3.9 16.0
PA, DE, RI,
MA, NJ, NY
Memo: New York State (0.4)% 10.9% 17.1%

Memo: Total New York State and City 14.5%
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As brought out, the 12 states with the highest
rate of growth in personal income during 1972-1979, averag-
ing 5.1% per year, had the lowest maximum capital gains tax
rates, averaging l1.6%. By comparison, the 12 states with
the smallest increase in personal income during the years
1972-1979, at 1l.2% per annum, had the highest maximum
capital gains tax rate, averaging 3.9%.

It is notable that the State of New York, with the
highest maximum capital gains tax rate of all the states,
was the only state to experience a decrease in total real
personal income in 1972-1979, at (0.4)% per annum.

The experience of the states and countries having
steep capital gains taxation provides strong support for

entirely eliminating this tax.

In summary, with respect to taxation, I urge the

following:

1. CUT THE TOP PERSONAL TAX RATE TO 36%.

2. ADJUST ALL PERSONAL AND CORPORATE EARNINGS
FOR INFLATION BEFORE TAXING.

3. ELIMINATE THE CAPITAL GAINS TAX COMPLETELY.
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CHARTS TO ACCOMPANY
TESTIMONY OF

MR. J. PETER GRACE
CHAIRMAN AND CHIEF EXECUTIVE OFFICER
W.R. GRACE & CO.
Before the
SENATE FINANCE COMMITTEE

Washington, D.C.
May 19th, 1981
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CHART 1

10% INFLATION TAX BRACKET CREEP

PRETAX INCOME REQUIRED FOR A FAMILY OF FOUR
TO MAINTAIN 1972 REAL PURCHASING POWER

(1) (2) (3) (4)
(1) 1972 $ 20,000 $ 30,000 $ 40,000 $ 80,000
(2) 1980 41,080 63,886 86,767 108,956
[(3) 1986 76,320 119,962 160,876 198,929 |
(4) 1993 166,337 253,182 332,931 406,889
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CHART 2

10% INFLATION TAX BRACKET CREERP
WITH NO INCREASE IN PURCHASING POWER

m

1072
Taxable
Income

$10,000
15,000
20,000
26,000
30,000
40,000
80,000
100,000

(Wage and Salary income)

2) {3) {4) ()
1972 1980 1988 1993
Marginal Tax Rates
19.0% 24.0% 32.0% 80.0%
22.0 28.0 43.0 80.0
28.0 37.0 80.0 80.0
28.0 43.0 80.0 80.0
32.0 49.0 80.0 80.0
36.0 80.0 50.0 80.0
42.0 80.0 80.0 80.0
80.0 80.0 60.0 80.0



165

CHART 3

KEMP-ROTH(®) vs. BRACKET CREEP
(Billions of Current $)

(8} (2) (3) (4

Bracket

Creep Increase
T —— [}

income As % Of Inflation

Tax Tax Rate (QNP
Reduction Amount Reduction Deflator)
(1) 1981 $( 14.0) $ 8.9 61.0% 9.1%
(2) 1982 { 48.7) 31.8 64.7 10.4
(3) 1983 ( 92.9) §7.0 61.3 0.1
{4) 19084 (129.8) 87.8 67.4 8.8
(8) 1988 {152.8) 123.6 80.9 8.4
(6} 19886 (178.9) 166.1 92.9 7.8
{7 Cumulative
Six-Year
Total $(617.7) $474.6 76.8% 65.7% (b)

Avg. Ann. 8.8%

(a) Assumed effective July 1, 1981.
{b) Compounded
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CHART 4

THE DISINCENTIVIZATION OF AMERICA

(2}

3)

1962 - 1980

1)

tment Sponding As
mnoTonr  wor onp {a)

(1) Japen u.o'l.}
(2) Bolglum 21.8
{9) Netheriands 23.0
(4) Raly 20.8
(8) Prance 22.0
(6) Germany 20.¢
(1) United Kingdom 18.4
(8) United States

Ce1%]

18.0
10.8
184
13.8
17.8
18.7

Real GNP
{Avs.
X3
3.

a1

a9

as
a.e
2.3

)

Japen Yersus U.8.

Migher inves
Lower Gov't Rxpend
Migher GNP Growth

tment Rate
Ruree

Productivity Qrowth

x Trorasse) |

30.0%(®)

{a) Federal, State and Looal Current Spending Excluding Transfer Payments

and Capital Spending.

(b) Applies to both Short-Term and Long-Term Qains.
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CHART 5

U.S.’s DECLINING SHARE OF WORLD OUTPUT
(Percent of World GNP)

(1) (2) (3) (4) (!)
1880 As
Muitiple
1953 1960 1970 1980 of 1983
(1) Japan 3.9% 5.1% 8.8% 10.1% 2.6X
(2) LDC's 20.7 18.7 18.2 21.9 1.1
{3) France 8.2 5.5 5.6 5.8 1.1
(4) West Germany 7.0 8.7 8.2 7.3 1.0
(8) EEC 25.2 26.9 25.4 22.9 0.9
[(e)u.s, 31.4 28.0 24.6 22.8 0.7 ]

{7) V.K. 6.3 8.8 4.6 3.7 0.6
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CHART 6

TAXES ON INVESTMENT RETARD SAVINGS
AND PRODUCTIVITY IN THE U.S.

(1) (2 3
\J

Avg. Ann, %
1979 Tax inorease In
Rate On Savings Output Per
Investment Rate, Hour,
Income {a) 1978-1979 1973.1978
(1) France 7.3% 17.2% 3.9%
(2) W. Germany 11.8 14.8 3.9
(3) Japan 14.4 21.8 3.4
(4) Canada 30.0 10.3 1.1
{8) United Kingdom 32.8 12.2 2.2
[(6) United States 33.5 6.3 1.0]

{a) $10,000 dividends, $5,000 Interest and $34,000 capital gains
ocoupled with $50,000 salary.
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CHART 7

THE HIGH COST OF DYING

Death and Qift Taxes as a Percent
of Gross Domestic Product

Y
(1) (2)
U.S.% As A
Mulitiple
Percent Of BEach

United States 0.42% 1.00X
United Kingdom 0.32 1.31
Belglum 0.30 1.40
Switzeriand 0.23 1.83
ireland 0.21 2.00
Japan 0.19 2.21
France 0.18 [2.33] < France
Denmark 0.18 2.33
Netherlands 0.18 2.33
Luxembourg 0.14° 3.00
Portugal 0.13 3.23
Spain 0.13 3.23
Sweden 0.11 3.82
Finland 0.10 4.20
QGermany 0.09 <« QGermany
Canada 0.07 6.00
Norway 0.07 6.00
Italy 0.07 < italy

Austria 0.06 7.00
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CHART 8
WHERE DOES A FAMILY’'S MONEY QO?

Family Of Four With 1971 Income Of $16,000

(1)

(2)

% Of Total Spending

(4)

1971 1978 1980
(1) Taxes on Income 19.1% 22.3% 27.7%
(2) Food 20.1 21.6 20.4
(3) Transportation 7.9 7.4 8.0
(4) Medical Care 4.0 3.8 4.0
(8) Housing 28.0 24.0 22.8
(6) Personai Care 2.3 2.1 1.9
(7) Other 13.0 11.8 10.0
{8) Clothing 8.6 7.3 8.8
{(9) Total 100.0% 100.0% 100.0%

To The Qovernment lf

% Inc./(Deo.)
1980 vs. 1971

48.0%
1.5
1.3

(10.0)

(17.4)

(23.1)

(36.0)




1)
(a)
(3}
4
(&)
(e)

171

CHART 9

COSTS OF REDUCING MAXIMUM TAX
RATE ON PERSONAL INCOME, 1080

1) @) (3) (4)

Loss Of Revenue By
Reducing From 70%
% Ot % Increase In
Income $879.6 Income Required
Maximum Tax Bllilon Yo Otffset Lost
Tax Rate Generated Amount Budget Tax Revenues
(Biiilon $) (Bltllon 8)
70% $244.1 . - .
60 242.9 $ 1.2 0.2% 0.3%
80 240.7 0.6
48 234.1 10.0 1.7 2.7
42 230.9 13.2 2.3 3.8
36 221.6 3.9
Underground Economy $2850 Billion
Lost Taxes 30 Blllion
Equal To:

8.8X Revenue loss at a 50% maximum tax rate
1.3X Revenue loss at a 36% maximum tax rate

84-226 0—81——12



172

CHART 10
COMPARISON OF TAX RATES UNDER

CURRENT LAW AND URDER REAGAN PLAN
AT AVERAQGE TAX RATES

1) (2) (3) 4) (8)

1980 Same Reagan Law
Taxable Inoome Under Under % (Under)
Inoome 1984 Dollars® Present Law Reagan Plan Present Law
(1) $ 10,000 $ 13,500 18.4% 13.2% (28.3)%
@) 20,000 27,000 23.7 17.2 {27.4)
62% Qreater
(3) 30,000 40,800 20.4 21.6 (26.8)
(4) 80,000 67,500 37.2 27.9 (28.0)  Yax Rate Cut
(8) 100,000 138,000 43.06 38.0 {(17.4)

*Assuming 35% Inflation between 1980 and 1984 .- 7.8% average annual,



1)
2)
3
4)
§)
8)
n

(9
10)
(1)

Period
of
Time

1980's Avy.
1060's Avy.

1978
1978
1080
Future?
Puture?
Puture?
Puture?
Puture?
Puture?
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CHART 11

m"lm:lL‘IlJ]l‘mJ ON CAPITAL GAINS OVER
R HOLDING PERIOD

(t) ) (3) 0] 8)
Triple Your
Double Your Triple Your Meoney Back,
Annus! Capltsl Money Back, Money Back, Nominail
Inflation Gains Nominal Neminel Pretax
Rate Tax Rate Pretax Pretax Avg. Ann. %
2.0% 28.0% [TRES 1162 % 19.3%
2.3 26.0 TR 112.0 11.0
8.2% 49.1% “e% 4.2 % 4“8 %
11.3 20.0 (20.3) 12,9 1.7
13.8 28.0 (30.9) { 20 ( 0.3)]
18.0% 20.0% (48.1)% { 20.9)% ( 3.2)%
1e.0 20.0 (30.4) { 11.0) ( 1.8
14.0 20.0 (20.8) 1.4 0.2
12.0 20.0 (20.3) 18.3 2.0
[10.0 20.0 { 9.4) 30.9 38| «
8.0 20.0 3.7 4.1 8.7




Number of Employses

t1n
(2
(3
(e
(8
(8

7
(e
(9
{10)
(t1)

NET NEW JOBS CREATED
BY SIZE OF FIRM, 1969-1976

—_—As % Of Total New Jobs

(4) 8)
Total
United
South States
1,636,087 4,480,818
322,816 789,509
188,800 288,007
270,838 383,201
885,081 897,381
2,873,619 6,788,003
83.5% [66.0% |
11.2 11.2
5.8 4.3
0.4 8.2
20.4 13.3

81.5% IN FIRMS OF
100 EMPLOYERS
OR FEWER
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. CHART 13

EQUITY CAPITAL RAISED BY COMPANIES
HAVING A NET WORTH OF UNDER $5 MILLION
{Millions of $)

(1) (2) (3) (4)

Punds Ralsed Maximum
Capital
No. of Constant Qalns
. Year Offerings Current $ 1980 $ Tax Rate
( 1) 1968 388 = $ 7485.3 $1,643.3 25.0%
( 2) 1969 698 1,366.9 25.0
( 3)1970 198 378.0 747.3 20.5
( 4) 1971 - 248 850.9 1,044.5 40.0
( 8)1972 409 896.0 1,831.2 45.0
( 6)1973 69 159.7 274.8 485.0
( 7)1974 ® 16.1 28.3 45.0
( 8) 1978 4 16.2 23.2 45.0
( 9) 1976 20 144.8 197.0 49.1
(10) 1977 13 42.6 84.8 49.1
(11) 1978 21 89.3 108.9 49.1
(12) 1979 a6 182.9 201.1 28.0
(13) 1980 138 821.8 28.0
Up By
3,288%|

DURING THE FIRST QUARTER OF 1981 THERE WERE 59 NEW
OFFERINGS TOTALLING $313 MILLION, OR MOHRE THAN
THE S-YEAR TOTAL FOR 1974 THROUGH 1978.




1)
2)
(3)
{4}
)
(6}
m
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CHART 14

WHERE DID THE PERSONAL INCOME TAX
MONEY COME FROM IN 19807

(1) (2) 3} (%) (6}
Ratio Taxes Pald
Expanded % Of ;’.otoa'l ‘;’;a'l 'ls:'l:.o :: 7.“%'
income Total Taxable Toxes To % Billion
Leve! Taxpayers Income Pald Income Budget
$0.-8$14,990 80.9% 21.9% 10.7% 0.8X 4.8%
$100,000 + _9._0__ _.;l_ _!_!_.2_ 2.4 ‘_.Z
Subtotal 81.8 28.7 20.7 0. 11.2
$80,000-$99,999 3.8 [X] 13.3 1.8 [X]
Subtotal 88.8 37.8 40.0 1.4 16.8
$16,000-349,0900 [44.4] [e2.8] {e0.0] 1.0 28.3
Total 100.0% 100.0% 100.0% 1.0X 42.1%
Soclal Security Tax 271.7
Business Taxes 1.2
Other Revenue 8.7
Defloit 10.3
Total 100.0%
Underground Economy $250 Billlon
Lost Taxes 30 Blllion
Equal To:
e 5% of the Federal Budget

e T7% of taxes paid by the $100,000 +
Income brackets (0.9% of all taxpayers)

¢ 115% of taxes pald by the under $15,000
Income brackets (50.9% of all taxpayers)
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CHART 15

RECOMMENDATIONS

1. CUT THE TOP PERSONAL TAX RATE TO 38%.

2. ADJUST ALL PERSONAL AND CORPORATE
EARNINGS FOR INFLATION BEFORE TAXING.

3. ELIMINATE THE CAPITAL GAINS TAX COMPLETELY.
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The CHAIRMAN. That'’s probably a good thing. [Laughter.]

I think, you have a conference luncheon at 12:30.

Senator BRADLEY. Yes, we do.

The CHAIRMAN. How long will that last?

Thank you very much; this panel is excused.

I suggest we recess until the hour of 2 and the panel then will be
Mr. Dunn, Mr. O’Connell, and Mr. Smith. We ought to have good
attendance this afternoon.

[Whereupon, at 12:30 p.m., the hearing recessed, to reconvene at
2 p.m., the same day.]

The CHAIRMAN. If the panel of Mr. Dunn, Mr. O’Connell, and Mr.
Smith are still in town we’ll now hear you.

I would say in as friendly way as I can, we still have 5 panels of
20-some witnesses, and I apologize for not moving more quickly this
morning, but I can stay until 8 this evening.

STATEMENT OF G. KENNETH CHRISTRUP, DIRECTOR OF
TAXES, XEROX CORP.

Mr. CHRISTRUP. Stu Dunn is counsel to the Rochester Tax Coun-
cil. I'm a member of the Rochester Tax Council and former chair-
man, and in view of Dr. Thurow’s comments about getting rid of
the tax councils and lawyers and tax accountants, I decided to
testify myself instead of having Stu Dunn testify.

Mr. Chairman, my name is Kenneth Christrup. I'm director of
taxes of Xerox Corp. I'm appearing before you today on behalf of
the Rochester Tax Council, an organization of companies having
strong affiliation with the Rochester, N.Y,, area.

The companies include Corning Glass, Eastman Kodak, Gannett
Press, Sybron, and Xerox Corp., among others.

While the member companies are engaged in a variety of busi-
nesses, including communications and banking, most of the
member countries are engaged in the manufacture and sale of high
technology products throughout the world.

In summary, the council supports S. 683 in its entirety, subject to
certain technical corrections.

The council has long been on record as strongly supporting the
so-called 10-5-3 depreciation bill introduced in the last Congress b
Senator Danforth. While we prefer S. 1597, we support this bill
since much of the machinery and equipment of the member compa-
nies already qualifies for useful depreciation lives that are equal to
or not significantly greater than the 10-5-3 lives under ACRS. This
support is not based primarily on the direct benefit that most of
the members of the council would receive from this legislation.

Rather, we primarily base our support on the conviction that this
le%islation will accomplish its goals of stimulating substantial capi-
tal investment by business. We also believe that it will simplif
recordkeeping in the expensive system under the present DI{
system and will litigate against disputes with the Internal Revenue

rvice.

We wish to bring to your attention some important technical
problems in S. 683 which need correction.

First, and most important to us is the calculation of earnings and
groﬁts for foreign subsidiaries under section 207 of the bill. Section

07 provides a generally mandatory rule roughly doubling lives
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allowable under ACRS and limiting methods of straight line for
earnings and profits purposes.

This mandatory rule for determining the amount of the depreci-
ation deduction in calculating earnings and profits applies to for-
eign, as well as domestic corporations. The application to foreign
corporations has the consequence, apparently unintended, of reduc-
ing the amount of indirect tax credits presently available to U.S.
corporations.

In the case of companies that have relatively short life machin-
ery and equipment in their foreign subsidiaries—for example, com-
puters and copiers, in their foreign subsidiaries. The tax increase
can be and generally would be enormous.

For example, one of the members of the Rochester Tax Council
estimates that if ACRS had been in full force in 1979—a relatively
typical year for that company—the tax savings resulting from the
system through its operations in the United States would be consid-
erably more than offset by decreased foreign tax credits due to this
extension of lives and elimination of rapid depreciation in calculat-
;)?)% earnings and profits of the foreign subsidiaries under section

We wish to make it clear that this problem is not caused by the
administration’s policy decision to limit the benefits of ACRS to
depreciable property predominantly used within the United States.

This understandable policy decision, while denying the benefits
of the system to assets located outside the United States, would not
deprive taxpayers of using present rules to calculate depreciation
on such assets.

Happily, responsible Treasury Department officials have infor-
mally indicated that they also support technical revision of the bill
to remove the inequity found in section 207.

This can be simply and directly accomplished by following the
precedent which Congress established in 1972 when it provided
relief for the earnings and profits of foreign corporations in any
taxable year in which it had done its business primarily outside of
the United States.

We would welcome the opportunity to work with the staff of the
committee, the joint committee staff, and the Treasury Department
in reaching an acceptable resolution of this serious technical flaw.

The second technical problem that concerns us is closely related
to the first one. S. 683 would generally require that gain or loss be
recognized on the disposition of recovery property.

Again, our concern is with the impact of this rule on the foreign
tax credit calculations under section 902.

As in the case of depreciation of foreign assets, the equitable and
simple resolution of this technical problem is to continue the pres-
ent system for determining gain or loss and the disposition of
depreciable property.

The bill includes tangible section 1245 property——

The CHAIRMAN. We are going to try to stick to our bells, so that
you want to conclude here in about 30 seconds.

Mr. ChrisTRUP. Yes, I can do that. .

We recommend leaving research property in the 5-year category.
We believe that research and development can best be stimulated
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in the United States by early passage of a bill similar to H.R. 2473
and urge that a comparable bill be introduced in the Senate.
Thank you for the opportunity of expressing the views of the
Rochester Tax Council.
The CHAIRMAN. Thank you. Mr. O’Connell.

STATEMENT OF MR. DANIEL K. O’'CONNELL, EXECUTIVE VICE
PRESIDENT, RYDER SYSTEM, INC.

Mr. O’'CoNNELL. Yes, Mr. Chairman. Thank you for the opportu-
nity to present the views of Ryder Systems.

I am executive vice president of Ryder. Our basic business is full
service truck leasing and rental. Our power equipment can be
depreciated over a 3-year period under the existing law.

We normally replace it in 3%2 to 4 years. Accordingly, we are
particularly concerned about the affect of cost recovery tax legisla-
tion on productive assets with shorter replacement cycles. Assets
such as trucks, computers, office equipment, and farm machinery.

We support the levels of investment tax credit and the related
recapture provisions that are incorporated in the administration’s
capital cost recovery proposals. And, I am not here to advocate any
changes in those proposals.

However, we are aware of alternative proposals designed to limit
tax benefits, so that the combined present value of the tax benefits
from depreciation and investment tax credits would not be greater
than the tax benefits from immediate expensing.

Those alternative proposals so far, have attempted to meet this
goal by cutting back investment tax credits, rather than depreci-
ation for shorter lived assets.

If such a limit is needed, we urge you to limit the depreciation
rather than the investment tax credit.

For example, if a 2-4-7-10 cost recovery approach were desired
similar to this committee’s 1980 bill, the 2- and 4-year classes
would be limited to straightline depreciation. This would permit
allowance of a full 10-percent credit for the 4-year class and a 5-
percent credit for the 2-year class and remaining then within the
limitation.

Or, if a 3-5-7-10 approach were used, the 3- and 5-year classes
would be limited to the use of 150 percent declining balance depre-
ciation and the investment tax credit provisions would be exactly
those contained in the administration’s capital cost recovery pro-
gram.

Ag}?in, this would keep that program within the limitation
sought.

It is essential that we recognize this special incentive affect of
the investment tax credit, compared to depreciation. A dollar of
investment tax credit has a greater incentive effect than a dollar of
tax savings from accelerated depreciation. Even if the two are
equivalent on the basis of the present value of cash flows.

This is so, because the investment tax credit must be reported as
a reduction in tax liability for financial reporting purposes, thereby
increasing net after tax earnings.

On the other hand, the tax reduction attributable to the excess of
tax depreciation over book depreciation must be shown as a de-
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ferred tax liability and accordingly it is not reflected as an increase
in the firm’s after tax net income. ‘

We believe that no corporation’s investing in shorter lived assets
would prefer faster depreciation allowances to investment tax
credit if it were forced to choose between the two.

However, such an alternative could be provided for on an elec-
tive basis.

Also, in the event that several cost recovery periods are specified
with differing rates of investment tax credit, such as the 2-4-7-10
plan, we strongly urge that a taxpayer himself be permitted to
chogse between greater depreciation and greater investment tax
credit.

This can be done simply by allowing him to elect a longer recov-
ery period to obtain a greater investment tax credit.

Finally, any investment tax credit recapture provisions should be
graduated at intervals no greater than 1 year to minimize distor-
tion of equipment replacement decisions.

The graduated approach greatly lessens any inclination to retain
an asset beyond the time that it would otherwise economically
make sense to replace it. The graduated approach is included in
the administration’s proposal and it's adaptable to any cost recov-
ery program that you may choose to adopt.

Thank you.

The CHAIrRMAN. Thank you, and I might say in advance that your
entire statement is being made a part of the record. Mr. Smith.

STATEMENT OF JAMES E. SMITH, PRESIDENT OF CHARLS E.
WALKER ASSOCIATES, INC.

Mr. SmitH. Thank you, Mr. Chairman. My name is Jim Smith. I
am president of Charls Walker Associates. I am appearing this
afternoon on behalf of 20 companies engaged in primary metals
production, mining and rail transportation who are petitioning this
committee in the Congress to consider repeal of the corporate
minimum tax.

The CHAIRMAN. Your time’s not quite up. [Laughter.]

Mr. SmrTH. Thank you.

The corporate minimum tax is not a particularly well-known
provision of the Tax Code. It was adopted in 1969 in the Tax
Reform Act, and if I could take just a moment to refresh your
recollections as to how it operates.

A corporation which has preference item treatment, the two
principal items being percentage depletion and the untaxed portion
of capital gains aggregate those preference items for any particular
tax year and they are then contrasted with the corporation’s regu-
lar corporate tax liability.

To the extent that the preference items exceed the regular corpo-
rate tax liability, a flat 15-percent tax is additionally assessed on
that corporation. It is a add on tax and it is a Hat rate tax.

Repeal of the minimum tax in our opinion is particularly rele-
vant to this committee’s consideration of the administration’s pro-
gram for accelerated capital cost recovery. Because for every dollar
of tax benefit that you achieve for a corporation impacted by the
minimum tax through capital cost recovery, which reduces their
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regular corporate tax, you expose a dollar of preference which is
taxed at 15 percent.

Thus, for these companies impacted by the minimum tax, they
are getting 85 percent of the benefit that other companies are
getting from tax provisions desigi'=d to incentivize capital invest-
ment.

It seems to me that in testing the efficacy of any particular tax
provision, there are certainly two tests that are predominant.

One, the capacity of the tax provision to generate revenue, and
second, what I call the equity quotient. Does the tax apply fairly,
and even-handedly? It seems to me on both of these tests, the
cor;()lorate minimum tax gets at best a D and perhaps a flunking
grade.

In terms of income tax generation in 1977, the last year for
which we have actual figures, the corporate minimum tax generat-
ed $267 million of tax revenue contrasted with $56 billion from the
regular corporate tax. We estimate that in 1981, there will be
about $370 million in corporate minimum tax liabilities.

In terms of equity, the corporate minimum tax has its greatest
incidence when companies are experiencing low profitability. Easy
to understand, low profitability, lower regular corporate taxes,
more of the preference items exposed at a tax of 15 percent.

Two practical examples that seem to me to point up the anomaly
of this tax. A company that has a net operating loss, I think we
might all agree ought to have no tax liability in that year. But if it
has preference items it gets every dollar of those preference items
taxed at 15 percent.

One of our clients had a gigantic loss in 1977, not only had the
corporate minimum tax triggered in that year, but in the 3 preced-
ing years, because of the carryback.

Another example, take two companies, identically situated. Both
the same levels of income, both the same levels of preference, both
moving into a period of declining profitability. Regular tax is still
exceeding preferences, so no corporate minimum tax applies.

Company A in trying to stop its drift into unprofitability, en-
gages in a big capital expenditure program reduces it regular tax
by the investment tax credit, thus triggering the corporate mini-
mum tax.

Company B just sits there and does nothing, and incurs no mini-
mum tax liability. It is difficult to nationalize that the enlightened
management of company A gets penalized by the corporate mini-
mum tax.

I would urgently and strongly urge the committee as you look at
accelerated capital cost recovery, to please take a look at the
corporate minimum tax, because it works in direct contradiction to
everything you are doing on the other front.

Thank you very much.

The CHAIRMAN. Senator Long.

Senator LONG. Let me just say this about that minimum tax.
Obviously, it leaves a lot to be desired. It’s not a very good tax and
at the very beginning it never should have been an add-on tax. The
only reason that it’s an add-on tax is because nobody could come
up with something better than what we had at the time. But now
you used to deal with that fiasco. Rather than just finding fault
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with the fiasco we have here, you ought to come up with an idea.
You folks can afford to hire an accountant.

Well, hell, they hired you didn't they? They can afford a tax
lawyer. [Laughter.

r. SMiTH. That's pretty cheap labor, Mr. Chairman.

Senator LonGg. Well, I feel like telling you don’t bring us any
more problems. Bring us some answers. Have you got some an-
swers. That's something we can use, because I personally very
strongly feel that we've got to get rid of that minimum thing as an
add-on. It ought to be an alternative.

Basically, the question is, if you had in economic terms, the way
you tell your banker, if you really made money, you had a good
year, you ought to pay us something, and you didn't make any-
thing, well then of course you shouldn’t have to pay anthing, but
basically the minimum tax laws ought to take into view that you
take advantage of all the complexities there are in the code, where
you don’t owe us anything, well we're going to tax you on a
different basis. On that basis you'll still owe us something.

You were around here when that happened——

Mr. SMiTH. Yes, I was.

Senator LONG. By now the business community ought to be able
to show us a better way to do it. Because you and I know, I think
everybody here knows that mechanically at some points, if you
can't agree, well, then you'll just have to have a difference of
opinion, but when a person makes a lot of money in economic turn
he ought to pay us something. And, the public just can’t under-
stand that. Here is a little guy making $10,000 a year and he’s
paying an income tax, little though he can afford it. And, here’s
some fellow who made $100,000 or $1 million and does not pay
anything. And, people get outraged about that.

Frankly, they look at us and say why don’t you make those
people pay some taxes. Why did you tell it to your grandfather,
here a guy got a way with a silver butterfly deal and has been
getting away with it for years and paid us nothing. Why don’t you
people do something about that. :

What would you say if you were a candidate for office down
there and had to run a home district.

Mr. SmiTH. Senator, having been here in 1969 and being familiar
with the public outrage at that time, I think I fully understand and
share the judgment made in terms of individuals.

I am not certain that those same arguments necessarily apply in
the case of a corporation that is experiencing a period of low or no
profitability.

It seems to me that when we're trying to encourage capital
investment, investment in new plant and equipment; and many of
these companies, steel companies, mining companies are in cyclical
periods of low Erofitabilty, when they need more cash flow, it is
Hllogical to hit them with a 15-percent-add-on tax.

Senator LoNG. Yes, but if he want’s to get rid of that tax, you
ought to be willing to bring us something here—the people who
really owe us some money would pa{ some.

Now, look, you know as well as I know a—rather I understand
the oil industry pretty well. If we didn't have a minimum tax, it
would be very easy for somebody to be successful to work it out. So
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he doesn’t have to pay us any tax. Every year just take a look and
see what he’s going to owe us. So, coming down the home stretch,
he does an awful lot of drilling, and he just drills up by way of his
intangible drilling costs, what he otherwise would owe us. He could
deduct—about 70 percent of your cost is your intangibles, and he
could have a drilling program to drill up enough to where he
doesn’t owe us anthing, and that’s how some people did business.
It's almost a game with them.

And, so we put a minimum tax in there. There was nothing
awful about it. My reaction is, well, hell, they ought to pay some-
thing. You agree with that, don’t you.

Mr. SMiTH. I think I share your sentiments in the case of individ-
uals. I'm not certain that I share them in the case of corporations.

It generates as I said, in 1977 $267 million in taxes versus $56
billion from the regular corporate tax.

Senator LoNG. But, you're making your case by talking about a
situation where the people didn’t really make any money, and I'm
just saying that you ought to help draft up the situation where
they made money.

[Senator Baucus arrives.]

The tax always was supposed to direct itself to the situation
where the guy does like my friend in the oil business. He goes
down to borrow some money and the guy says, well, how did you
make out last year.

My friend says well, now look, let’s understand for tax purposes,
I broke even. Let me show you what I really made. For example, I
drilled all these wells, and some of them were dry holes, but
several of them were very good wells.

I've got a frontend writeoff, but next year or the year after, I'm
going to have a lot of income from these wells, unless I drill a lot of
wells again next year.

I think that we’re pretty well across the—in saying that if in
economic terms they made money, they ought to pay us something.
Are you arguing against that?

I;/Ir. SMmiTH. I am not arguing against that in the case of individ-
uals.

Senator LoNG. In corporations are you?

Mr. SmiTH. I think as long as corporations are doing things to
reinvest that cash flow an add-on tax is inappropriate. Oftimes the
corporate minimum tax is triggered because of the application of
the investment tax credit.

In the offsetting computation, the regular corporate tax is com-
pared with the preference item after the reduction for the invest-
ment tax credit. If you just grossed up the investment tax credit
you would ameliorate part of the problem right there.

Senator LoNG. Well, you've got me sold by the way. But, we can
both agree that it can be an add-on tax, an—not addy-on, but alter-
native—alternative tax, and the alternative tax on a—situation.

Now, if a guy would like to work it out so he doesn’t owe us any
taxes, but even though he made a lot of economic income with his
corporation. We ought to collect something. You ought to be able to
work out something. If you could recommend to us——

Mr. SmiTH. Yes sir, we’ll try to be creative.

The CHAIRMAN. Senator Bentsen.
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Senator BENTSEN. I'll have to share some of the same concerns as
Senator Long. People who really make a substantial economic turn,
whether its corporate or individual, have to pay some tax, I think,
or you're not going to have any faith in the system.

ut, your argument that the corporations should be exempted
and perhaps the individual shouldn’t, I don’t quite follow that,
because with the investment tax credit on the alternative mini-
mum, you don’t get the utilization of that.

You've got all your so-called preference items that are listed and
then individuals, just as a corporation, can be investing to try to
rebuild America. It doesn’t just have to be just through the corpo-
rate structure.

And, yet, we have to come down finally by saying that people
have to pay some taxes, and shouldn't be in a situation where they
can just write everything off.

Mr. SMiTH. But, do you believe, for example, Senator, that corpo-
rations ought to have a Federal income tax liability when they
have had a net operating loss for——

Senator BENTSEN. No, no.

Mr. SmrtH. The corporate minimum tax imposes such a tax.

Senator BENTSEN. The other concern that I get is in the way
Senator Long, making reference to people having substantial in-
comes and not paying a tax. :

I think gart of the problem also is our Treasury reported in-
~comes. And, whether they really had an aggregate income or net
income, the type of income that they were reporting led to a great
deal of misunderstanding as to what the true income was.

{Senator Brudley is here.]

Mr. SmMiTH. We know also, that in the case of individuals, that
the preference items in the code are often used skillfully for shelter

purposes. .

Senator BENTSEN. That's correct.

Mr. SmiTH. In the case of the companies that we represent here,
the preferences occur in the ordinary course of business.

Senator BENTSEN. You don’t think they use them skillfully to
reduce taxes?

Mr. SmrrH. I think they use them as well as they can but they
arige in the normal course of business, iron ore mining, whatever.

Senator BENTSEN. I don’t think that they—and I've sat on a
number of corporate boards, I just don’t believe that they do it with
out some understanding of the tax system in trying to reduce their
taxes also. .

Mr. SmrTH. Indeed.

Senator BENTSEN. So, see if you can come up with some creative
thinking for us to accomplish the objectives that you want, and
that we want.

Mr. SMrta. Thank you.

The CHAIRMAN. Senator Bradley.

Mr. BrabeLy. No, Mr. Chairman, I don’t have any questions for
this panel. :

The CHAIRMAN. I have no questions, but I certainly agree with
Senator Long. About 2 weeks ago we had to come in here and cut
student benefits, medicaid and 30 to 40 different fprograms to mini-
mum benefits—save some money, and we can figure out a lot of
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ways to dish it out and you have one way. I hope we're not going to
get into that game for the rest of the balance of the hearing.
Everybody come in and want a little special treatment. There
won’'t be anything left for the individual—tax reduction. And, I
can’t speak for the administration, but I hope with some that we
have a clean bill, that you support the clean bill with the exception
of your little amendment is that what you're saying. Everybody
else supports it with the exception of their little amendment,
pretty soon they have got a Christmas tree.

Mr. SMmiTH. 1 am certainly sympathetic with that problem. I
would suggest in terms of achieving the optimal benefits of the
administration’s program, that as I say for companies that are
impacted by the minimum tax, they will receive 85 percent of the
benefit obtained by other companies. This will be true for steel
companies, mining companies, and many rail transportation com-
panies, because of the minimum tax.

The CHAIRMAN. I think the same is true of the other proposals. |
don’t have to make an issue of what you would like us to do, but I
do think we are going to have certain limitations on the first and
second bills. If, in fact, we follow-the administration’s direction and
pass a clean bill, we will come back with a second bill. In that bill
we're going to have limited revenue, and it will be up to the
Congress to make the decisions on priorities. I'm not certain that
yours will be on that list. On your list, it will probably be on top.

Sir, you probably understand the problem better than most.

Mr. SmiTH. Yes, sir.

The CHAIRMAN. Thank you very much.

Mr. CurisTrUP. Thank you.

Mr. O'CoNNELL. Thank you.

Mr. SmitH. Thank you.

[The statements of the preceding panel follow:]
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PRINCIPAL POINTS OF
STATEMENT OF
G. KENNETH CHRISTRUP
DIRECTOR OF TAXES, XEROX COPRORATION
ON BEHALF OF
THE ROCHESTER TAX COUNCIL
BEFORE THE
SENATE COMMITTEE ON FINANCE
ON S. 683
MAY 19, 1981
I. The Rochester Tax Council ("the Council") supports
S. 683 in its entirety subject to three technical corrections.
A. Section 207 of the bill, which provides rules
for the computation of earnings and profits, will have an
adverse effect on the amount of foreign tax credits allowed
to United States companies without any corresponding reduction
in foreign taxes paid which, in some cases, will more than
offset the tax incentives for capital investment provided
by the bill.
B. The requirements of the bill that gain or loss
be recognized upon the disposition of recovery property
will also have a serious adverse impact on foreign tax credits.
The 'gain or loss rule is appropriate for a company obtaining
the benefit of accelerated cost recovery but should not
be imposed in those situations where this benefit is not
made available.
C. Tax simplification would be served by placing
property used in connection with research and experimentation

in the five year recovery category rather than the three

year category without any loss in research and experimentation

84-226 0—81——13
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incentives. The Council also recommends passage of a bill
such as H.R. 2473 which would restore the incentives for
conducting research in the United States which the Treasury
Department eroded in its regulations under Section 861-8.
II. If the 8enate Pinance Committee does not fully support
8. 683, the Council urges that the 10-5-3 lives be left
intact for tangible personal property and that the lives

for real property be extended rather than incoré&tatlng

the 2-4-7-10 system. The tax incentives provided under
2-4-7- ;;re significantly less than the 10-5-3 proposals
for high tocbnology companies.

I1I. The Council supports the Administration‘'s program for

a "clean® bill but notes that the most significant encourage~
nent to businesses in a second tax bill would be a reduction

in the top corporate tax rate.
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STATEMENT OF
G. KENNETH CHRISTRUP
DIRECTOR OF TAXES, XEROX CORPORATION

ON BEHALF OF

THE ROCHESTER TAX COUNCIL
BEFORE THE

SENATE COMMITTEE ON FINANCE
ON S. 683
MAY 19, 1981 -

Mr. Chairman, my name is G. Kenneth Christrup,
and I am Director of Taxes of Xerox Corporation. I am
appearing before you today on behalf of the Rochester Tax
Council, an organization of companies having strong affili-,r
ations with the Rochester, New York, area. The Council
members include:

Bausch & Lomb, Inc.

Champion Products

Corning Glass Works

Eastman Kodak Company

The R. T. French Company

Gannett Co., Inc.

Garlock, Inc.

Gleason Works

Schlegel Corporation

Security New York State Corporation

Sybron Corporation

Xerox Corporation

While these member companies are engaged in a
variety of businesses, including communications and banking,
most of the member companies are engaged in the manufacture
and sale of high technology products throughout the world.

Council Generally Supports
Administration's Tax Program (S. 683)

The Council supports S. 683 in its entirety,

subject to certain technical corrections discussed below.
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8ince our direct concern and knowledge relates to Title
- 11, we will limit our comments on 8. 683 to that title.
The Council has long been on record as strongly
luppoiting the Capital Cost Recovery Act, the so called
10-5-3 depreciation bill which was introduced {n the last
Congress by Senator Danforth as S, 1597. While we prefer
certain features of this bill, we support Title II of 8.
683. Since much of the machinery and equipment of the

.member companies already qualifies for useful depreciation

livestthat are equal to, or not significantly greater than,
the 10-5-3 lives under S, 683, this support is not based
primarily on the direct benefit that most of the members

of the Council would receive from this legislation:~ Rather, .
we primarily base our support on the conviction that this
legislation will accomplish its goals of stimulating substantial
capital investment by business, simplifying record keeping
requirements and minimizing tax disputes. In view of the
extensive testimony you have received on the economic policies
subporting this legislation, no additional comments in that
area need be added by us,

Technical Reservations Regarding S. 683

We do, however, wish to bring to your attention
some important technical problems in S. 683 which need cor-
—"‘:;;;ion. First, and most important to us, is the calcula-
tion of earnings and profits for foreign subsidiaries under -

section 207 of the bill, Section 207 provides a generally
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mandatory rule as to the amount of depreciation allowed

in each accelerated cost recovery class (i.e., 10-5-3 classes)
in computing earnings and profits. The recovery lives are
extended as follows:

S5-year life, straight-line method for 3-year
recovery property,

10-year life, straight-line method for 5-year
recovery property.

20~-year life, straight-line method for 10-year
- recovery property other than section 1250 property.

33-1/3 year life, straight-line method for 10-

year recovery property which is section 1250 or

section 167(r) property.

This mandatory rule for determining the amount
of the depreciation deduction in calculating earnings and
. profits applies to foreign, as well as to domestic, corpora-
tions. The applicagion to foreign corporations has the
consequence, apparently unintended, of reducing the amount
of indirect foreign tax credits presently available to United
States corporations owning 10% or more of the voting stock
of a foreign corporation, The_dec;ease in credit is not
attributable to any decrease in foreign taxes paid but
results from foreign subsidiaries having their earnings
and profits increased by section 207 of the bill since many
of them already use Internal Revenue Service approved lives
which are substantially shorter than the earnings and profits
lives found in the bill. The consequence is that each

dividend paid becomes a smaller portion of the foreign
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company's earnings and profits which directly causes a
reduction in allowable foreign tax credits. S8Since this
reduction in credit is not acéonpanled by any reduction
in foreign taxes paid, section 207 results in an overall
tai increase, o

In the case of companies that have relatively
short life machinery and equipment in their foreign subsidi-
aries (e.g., computers and copiers), the tax increase can
be, and generally would be, enormous. For example, one
of the members of the Rochester Tax Council estimates that
if 8. 683 had been in full force in 1979 -~ a relatively
typical year for that company -- the tax savings resulting
from the ACR System through_its operations in the United
States would be considerably more than offset by decreased
- foreign tax credits due to this extension of lives and
elimination of rapid depreciation in calculating earnings
and profits of such foreign subsidiaries under section 902.
Thus, for this company, and for several other major companies
in the United States that employ machinery and equipment
that has a class life of less than 10 years, the Administration's
bill, as now drafted, has a disastrous consequence of subf
stantially ‘increasing the taxes paid by such companies.

We wish to make ft clear that this problem is
not caused by the Administration's policy decision to limit
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the benefits of the accelgrated cost recovery system (ACRS)

to depreciable property predominantly used within the United

States. This understandable policy decision, while denying

the benefits of the Ack system to assets located outside

the United States, would not deprive taxpayers of using

present rules to cqlculate depreciation on such assets,
Happily, Eesponsible Treasury Department officials

have indicated that they also support technical revisions

of the bill to remove the inequity found in section 207

of the bill. The goal should be to leave thz methods of

calculating depreciation of the assets of foreign subsidiaries

unchanged. This can be simply and directly accomplished

by following the precedent which Congress‘established in

1972 when it provided in present section 312(k) that cor-

porations generally shall use the straight-lfne method of

depreciation in calculating earnings and profits but expressly

provided in section 312(k)(3) that this rule would not apply

to the earnings and profits of a foreign corporation in

any taxable year for which less than 20% of the gross income

from all sources of such corporation were derived from sources

within the United States. This would simply leave the present

rules intact for foreign subsidiaries so that the legislation

would accomplish its apparent intent of providing no benefits,

but remaining neutral, with regard to calculation of foreign

tax credits. It also has the advantage of permitting United
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States corporations to continue to use the methods of depreciation
that have been established and accepted regarding foreign
subsidiaries.

While the Council would certainly prefer this
approach of neutrality by following the principals adopted
in section 312(k), we understand that the Administration '
may favor other approaches which would abolish both the
ADR system and the facts and circumstances rules, and sub-
stitute ADR class lives with accelerated rates, FPor the
reasons stated, we believe the better approach is to leave
the present rules intact for foreign subsidiaries. Never-
theless, we would welcome the opportunity to work with the
staff of this Committee, the Joint Committee staff and the
Treasury Department in reaching an acceptable resolution
of this serious technical flaw,

The second technical problem that concerns us
is closely related to the first one. S. 683 would require
that gain or loss shall be recognized on the disposition
of recovery property unless the nonrecognition is specifically
required or permitted by another provision of the Code or‘
the taxpayer elects to include in income all proceeds re-
alized on the disposition from mass assets accounts. Again,
our concern is with the impact of this rule onlthe foreign

tax credit calculation under section 902,

-
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Under the present ADR system, gains and losses -
ordinarily are not recognized but all proceeds are added
to the depreciation reserve of the vintage account from
which the retirement occurs. The proposed system weuld
generally accelerate the time when gains or losses are
recognized from dispositions. While this may well be both
reasonable znd appropriate in changing from an ADR system
to an ACR system for United States broperty, it seems unfair
and distorting to require immediate recognition of gains
or losses by a foreign subsidiary that receives no benefits
from the ACR system. As in the case of depreciation of
foreign assets, the equitable and simple resolution of this
technical problem is to continue ;he present system for
determining gain or loss on the disposition of depreciable
property held by foreign subsidiaries.

Property Used in Research and Experimentation

' The bill includes tangible section 1245 property
used in connection with research and experimentation in
the 3~year recovery category. The Council understands that
this is intended to encourage research activities. The
Council believes, however, that this will provide no eﬁfective
stimulus to research expenditures and recommends leaving
research property in the S~year category to which it would

otherwise be assigned. It will then be eligible for the
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full 108 investment credit rather than the 6% credit to
which 3-year recovery property is entitled. This additional
oredit has as positive an effect as the corresponding effect
of claiming depreciation over the shorter time period.
In addition, the change we recommended will simplify the
administration of the ACR system because it would eliminate
disputes Qtemming from the need to define property used
in research and exberimentatlon.

We believe that research and development could best

"

bill such as H.R. 2473 and hope that a comparable bill will

be stimulated in the quigd States by early passage of a

be introduced in the Senate. This bill would allocate United
States research and development expenditures to United States
source income and thereby would reverse the present regulations
under section 861 which discoutaée investment by American
business in research and development within the United States.
We urge ygur support of this concept.

Position of the Council if
Substantive Modifications are Required

If this Committee does not fully support the
Administration's depreciation proposal on 10-5-3 and con-
cludes that some substantive modifications are required,

we :econmend_agalnst the so-called "2-4-7-10" cost recovery

- system that was incorporated in the Senate Finance Committee

on amendments to H.R. 5859 in the 96th Congress. The combi-

nation of useful lives and investment tax credit under that
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bill would provide considerably less incentive than the
Administration's proposal to high technology .companies which
have large amounts of machinery and equipment in short-life
classes. If revenue constraints or other considerations
require modifications, we believe it is more logical to
merge, and perhaps somewhat extend, the classification for
real property and not to alter the 5-year class with its
ful; investment credit.

Support by the Council of Additional
Legislative Tax Reform fof. Business

Since the Council supports the Administration's
program for having a "clean” first bill which is limited
to proposals in S. 383, the Council does not at this time
advocate other legislative changes. When consideration
is given to the second tax bill, we believe that, following
the depreciation reform that would be produced by S. 683,
the most useful encouragement to business through the reform
of the tax laws would come by a reduction in the top corporate

rate.,
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SUMMARY OF }
STATEMENT OF DANIEL K. O'CONNELL
EXECUTIVE VICE PRESIDENT, RYDER SYSTEM, INC.
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE
May 19, 1981

Ryder System, Inc.'s basic business is full-service
truck leasing and rental. Under existing law, it may depre-
ciate its power equipment over 3 years. Its usual replace-

- ment cycle for its power equipment is 3~-1/2 to 4 years.

Ryder is concerned about the effect of capital cost recovery
tax legislation on productive assets with shorter replacement
cycles such as trucks, computers, office equipment and farm
machinery.

Ryder urges the Committee to adhere to these three prin-
ciples in considering capital cost recovery tax legislation:

1. The legislation should reduce or eliminate
present law discrimination against assets with shorter
replacement cycles by allowing an improved investment
tax credit for such assets.

2. In the event it is deemed necessary to limit
the legislation's incentive effect so that Congress is
forced to choose between improvement of the investment -
tax credit and the rate of depreciation for assets with
shorter replacement cycles, Congress should recognize
the special and important incentive effect of the
investment tax credit and favor it over depreciation
liberalization with respect to such assets. Specifi-
cally, this result can be accomplished within any
targeted limitation directed at assets with shorter
replacement cycles by requiring a slower method of
depreciation for such asset categories, such as 150%
declining balance or straight-line, while allowing a
greater investment tax credit. In the event it is
deemed necessary to have cost recovery periods with
differing rates of investment tax credit, taxpayers
should be permitted to elect a longer cost recovery
period in order to obtain a greater investment tax
credit.
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3. Any investment tax credit recapture érovisions
should be graduated at intervals no greater than one
year. .

We, at Ryder, support the treatment of the investment
tax credit contained in the President's capital cost recovery
proposals. In the event it is deemed necessary to modify
the President's capital cost recovery program, we urge that
the modifications adhere as closely as possible to the
principles and proposals set forth above.

In the rush to shorten capital cost recovery periods,
we urge that the importance of the investment tax credit as
a vital incentive to business not be forgotten. Under no
circumstances should any company be required to sacrifice
its investment tax credit as the price for obtaining a
shorter cost recovery period. It is a trade-off that would
serve no purpose. We further urge that any capital recovery
program that might be adopted move in the direction of
allowing an improved investment tax credit for assets with
shorter replacement cycles.
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STATEMENT OF

DANIEL K. O'CONNELL

EXECUTIVE VICE PRESIDENT, RYDER SYSTEM, INC.

BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

May 19, 1981 -

Ryder System, Inc.

3600 Northwest 82nd Avenue
Miami, Florida 33166
(305) 593-3800
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STATEMENT OF
DANIEL K. O'CONNELL, EXECUTIVE VICE PRESIDENT

RYDER SYSTEM, INC.

Mr. Chairman, Members of the Committee, I thank you for
the opportunity to present the views of Ryder System, Inc.,
on the important topic of capital cost recovery tax legis-
lation.

I am Executive Vice President of Ryder System, Inc.
Ryder's basic business is full-service truck leasing and
rental. Under a full-service lease the customer is fur-
nished, along with the truck, all necessary service suppiies
and equipment, including maintenance, parts, tires, licenses,
taxes, a substitute vehicle if needed, and usually fuel and
insurance., Our customers range in size from individuals to
large corporations. Great amounts of capital are reguired
to maintain the large fleet of trucks and supporting opera-
tions. Our power equipment can be depreciated over a 3 year
period under existing law. Ryder actually replaces its
power equipment in 3-1/2 to 4 years in most cases. Accordingly,
Ryder is particularly concerned about the effect of cost
recovery tax legislation on productive assets with shorter
replacement cycles, such as trucks, computers, office equip-

ment and farm machinery.
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Principles for Legislation

I am here today to urge that Congress and this Committee
adhere to certain principles in considering any capital cost
recovery tax legislation. These three principles are:

First, the legislation should reduce or eliminate
present law discrimination against assets with shorter
replacement cycles by allowing an improved investment
tax credit for such assets.

Second, in the event it is deemed necessary to
limit the legislation's incentive effect so that Congress
is forced to choose between improvement of the investment
tax credit and the rate of depreciation for asseis with '

shorter replacement cycles, Congress should recognize
the special and important incentive effect of the
investment tax credit ahd favor it over depreciation
liberalization with respect to such assets.

Third, any investment tax credit recapture provisions
should be qraduated at intervals no greater than one
year.

Explanation

1. Present law discrimination against assets with

shorter replacement cycles should be eliminated or reduced

by allowing an improved investment tax credit for such assets.

Existing law allows a 10% investment tax credit for certain
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"\ depreciable assets with depreciable lives and replacement
cycles of at least 7 years. Assets with depreciable lives
"% 0r replacement cycles of 3 or 4 years are allowed only a
one~third credit, and those with depreciable lives or
replacement cycles of 5 or 6 years are allowed a two-thirds
credit. We believe that the reasons which led the Adminis-
tration in 1974 to recommend removal of the restrictions on
assets with depreciable lives of at least 3 years remain
- unchanged today. Briefly stated, the principal reasons
favoring removal of the present law discrimination against
shorter-lived assets are: (1) improved tax equity, (2)
improved economic stimulus to business investment and creation
of more jobs, and (3) tax simplification. A simple example
clearly illustrates the unfair discrimination of the existing
system against users of assets with shorter replacement
cycles: -
Example. X purchases a machine with a useful life
and replacement cycle of 9 years for $§,000. Y purchases
a machine with:a useful life and replacement cycle of
3 years for $3,000. Y must replace the machine each 3
years so that at the end of 9 years Y has also expended
$9,000. Even though X and Y have each expended $9,000
< : over the same period of time, under existing law, X is

allowed 3 times the amount of investment tax credit as Y.

84-226 O-—81——14
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In this regard it is important to note that it is not
appropriate to compare, for example, an initial expenditure
of §$1,000 for a shorter-lived asset with the same dollar
expenditure for a longer-lived asset, as some examples in
recent years have done. Such comparisons fail to consider

that the shorter-lived asset must be replaced more frequently.

2, Congress should recognize the special and important

incentive effect of the investment tax credit and, in the

case of assets with shorter replacement cycles, favor it

over depreciation liberalization in the event it is deemed

necessary to choose between the!'two. For many years the

investment tax credit has been the cornerstone of the tax
incentive progrém to encourage modernization and expansion
of the nation's plant and equipment. From our experience at
Ryderﬁ it has been an effective stimulant. A dollar of
investment tax credit has a greater incentive effect than a
dollar of tax savings from accelerated depreciction, even if
the two are equivalent on the basis of the presen: value of
cash flows. This is due in part t> the method required, by
generally accepted accounting priuaciples, for the reporting
of the financial results of a husiness firm's operations.
The investment tax credit is reported as a reduction in tax

liability for financial reporting purposes, thereby increasing
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net after-tax earnings. On the other hand, the tax reduction
attributable to the excess of tax depreciation over book
depreciation must be shown as a "deferred tax liability",
and accordingly, is not reflected as an increase in the
firm's after-tax net income. Thus, dollar for dollar, a
greater incentive effect can be achieved by improvement of
the investment tax credit than by changes in depreciation,
even though the revenue loss to the government is the same.
In constructing an improved capital cost recovery system for
‘ assets with sﬁorter replacement cycles, it is important to
favor improvement in the investment tax credit over depre-
ciation liberalizatioﬁ if a choice is made between the two.

A structure favoring investment tax credit would also
be Qf particular benefit to small business corporations with
tax rates lower than 46%.

Several cost recovery proposals which have been struc-
tured as alternatives to the Administration's proposal would
provide limitations on the depreciation and investment tax
credit incentive.so that the present value of the tax benefits
from depreciation and the investment tax credit would not
exceed the tax benefit that would be available from current
expensing. These alternative proposals, as presently struc-

tured, impact shorter-lived asset categories by limiting the
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amount of investment tax credit rather than limiting the
rate of depreciation. If a limitation is deemed necessary,
the proposals should be modified to favor the investment tax
credit over depreciation liberalization for shorter-lived
assets.

Any of the alternative capital cost recovery proposals
can be modified to accomplish this result by increasing the
amount of investment tax credit for assets placed in the
shorter recovery periods, while limiting the method of
debreciation for such shorter-lived categories to the 150%
declining balance method or straight-line method (rather
than the double declining balance method).

For exgmple, if a "2-4-7-10" cost recovery approach
were used, the 2-year and 4-year catggories would be limited
to the use of straight-line depreciation. This would permit
the allowance of a full 10% investment tax credit for the
4-year category and a 5% investment tax credit for the 2-year
category, while meeting the targeted limitation. The 7-year
and l0-year categories would be allowed a full 10% investment
tax credit and could compute depreciation based upon the
double declining balance. Investment tax credit recapture

would be structured as follows:
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ITC Retained

Less than 1 year 0

1 year 2-1/2%
2 years 5%

3 years T-1/2%*
4 years or more 10%*

If a "3-5-7-10" cost recovery approach were used, the
3-year and 5~year categories would be limited to the use of
150% declining balance depreciation. This would permit the
allowance of thé full 10% investment credit for the S~year
category and a 6% investment credit for the 3-year category,
while meeting the targeted limitation. Investment tax

credit recapture would be structured as follows:

Asset Held ITC Retained
Less than 1 year 0

1 year 23

2 years 4%

3 years 6%

4 years 1 A

5 years 108%*

It is believed that, if limitations are deemed necessary,
all businesses would favor the above limitations on deprecia-
tion as opposed to limitations on the investment tax credit.
Nevertheless, in the event that some business investors in

\
shorter-lived assets would favor accelerated depreciation

* Does. not apply to the 2~-year category.
** Does not apply to the 3-year category.
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over the investment tax credit, an election could be per-
mitted for such a taxpayer to compute its depreciation for
sﬁorter-lived asset categories under an accelerated method
_(such as double~declining balance) with a reduced investment
tax credit.

Also, in the event it is deemed necessary to have cost
recovery periods with differing rates of investment tax
credit, taxpayers should be permitted to elect a longer cost
recovery period. Several proposals which have recently
surfaced have several cost recovery periods, some of which
periodé provide for less than a full investment tax credit. )
The recovery period in which an asset would normally fall
would depend upon its depreciable life under existing law.
1f Congress were to adopt such an approach, we urge that a
taxpayer be permitted to elect a longer recovery period for
any depreciable asset, in order to obtain a greater invest-
ment tax credit. We are happy to note that most of the
proposals along this line we have examined to date allow

such an election.

3. Any investment tax credit recapture provisions

should be graduated at intervals no greater than one year,

"to minimize distortion of equipment replacement decisions.

The investment tax credit recapture provisions in existing
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law apply a "steep cliff" approach, resulting from the 2-year
recapture intervals. ‘For example, if an asset with a depre-
ciable life of 7 years is actually held 5 years, one-third
of the credit is recaptured and must be paid back to the
government. One~-third of the credit is also recaptured if
the same asset were disposed of in 6 years rather than 5
years. Some of the alternative cost recovery proposals use
a similar "steep cliff" approach to investment tax credit
recapture. The Administration's "10-5-3" cost recovery
proposél uses a more graduated apprbach to investment tax
credit recapture. Under the Administration's cost recovery
proposal, an asset which is placed in a 5 year cost recovery
classification is allowed a full 10% investment tax credit.
If an asset is disposed of before S5 years, the taxpayer
retaing an investment tax credit after recapture equal to 2%
for each full year the asset was held.

The "steep cliff" approach to recapture operates con-
trary to the purpose of the investment tax credit by actually
discouraging replacement of assets before they are held the
requisite period. The graduated approach to investment tax
credit recapture, sﬁéh as contained in the Administration's
proposal, greatly lessens any inclination of a business to
retain an asset beyond the time that it would otherwise

economicaliy make sense to replace the asset.
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Conclusions

We, at Ryder, support the treatment of the investment
tax credit contained in the Administration's capitai cost
recovery proposals. In the event it is deemed necessary to
modify the Administration's capital cost recovery program,
we urge that the modifications adhere as closely as possible
to the principles and proposals set forth above. These
principles and proposals are readily adaptable to any capital
cost recovery alternative.

" As previously reccmmended, the legislation should also
allow a taxpayer to elect a longer cost recovery period for
any shorter-lived assets.

In the rush to shorten capital cost recovery pericds,
we urge that the importance éf the investment tax credit as
a vital incentive to business not be forgotten. Under no
circumstances should any company be required to sacrifice
its investment tax credit as the price for obtaining a
shorter cost recovery period. It is a trade-off that would
serve no purpose. We further urge that any capital recovery
program.that might be adopted ﬁove in the direction of
allowing an improved investment tax credit for assets with

shorter replacement cycles.
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STATEMENT OF JAMES E. SMITH
BEFORE THE
SENATE COMMITTEE ON FINANCE
WASHINGTON, D.C.
MAY 19, 1981

Mr. Chairman and Members of the Committee, my name is James E. Smith.
I am President of Charls E. Walker Associates, Inc. I am appearing today
representing a group of tﬁenty companies to urge repeal of the minimum tax
as it applies to corporations. These companies include a railroad, steel
companies, and certain coal and hard m@neral mining companies. A list of
the companies is attac£ed to my statemeni.

Our group of companies is strongly in favor of the President's Tax
Program, and we urge that his recoﬁmendations be promptly accepted by the
Congress. Economic revitalization is a matter of some urgency for this
nation, and we believe that prompt enactment of the propoﬁed Egonomic
Recovery Tax Act pf 1981 without significant change is in the public inter-
est. Repeal of the corporate minimum tax is thoroughly consistent with the
goals of the President's proposal. In the case of companies and industries
with low profitability, it has the effects of impeding capital formagion and
cash flow. 1Indeed, if the corporate minimum tax is not repealed, companies
impacted by it will not obtain the maximum cash flow benefits intended from
a liberalized cost depreciation system. Relief from its adverse effects
should be seriously considered by this Committee.

The companies in our group are capital-intensive companies which, for
the most part, are suffering from low profitability. In order to be revital-
ized, they must make large capital expenditures over the next few years.

Their ability to do so is frustrated by the minimum tax.
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The minimum tax for corporations was added during consideration of
the minimum tax for individuals. The legislative history does not make at
all clear the reasons for a minimum tax on corporations. It was originally
passed by the Senate and approved in Conference, as a provision in the Tax
Reform Act of 1969.

The minimum tax on corporations raises relatively small amounts of
revenue -- $267 million in the last year for which statistics are avaiiaile -
1977. The estimate for 1981 is $370 million. However, the tax falls heavily
on a few industries ~- primarily mining and steel manufacturing. As you
know, the nminimum tax on corporations is imposed at the rgte of 15 percent
on the excess of preference items over regular income tax paid. Thus, as
reqular income tax is significantly reduced, the preference items, which
arise in the normal course of business, while perhaps not large in relation
to the size of the corporation, may neverthelegss exceed the regular tax
and trigger a 15 percent minimum tax thereon. Incidentally, this may occur
even though the company may have a regular tax liability in the tens of
millions of dollars. The minimum tax paid by the corporations in the group
for which I am speaking does not grow out of the use of tax shelters to
offset unrelated income. Most of these companies pay minimum tax because
their profits, and,therefore, their regular tax liability, are relatively
low in relation to their preference items which arise in the conduct of
their business.

Lowered profits, and hence lowered regular tax, results from many
factors adversely affecting the companies in the group. Inflation, of
course, impacts all of us. Some of the companies are in cyclical dowﬁturns.
some of the companies are suffering from competition from lower-priced

imports. Many of the companies have been forced to make large expenditures
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for pollution control equipment. The mining companies, particularly, are
faced with heavy costs growing out of increased awareness of the necessity
to ptoiect the environment, and the fact.that the minerals they extract
beéome increasingly less accessible. At the same time, they are beset with
lower world prices for many of the commodities they produce.

It is in the interest of the nation to enable our basic industries to
modernize so that they can better compete with imported goods. It is also
in our nation's self-interest to avoid becoming increasingly dependent upon
raw materials imported from abroad.

In 1980, the Panel on Defense Industrial Base of the House Committee
on Armed Services reported that since 1950, "our raw materials situation
has deteriorated drastically.” It reported that the Unitéd States is more
than 50 percent dependent on foreign sources for over half of the approxi-
mately 40 minerals most essential to our economy, and that the dependence
on- foreign sources for vital raw materials has been increasing for many
years. This dependence has economic impogtance, but also strategic importance
to our nation's defense program. It is folly to exacerbate this situation
through unwise taxation.

Last year also, the Subéémﬁittee on Mines and Mining of the House
Committee on Interior and Insular Affairs reported that Federal tax laws
'have not kept pace with the changed circumstances confronting the mining
industry. They have not accorded any meaningful recognition of the capital
and operating cost burdens currently placed on that industry. Greater
incentive must be provided to assist the industry, not only in meeting its ‘
general capital needs for the development and expansion of productive
capacity, but also in alleviating the burden imposed on the industry by

mandated environmental and health and safety expenditures.™
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The minimum tax as applied to corporations runs counter to this sage
advice. Adversely, as the profitability of the minerals industry has
decreased, the minimum tax has increased. This is true also for the other
companies in this group. Thus, not only is the minimum tax a regressive
form of tax, but, at least for the companies in this group, it is triggered
not by high profits sheltered from taxation, but rather by lowered profits.
In some cases, it is triggered for previous years by losr carrybacks, and
for subsequent years by loss carryforwards.

I should like to emphasize that the tax preference items which create
the minimum tax in the case of the companies in this group do not result
from activities entered into for the purpose of, sheltering unrelated income
from taxation, but occur in the normal coursc of trade or business of the
taxpayer. These eorporate preference items were carefully considered inAucem
ments to basic 1ndustries£ and are thus performing the functions fog which
they were enacted rather than, as may sometimes be the case with individuals,
being used merely to shelter income from oth;r activities,

An unfortunate and perhaps unforeseeﬂ effect of the migiﬁum tax is
that it reduces the benefit to these particular taxpayers of existing capital
cost recovery and incentive items. For example, the minimum tax on a cor-
poration can effectively reduce the investment tax credit from a value of
10 percent of the 1nvestm;nt to 8% percent. It can reduce the effect of rapid
amortization of pollution control equipment to the point that corporations are
sometimes better off not using this tax incentive. Similarly, it will, for

certain companies, dilute the incentive for productive investment which is
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sought from the accelerated cost recovery systea under consideration by

this Committee. A more complete listing of some of the other anomalies

that result frcm the imposition of a minimum tax on corporations is included
in the longer paper attached to my sta;emcnt, as Appendix A.

Also attached is Appendix B, which presents several working examples
illustrating the contradictory effect of the minimum tax on other provisions
of our tax law. Our group believes strongly that the minimum tax is not
in the national interest. We are convinced, as we trust ycu will be, that
the minimum tax on corporations impacts adversely on capital formation anq
cash flow in ways that were never intended by the Congress. It does not
raise large amounts of revenue; it is paid, by and largé, by companies of
low rather than high profitability; it hampers our national self-sufficiency,
especially related to energy and national defense, and ability to compete;
and it should be repealed. We urge your careful attention to the inconsis-

tency of this regressive tax with the goals of the President's program.
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Minimum Tax Group
Participating Companies

AMAX, Inc.

Armco, Inc.

Bethlehem Steel Corporation
CSX Corporation

Cannelton Industries, Inc.
Carbon Industries, Inc.

The Cleveland-Cliffs Iron Company
Freeport Minerals Company
The Ranna Mining Company
Kennecott Copper Company
LTV Corporation

Lone Star Industries, Inc.
National Steel Corporation
Newmont Mining Corporation
Peabody Coal Company
Pittston Coal Company

St. Joe Minerals Corporation
Texasgulf, Inc.

U.S. Steel Corporation

Wheeling-Pittsburgh Steel Corporation



217

APPENDIX A

THE CORPORATE MINIMUM TAX:
UNRECOGNIZED BARRIER TO CAPITAL INVESTMENT

March 19, 1981
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The minimum tax on corporations in practice has a narrow and clearly
discriminatory impact on selected industries. It is a drain on badly needed
cash flow, and hence a deterrent to savings and investment, particularly
in capital intensive industries suffering from low profitability. The tax
hits hardest at industries such as steel and mining, where there is a demon-
strated and recognized need for increased investment to modernize and
improve productivity. . -

As Congress considers various approaches to increasing the rate of
capital formation to spur additional investments, it should recognize that
the corporate minimum tax is inconsistent with national policy objectives

and should be repealed.

Background

The concept of a minimum tax was first proposed more than a decade
ago in response to public concern about a few individuals with large economic
incomes who paid little or no income tax. Widespread publicity had been
given to the fact that 154 individuals with adjusted gross incomes of more
than $200,000 had paid no income tax 1n 1966. There was a strong feeling
that something should be done to curb perceived abuses in tax shelter acti-
vities such as limited partner;hips in oil and gas, real estate, equipment
leasing, etc. In 1969, the first provision to deal with this problem was
approved by the House Ways and Means Commi%tee as part of what later be-
came the Tax Reform Act of 1969. The two major features of this provision

were that (1) the tax applied only to individuals, and (2) the tax was
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comparative, i.e,, an alternative tax, rather than an add-on tax.

When the minimum tax concept came before the Senate, it was thoroughly
revised and became the basis for the law as it exists today. Perhaps the
most significant change was the extension of the concept to corporations.
This change came as a result of an amendment added in the Senate and
accepted in conference without the benefit of hearings or the presentation
of statistical evidence to support such a major change in approach. The
Senate Committee Report merely noted that corporations with long-term capi-
tal gains, accelerated depreciation, intangible drilling and development
expenses and percentage depletion; and financial institutions with special
deductions for additions to bad debt reserves, tend to pay smaller amounts
of tax than other corporations.

In addition, the concept of the tax was.changed to an add-cn or
supplemental tax rather ihan an alternative tax; and a flat rate of 10V was
established rather than a graduated rate. As finally enaqted, the minimum
tax also contained a provision which allowed the amount of regular taxes
paid in excess of the total tax preferences to be carried forward to as
many as seven subsequent years to be added to regular taxes in those years.

The Tax Reform Act of 1976 increased the rate of tax from 10% to
15%. The total regular tax offset allowable ta gorporations was retained
since corporation income is already taxed twice before it is available to
the shareholder owners. Also the provision which had allowed the amount
by which taxes paid in any year exceeded the sum of the tax preferences

to be carried forward for seven years was repealed. This provision which

84-226 O—81——15
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permitted the averaging out of the impact of the minimum tax was terminated
for no logical reason.

In the Revenue Act of 1978, the Senate Pinance Committee had reached
the conclusion that the add-on minimum tax “does not serve well either the
goal of tax equity or the goal of encbunging capital formation and economic
growth by means of tax incentives.” In order to eliminate this inequity
the Senate version would have changed the concept of the minimum tax as
it applies to individuals to a purely ;mpuativc or alternative tax. This
was done to a limited extent by the alternative minimum tax, primarily
applicable to individual capital gains. No changes were enacted for the

corporate minimum tax.

How does the minimum tax work in practice?

As presently constructed, the minimum tax on corporations is imposed
at the rate of 15 percent on the excess of preference bitena over regular
income tax paid. The major preference items which affect corporations are
percentage depletion and net capital gain. Therefore, a reduction in the
regular tax liability due to economic reasons or the application of credits
can create an additional minimum tax without any adjustment to tax preference
items, )

For companies that are capital intensive and marginally profitable,
the minimum tax has a perverse impact. In_ many cases.the operation of the
minimum tax is a direct contradiction of the intent of Congress when it
passed many other specific provisions of the tax laws.

Consider the examples below which are applicable to companies
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that find themselves subjected to the minimum tax.

* If a corporation had a capital gain on the sale of assets, the
tax on the capital gains could be 33.4% because of the minimum tax, in
spite of the fact that Congress specifically lowered the capital gains
tax from 30 to 28% in 1978. ’

* Although Congress enacted legislation to.allow corporations to
amortize the cost of pollution control equipment on a faster schedule,
some corporations do not use the incentive because an associated increase
in the minimum tax could make the amortization provision less desirable
than regular depreciation.

* Some capital investment projects, which could marginally meet the
company's return on investment criteria with the investment tax credit
considered, may have to be rejected when the minimum tax is computed be-
cause the project may no longer meet the company's minimum standards
for return on investment.

* The application of energy tax credits in addition to the normal
investment tax credit, which Congress passed to encourage conversion and
conservation, can increase the minimum tax to be paid, thus partially
offsetting the intended benefit. The benefits of the energy tax credit
and the reqular investment tax credit are effectively reduced from 10%
to 8 1/2% by the imposition of a minimum tax eveén though the rate of
credit was specifically provided by Congress.

* A net operating loss created purely by economic events can re-
.sult in a minimum tax in the current year. A carryback of that loss could
create a minimum tax in a prior year wherenme existed previously, even
though tax preference items did not change.

* The minimum tax acts as a direct offset to the carefully considered

. tax benefit arising from the percentage depletion deduction despite the fact
that the percentage depletion deduction is already subject to two limitations,
a rate limitation and an income limitation.

* The various accelerated capital cost recovery provisions under
consideration will reduce tax liabilities as intended by Congress to aid
in capital formation, but in selected cases will at the same time result
in a minimum tax liability.

* The application of investment tax credits/energy tax credits
reduces the tax liability as intended by Congress while at the same time
creating a minimum tax liability.

* Excess investment tax credits which cannot be used to reduce tax
liability in the current year can be carried forward and used in future
years. However, this could create a minimum tax liability. The same would
.be true if they were carried back.
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* New mining projects normally take five to ten years to reach
full development. Cash flows are often the single most important factor
in determining whether or not to pursue projects which take this long to
develop. The minimum taxes that arise during these low profitability
periods have negative impact on cash flows and thereby discourage the
development and construction of new mining projects.

* Older mining operations typically work in less desirable
minerals and minerals of low seam height, The resulting low profitability
generates minimum taxes, without any abusive use of tax preferences. These
minimum taxes can be a deciding factor in closing down a mine and aban-~
doning natural resources that otherwise would have been recovered.

Based on the above, it is evident that the minimum tax, which was
originally intended to curb tax shelter type abuses by a few high income
individuals, can have a major impact on companies with low profits due to
economic conditions. Moreover, the companies bearing the main burden of
the corporate minimum tax are in basic capital intensive industries --
mining and primary metals -- which are in the greatest need of capital

for modernization and pollution control facilities.

Is the minimum tax consistent with other national goals?

As noted earlier in this paper, the minimum tax has had a perverse
impact on the mining industry. This situation was addressed by the Sub-
connlétee on Mines and Mining of the Committee on Interior and Insular
Affairs in its "Report on U.S. Minerals Vulnerability: National Policy
Implications™.

This report, published in November, 1980, specifically discusses
the tax aspects of the mining industry problems.

"Traditionally, Federal income tax laws have recognized the unique
circumstances of the mining industry -- including its fundamental impor-
tance to the economy as well as the high degree of risk associated with
its investments -- through the percentage depletion allowance and the
current expensing of exploration and development costs. These have pro-
vided an important source of capital funds for the mining industry, es-
pecially for the smaller mining companies which have a narrow capital base
from which to finance operations and therefore an even greater need for
improved cash flows. Investment tax credit also has been an important
incentive for capital investment in the mining industry. ....
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Federal tax laws...have not kept pace with the changed circum-
stances confronting the mining industry. They have not accorded any
meaningful recognition of the capital and operating cost burdens currently
placed on that industry. Greater incentive must be provided to assist
the industry not only in meeting its general capital needs for the develop-
ment and expansion of productive capacity, but also in alleviating the
burden imposed on the industry by mandated environmental and health and
safety expenditures. Improved financial posture of the mining industry
is necessary if that industry is to regain any semblance of a competitive
position in world markets."

Continuation of the minimum tax, which depletes capital, is incon-
sistent with this policy recommendation.

The minimum tax appears to be at odds with other national policy
objectives. For example, the United States is encouraging the development
of domestic energy supplies so we will not be dependent on foreign sources.
Reliance on imported oil not only raises questions of national security,
it also adds to our balance of payments deficits. Yet, mining, including
that of coal which is our most abundant domestic energy source, bears a
disproportionate share of the minimum tax.

In the area of national defense, the Committee on Armed Services
held extensive hearings—in 1980 and issued a report entitled, "The Alling
Defense Industrial Base: Unready for Crisis."

One section of the report describes the extent of our dependence
on foreign sources for the supply of eritical raw materials. The report
states:

"There was a time when we produced more raw materials than we
consumed. Since 1950, however, our raw materials situation has
deteriorated drastically. We have now become dangerously vul-
nerable to the OPEC-type mineral cartels. The dangers of a high
dependence on foreign sources for any item essential to our
nation's survival can be best illustrated by the OPEC oil car-
tel which caused: price escalaticn, shortages, inflation,
dollar devaluation, trade deficits, and economic stagnation.

While 0il is the best known and the most important single

commodity subject to possible cartel-type action, it is not
the only one.
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The United States is more than SO percent dependent on foreign
sources for over half of the approximately 40 minerals which have
been described as most essential to our $2.3 trillion economy.

Last year, the United States had to import over $25 billion
worth of non-fuel minerals. This dependence on foreign sources
for raw materials vital to our industries has been increasing
for many years for several reaons including: technology advance-
ments and legislative and regulatory restrictions imposed on the
U.S. mining industry.

Our strategic vulnerability is obvious."”

In another section of the report, which discusses industrial
preparedness, the panel finds, "...that the Department of Defense has
neither an on-going program nor an idequate plan to address the defense
industrial base preparedness issue. Department of Defense inaction in
enhancing industrial base preparedness, coupled with instability within
the five-year defense proétan, weapons system procurement stretchouts,
inadequate budgeting and inflation, has contributed to the deterioration
of the U.S. Defense industrial base, and as a result jeopardizes national
security”. ‘

As the United States attempts to rebuild its defense establishment,
vhich is indicated by the Federal budget submitted by President Reagan,
the industrial base is neither capable of supplying the increased demand
in a timely fashion nor using the latest technology in the production
process, The minimum tax places a burden on the mining industry and basic -
metals industries and therefore is running counter to national policy ob-

jectives.
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What impact would repeal of the minimum tax have on revenues?

As the tollowlng<tab1es indicate, repeal of the minimum tax would
not result in a large revenue loss to the U.S. Treasury. FPor example,
payments for fiscal year 1981 total $250 million. Table A-~2 below shows
the various specific preference items, and Table A-3 shows the revenues
from the corporate minimum tax revenues according to specific preferences.
These estimates were prepared by Dr. Gerald Brannon, former Chief Revenue

Estimator of the Treasury Department.

TABLE A-1

Repeal of the Corporate Minimum Tax (Sec. 56 IRC) would reduce corporate
tax liabilities (or payments) as follows:

Liabilities Payments
{calendar year) (fiscal year)
($ millions)

1981 370 250
1982 395 385
1983 430 415
1984 475 460
1985 525 510

These estimates assume that repeal is effective January 1, 1981, Obvious
adjustments would be made for later effective dates which would be in
effect rate reductions for 1981 (i.e., effective July 1 means a tax rate
of 7.5%).
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TABLE A-2

The following table shows the distribution of the corporate minimum tax
according to specific preference items based on 1976 data.

($ atllions)
Percentage Bank Acceler. Amorti- Capital Gains
Industry Depletion Bad Dedt Deprec. zation Timber-Other Total
Mining $3.$ 53.5
Manufacturing
Primazy Metals 3.7 3.7
Petroleum 9.3 9.3
Lumber & Wood 6.2 6.2
Paper Products 6.0 6.0
Blec./Blectron. 1.0 4.2 S.2
All Other 4.8 1.8 7.8 14.4
Gas & Blec. Util, 3.9 3.8 7.7
Trans. Util. .3 4 .3 1.0
Finance - Banks 43.1 43.1
Pinance -~ Other 2.0 2.6 3.2 7.8
All Other 3.4 2.2 —_— 1.4 2.0
TOTAL 108.9 43.1 5.8 4.2 14.0 16.9 192.9
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TABLE A-3

Revenues from the corporate minimum tax according to specific items are

as follows:
($ millions)

1976 1977 1978 1979 1980 1981 1982
Percentage Depletion 109 156 161 145 183 209 207
Bank Bad Debt 43 47 93 103 62 44 62
Accelerated Depreciation 6 9 8 8 8 9 9
Amortization 4. 8 8 8 8 8 8
Capital Gains-Timber 14 19 21 40 443 48 SS
Capital Gains/Other 17 28 29 35 a9 51 _55

TOTAL 193 267 320 ‘339 343 369 396



Conclusions

During the 1970's, the American economy was buffeted v{th strong in-
flationary pressures and a slow rate of growth. The raée of increase in
productivity slowed and actually became a negative rate in the last three
years of the decade.

Economists of many differing persuasions have concluded that the
best way to increase productivity and reduce inflationary pressures is to
encourage badly needed capital investment in new and modern plant and squip-
ment. The Accelerated Cost Recovery System and similar proposals currently
under consideration are designed to increase cash flow to allow corporations
to replace outworn or outmoded systems and machinery.

The ainimum tax would have the contradictory impact of cancelling
out some of the benefits of such legislation for many companies in basic
industries where relief is most needed.

It would be ironic indeed to see the incentives for business which
are contemplated in the new provisions thwarted by the minimum tax which

was designed to curb tax abuses by wealthy individuals.

-

This paper represents the views of the following 20 companies: AMAX, Inc.;
Armco,. Inc.; Bethlehem Steel Corporation; CSX Corporation; Cannelton In-~
dustries, Inc.; Carbon Industries, Inc.; The Cleveland-Cliffs Iron Company;
Freeport Minerals Company; The Hanna Mining Company; Kennecott Copper
Company; LTV Corporation; Lone Star Industries, Inc.; National Steel Corpora-
tion; Newmont Mining Corporation; Peabody Coal Company; Pittston Coal Company
St. Joe Minerals Corporation; Texasgulf, Inc.; U.S. Steel Corporation:
Wheeling-Pittsburgh Stecel Corporation.

¢
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APPENDIX B

ILLUSTRATIVE EXAMPLES OF THE MINIMUM TAX

IN OPSliATION WITH OTHER PROVISIONS OF THE

INTERNAL REVENUE CODE
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Minimum Tax

Calculation of the Minimum Tax
Basic Example

Tax preference total $12,000
Less: Tax liability (net) 2,000)
Excess tax.preference over tax $10,000
Minimum tax @ 15% $ 1,500
Het operating loss example
Year 1
Before NOL After NOL
Carryback garryback
Tax preference total $10,000 $10,000
Taxable income 50,000 -0-
Tax liability : 23,000 -0~
Minimum tax -0~ 1,500
Year 2
Before NOL After NOL
carryback garryback
Tax preference total : $10,000 $10,000
Net operating loss (50,000)
(carried back to year 1)
Tax liability ) -0- -0-
Minimum tax @ 15% $ 1,500 $ 1,500
Excess tax carryover example (repealed in 1976)
Xear 1
Tax preference total $15,000
Tax liability —25.000
Excess tax carried to Year 2 $10,000
Year 2
“Pax pteference' $15,000
Tax liability $ 5,000
Excess tax carryforward 10,000 15,000
Excess tax preference-with éarrytorward -0-
{no minimum tax)
-without carryforward $10,000

Minimum tax @ 15% 1,500
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Minimum Tax -2-

Example comparing the effect of a deduction for percentage
depletion with a deduction for non-preference item

Preference
Separate taxable income before deduction $10,000

Separate deduction for:

Percentage depletion (6,000)
Research & development

- u.t‘tuabl. incm‘.....'.......O...l.l"l.$ 4'000

Regular tax @ 46% . 1,840

Minimum tax:

$6,000
(1,840)
$4,160 x 15% - ——_624

Tot‘l tax.-.ootcotoo.n-oonnoo-ooocnoo-..c.as 2,464

Non-Preference
$10,000

(6,000)

$§ 4,000

1,840

$ 1,840



Example showing effect of credits to create a minimum tax

Taxable income bo!o;c percentage

depletion $25,000
Percentage depletion {$,000)

Net taxable 1nc°u. ......-.-........;..-..-.$20.000

Tax @ 46X before application
of credits $ 9,200

{NO MINIMUM TAX AT THIS POINT -
TAX LIABILITY IS HIGHER THAN
PREFERENCE)

Credits allowed under Revenue Code:

roreign tax (2,200)
ulmc...‘...Ql"l..l....'....l....l....lﬂs 7'000

Investment tax credit
(80% of tax in 1981) {5,600)

B.l‘nC.."Q.oooucoco-.qo.ntoono'..o'.n'.'s 1"00

Energy tax credit
(up to 1l00% of the tax) {1,400)

Net tax li.bility-..l..l'.....'.l-..l.l.? -0=

Minimum tax:

Preference item $5,000
Less net tax -Q=

$5,000 x 15% - 5§ 250
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Bxample to show that ACRS (or 10/5/3) will not have full
jntended effect if the minimum tax is applicable

ol4
Depreciation
Law
Taxable income before per-~
centage depletion and ACRS
or depreciation $21,000
Percentage depletién
deduction
Any non-preference deduction (5,000)
capital recovery - $50,000
‘item -~ S yrs ACRS
10 yrs depreciation {s,000)

Net taxable income..c.c.ccececeess.$11,000

Tax @ 46% 5,060
Minirmum tax:

Preference item $5,000

Less net tax 2,760

$2,240 x 15%

TOtAL tAXeiesesesassvsccsconseeseed 5,060

ACRS
NO Tax
Preference

$21,000

(5,000)

(10,000)

$ 6,000

2,760

$ 2,760

ACRS
wWith Tax

Preference

$21,000

(5,000)

(10,000)

$ 6,000

2,760

336

$ 3,096

ACRS should have reduced the tax by $2,300 ($5,000 additional capital

recovery x 46% = $2,300)

Because of minimum tax, tax was only reduced $1,964 ($5,060 —3096 =1,964)



Minimun Tax -5-

Example to show the possible effect of amortization of
pollution control facility compared to depreciation

Amortize = pepreciate

Taxable income before mportization

or depreciation $50,000 $50,000
$250,000 pollution control facility

Amortized (50,000)

Depreciated 20,900
Ket taxable inCOMB.:cvecccsecrcascccncennnse -0~ $30,000
Regular tax @ 46% . -0~ $13,800
Minimum tax:

Preference item:

Excess of amortization’

over depreciation $30,000
Regular tax _=0- .
Excess - $30,000x 15%= § 4,500

(This will be academic if ACRS or 10/5/3 is adopted since
S year cost recovery is better than S5 year straight line
amortization.)
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Minimum Tax -6-

Example to show that the minimum tax can change the 10% investment
tax credit to an 8k% credit

Taxable income before

percentage depletion $14,600
Pexcentage depletion ‘ {4,600)

Net taxable incwe.....-................-.510,000
Tax @ 46% ' $ 4,600

(No minimum tax-preference
and tax are equal)

Investment tax credit applied (1,000)

Net tax--..'.;..-.-.m......o-.....;-u.....s 3;600

Minimum tax:
Preference item $4,600
Less net tax 3,600

$1,000 x 15% = 150

‘I‘Otal taxtccoootnctocoo.ooqlo.-cnoncnocaous 3'750

Total net reduction
from $1,000 ITC = $850

84-226 O—81—16
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The CHAIRMAN. Our next panel is Dr. James Peabody, Mr.
Osborn, and Hays Watkins.

STATEMENT OF DR. GEORGE JAMES, ON BEHALF OF AIR
TRANSPORT ASSOCIATION OF AMERICA

Dr. JaMEs. Thank you, Mr. Chairman. I have noticed from the
“witnesses who have appeared before you today, that they have one
thing in common. That is that they are stressing the need for more
investment in the economy.

We have in the airline industry a significant amount of invest-
ment as our history will show, and it may surprise some to learn
that last year, we invested $4 billion for new equipment, which was
more than the. steel industry, the textile industry, the aluminum
industry or the rubber industrf'.

The figure will nearly double to some $8 or $9 billion a year by
the end of this decade and probably more so by the middle of the
decade. We expect to spend 590 billion for new equipment over the
coming 10 years.

We have observed that the Department of Transportation has
put forth a figure that says for every $1 billion that we invest, we
create the equivalent of 60,000 jobs.

We believe, therefore, that we are a significant part of the pro-
gram that you’re anticipating, and hoping to put together for tax
reform legislation.

However, we have a very difficult problem in trying to raise
sufficient funds to make $90 billion of investment.

In the 1970's we had a profit margin that was only about one-
half of the level of the rest of U.S. industry. Last year in 1980, we
suffered a $230 million operating loss for the industry as a whole.

We have an investment challenge in front of us, and we consider
that the ACRS is indeed a route that we support, and we’re encour-
aged to see it developing. However, we feel that it leaves some
significant problems for us, even after its passed, because we will
still have in front of us-a large investment challenge and behind us
a very difficult and unsuccessful profit performance.

Consequently, the investment tax credit which is directed toward
those companies that make money should, we believe, also, be
directed toward those companies who are not making money, but
at the same time contributing equally to the investment posture of
the United States.

A dollar invested by a successful company and a dollar invested
by a company losing money receives an entirely different treat-
ment by the investment tax credit.

Therefore, we are supporting refundability of the investment tax
credit in your legislation. We think that it would be an opportunity
not only to help the U.S. domestic economy from the standpoint of
this $90 billion that we see in front of us for the next 10 years, but
obviously an improvement in U.S. aerospace production and the
consequent positive effects it would have on our balance of pay-
ments. Moreover, it would improve the (i)roductivity of the airlines
through the new aircraft that would be delivered and some 30 to 35

rcent increase in fuel efficiency that would follow. The airline
industry feels an investment of this magnitude is essential to main-
tain an efficient and reliable national air transportation system.



237

We think that it is consistent with several national policy objec-
tives including energy efficiency improvements, greater productiv-
ity, job creation, and environment progress.

However, the required investment that we will need to make will
not be possible in the absence of significant improvements in the
economy and significant improvements in our own earnings, and
the investment incentives opportunities. As I said, earlier, we sup-
port the ACRS; we think it represents a substantial step in the
right direction. However, we believe a more complete, effective and
equitable capital recovery system should incorporate the invest-
ment tax credit improvements, including a provision providing for
a refund of the earned but unused tax credits as well.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Mr. Peabody.

' STATEMENT OF ROBERT B. PEABODY, PRESIDENT, AMERICAN
IRON & STEEL INSTITUTE

Mr. PeaBopy. Thank you, Mr. Chairman. My name is Robert B.
Peabody. I am president of the American Iron & Steel Institute.
This statement is submitted on behalf of AISI and its 66 domestic
member companies which together supply about 92 percent of the
iron and steel which is produced in the United States. These com-
panies employ more than 568,000 workers and have over 800,000
shareholders. 't

The domestic steel industry believes that the passage of the
President’s program for economic recovery is essential in order to
restore confidence in the economy and achieve the goal of reindus-
trializing America. We appear here today in support of that pro-
gram and more specifically to support and urge prompt action by
this committee of the 10-5-3 capital recovery proposal, which is the
core of the administration’s ACRS system.

The United States needs a strong, healthy domestic steel indus-
try. Our world as we know it today could not exist without steel,
and that therefore dictates a strong, healthy domestic steel
industry.

The domestic industry has problems, they are all now well
known. But the industry has the ability to overcome these prob-
lems if the Government policies which have substantially contrib-
uted to our present difficulties are changed.

Early in 1980, over a year ago, AISI published ‘‘Steel at the
Crossroads—The American Steel Industry in the 1980s.”

In that report we spoke to the need for increased modernization
of the domestic industry and pointed out that the basic problem of
the industry has been low profitability, a condition which in large
measure is the result of Government policies relcting to capital
formation and capital recovery, international trade, and regulatory
burdens, including environmental policies. A number of other stud-
ies released in the past year, including reports by the GAO and the
Office of Technology Assessment, have agreed that a principal
problem of the domestic steel industry is capital formation and
that resolution of that problem is dependent upon changes in Gov-

ernment policies in tax, trade, and environmental areas.
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Similarly, in September 1980 the Steel Tripartite Committee,
made up of representatives of the Government, the steelworkers
union, and the steel industry, issued its report.

That report also concluded that the industry is faced with a
- severe capital shortage, and that changes in Government policies
would be required to improve the ability of the industry to further
modernize itself.

In brief, the need for changes in our capital formation, capital
recovery system in order to facilitate the further modernization of
the domestic steel industry, is supported by all who have studied
the condition of the industry.

Until 2 years ago, the present ADR system provided a depreci-
ation period of 18 years for steel plant equipment with an allow-
able reduction of 20 percent. :

After major- efforts within the Treasury, that was reduced to 15
years with the same percentage reduction. Except for cement, no
other major industry in this country has as long a recovery period,
and in no other major steel-producing country is there such a long
schedule.

Canada, for example, which has a strong, profitable, and modern
steel industry permits the recovery of steel equipment capital cost
in 2% years, one reason why across Lake Erie a new greenfield
steel plant has been constructed by a Canadian steel company, and
none has been built in this country for over 15 years.

The ACRS, or 10-5-3, will not in the short term be of substantial
benefit to the domestic steel industry. Because of several years of
depressed -earnings, the industry has accumulated carryovers of
-operating losses and investment tax credits which, until they are
ufg«i((i) ig guture years, will result in a deferment of the full benefits
of 10-5-3.

The industry is firmly convinced, however, that the total econo-
my, including the steel industry, will be best served by the adop-
tion of ACRS as quickly as possible.

The steel industry will benefit in the short term by the prompt
adoption of ACRS since its adoption will stimulate increased pur-
chases of steel for capital goods by our customers with the conse-
- quent benefit, including increased productivity, which new plant
and equipment will bring to our general economy.

In the longer term ACRS will provide major support for steel
industry modernization. With inflation, even moderate inflation,
. ACRS does not permit full recovery in constant dollars.

Nevertheless, the impact of inflation on real capital recovery is
much less under ACRS than the present system because the recov-
ery period is shorter.

After the initial phase-in period, the cumulative benefit of capi-
tal recovery from the ACRS compared to the existing ADR system
would be substantial.

For example, assuming a constant annual level of investment,
the cumulative capital recovery after 5 years under ACRS will be
almost double that of the present system.

For an industry which has been spending well over $3 billion a
year on capital investments and which still has, as stated by the
Steel Tripartite Committee, a capital shortfall of $2 billion or so,
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this change can be a very substantial benefit to the efforts of the
industry to accelerate its modernization.

To conclude, we strongly support the President’s i)rogram for
economic recovery. We believe that program will help restore a
highly productive, competitive, and noninflationary economy, all to
the benefit of our country and therefore to the benefit of the
domestic steel industry, its employees, and shareholders.

A key element of the President’s program is ACRS. Accordingléy,
we urge prompt action by this committee to adopt the ACRS or 10-
5-3 approach with an effective date of January 1, 1981.

The CHAIRMAN. Mr. Snow.

STATEMENT OF JOHN W. SNOW, SENIOR VICE PRESIDENT-—
CORPORATE SERVICES, CSX CORP.

Mr. Snow. Thank gou, Mr. Chairman. My name is John Snow. 1
am senior vice president of the CSX Corp. By way of background,
X is a new company in the railroad business, formed last No-
vember from the merger of Seaboard Coast Line Industries and the
Chessie System, the Chessie System being the C. & O. and the B. &
O. and the Western Maryland, and the Seaboard Coast Line being
Seaboard Coast Line Railroad and the O. & N. _ .

. We have the largest rail hoeing system in the country in terms
of revenues and employees. We are also the largest pole-hauling
rail system in the country. ,

And, as with other major rail systems, we undertake heavy
capital expenditures; approximately $1 billion are planned for 1981
and over the period 1981 through 1985 something on the order of
$1.2 billion annually, therefore generating something on the order
of $120 million annually in investment tax credits over that period.

And, as rail systems go, we're relatively profitable, and have
been so for a long time. Our 1980 earnings were $280 million. But
despite these sizeable earnings, we are unable to fully utilize the
investment tax credit, because our taxalle income is low, relative
to our capital expenditures.

This is a situation which, as you know, is common to other rails
?nd other capital intensive industries, such as steel and the air-

ines.

?lgr investment tax carryforward is now in the order of $200
million.

The investment tax credit, in our view, is a mighty effective tax
mechanism for stimulating capital formation, but it has one flaw.
Senator Long indicated this morning, the companies that need it
most, can't fully utilize it, and excuse therefore the competitive
balance as a consequence.

I am here today to lend our voice and the many others I think
you'll be hearing from in support of the change in the law as

roposed in Senator Durenberger’s bill to allow capital intensive
industries like ourselves to fully utilize on a current basis the
investment tax credit. ‘

Now, obviously, what I'm saying and the proposal which I'm
endorsing is one which is in our own self-interest. But, I think our
own self-interest here parallels a larger national interest.

For one, the change in the law, that I'm supporting would
remove the current competitive inequity in the use of investment
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tax credit. The situation that was referred to this morning where it
cost Chrysler 100 cents on $1 to make a capital investment whereas
it cost General Motors only 90 cents on §1. And that’s a curious
kind of situation.

Second, the proposal as in Senator Durenberger’s bill would stim-
ulate capital formation where it is needed most. In the industrial
corp of the U.S. economy. The second most in need of assistance
and the sector on which revitalization is most depended.

If we are going to revitalize the American economy, we are going
to revitalize it through expenditures in airlines, rails, steel, ma-
chinery, iron, and so on. )

I should close by pointing out that while we support the 10-5-3
and the President’s program for accelerated depreciation, we as a
company with extensive capital investment tax credit carryfor-
wards won’t get much benefit from it.

In fact, it will actually, by lowering our taxable income, exacer-
bate the problem of the piling up of the investment tax credits. So
for all of these reasons we want to lend our voice in support of
Senator Durenberger’s proposal and suggest that it’s an excellent
vehicle for accomplishing the objective. But that it's not the only
way.

One alternative way to accomplish the same objective would be
to make the investment tax credits transferable or negotiable.

Thank you.

The CHAIRMAN. I want to ask Mr. James just one question.

How many of the new aircraft are leased these days. You didn't
mention leasing in your testimony. -,

Dr. JaAMEs. Yes, Senator. For the aircraft that are in the fleet
now about 25 percent are under a leasing arrangement.

The CHAIRMAN. 25 percent.

Dr. JAMES. Yes; the debt or the capitalized leasing debt would
represent about 25 percent of our investment.

The CHAIRMAN. Senator Long.

u Senator LoNG. Thank you, Mr. Chairman. Let me ask this ques-
ion.

It seems to me that we may vote to get you what you are asking
for. I'd like to urge that the other guy benefit too. For example,
under the law, you can get an extra 1 percent for your employees

-under an employee stock ownership plan.

And, I would just ask if your people would be willing—if we get
this bill—to place some of this amount into an employee stock
ownership plan? Now, as far as I'm concerned if you're worried
about the complexity of it, it would be all right with me if you put
that amount into a reserve for 2 or 3 years, and let it build up and
vest it in the employees. Do you think your industry would object
to giving this spirit of good will to everyone? They would say, well
everybody benefits from it, including the employees.

Later on in the day, we're going to have some people from
Continental Airlines testify. They are very enthusiastic about em-
ployees stock ownership. They believe they have more productivity
rx% t now. :

r. JAMES. Senator, I can’t speak for our individual airlines as to
what their positions might be if they were asked—with regard to
ESOP, but indeed, you've cited one outstanding example in Conti-
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.nental Airlines and the efforts that are being made there on the
part of the employees.

I think that under deregulation, now, particularly as we progress
more toward full deregulation that we're finding the carriers and
the employees coming closer together in consideration of such
plans. That’s only a generality, but I think its possible it may lead
to more specific arrangements at a later date.

Senator LonG. Well, a time or two I've tried to shame a few
major companies into putting their employees in on the benefit
that we vote, the company as well as employees.

I said one time to one of the major employers that if I were a
labor union person working on the other side of the -fence, that’s
one of the things I'd use to help organize that company. I'd be
saying well, look, let me show how little these people care for you
employees—I mean that boss you've got over there, he could buy

ou some stock in the company and it would cost him nothing.

othing, maybe a little legal expense to set up an employee stock
ownership plan and you workers are supposed to get some benefits
out of this thing.

That situation reminds me of that old dog we used to have in the
barnyard. We would put some food out there for the dog and he
wouldn’t eat it, but you let those chickens start pecking on that
food and he would ferociously run them off, because he wasn’t
going to have them pecking on his food, even though he wasn’t
hungry and ‘he chickens were.

Now, it just seems to me that this is a fair proposition. And
employers could say, well, look, I'm an employer, but I'm for this
other guy ¢0o. And when some of us get ready to seek reelection,
there are a lot more of those employees that vote than there are of
Kou lawyers and executive officers, and we would kind of like to

ave those votes be counted for us too. We'd like to see them be a
part of this operation. We'd like to have them in on it.

Would you mind exploring that with your people and see if they
would object too strongly?

Dr. JaMes. No, not at all. -

Mr. Snow. Thank you, Senator. I think it's au issue though that
goes well beyond refundability of investment tax credits. It's a far
more far ranging issue.

The CHAIRMAN. | wasn'’t talking about a package.

Senator LoNG. Basically, I have many times quoted Bob Kerr
who would have been Chairman of this committee had he lived. He
;1:&]1 to say he was against any combine he wasn’t in on. [Laugh-

r.
I'm just saying that it wouldn’t be a bad deal at all to put the
workers in on it. A lot of good companies have these plans, particu-
larly capital-intensive companies—all of those privately-owned util-
ity companies, they have such plans. In fact, they can criticize the
oil industries, but I think practically all the majors from Exxon
right on down, have put it in for their employees, and isn’'t your
activity reasonably capital intensive?

Dr. JaMEs. Very much so.

Mr. Snow. Yes.

Mr. PeaBopY. Yes.
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Senator LonNG. So that the investment credit would be pretty
good, I think, a pretty good deal for the employees. There would be
. something significant there.

Mr. PeaBoDY. Senator, so you'll think well and happily of the
domestic steel industry. We have a number of companies that have
that and variations of it.

. Senator LonG. Well, I recall when 1 first got the thing going,
many people said it was a crazy idea. But those who have tried it, a
lot of them are reporting back that it brought a better employee
reaction. You just talk to people, now you just go to your favorite
investor-owned utility company. They are very enthusiastic about
it now. They say it's a good idea, it's working very well. It helps to
create a good attitude on behalf of the employees, it makes them
feel that they are aboard, they are part of what’s going on in the
company.

Mr. PEABODY. Senator, it will make them feel happier when their
shares begin to go up when you here adopt the administration’s tax
program.

Senator Long. Well, now it may, but especially if there is some-
thing in there for them. You know, when we look at what this
capital creation has brought, there should be something in there
for the worker as well. We shouldn’t forget him.

I recall when we first got this thing going, an executive officer of
one of the big steel companies, I won'’t call the company’s name, we
don’t want to embarrass them or him, but he said do you realize
how little that means. For my workers that would mean $39 per
year. '

My reaction to that was well, I'd hate to have to meet with those
employees some time and say that I was the guy that made this
decision and that I turned this program down—even though it
didn’t cost us anything, I turned down a $39 a year for employees.

If I was a guy fighting you on the other side of the table, and I
was trying to recruit guys to join the labor union, I'd say now see,
little though it may be, 1t was too much for your employees, and so
it will be good, I think, when the Congress tries to do something to
benefit the workers that management go along.

You know, it's going to get more and more lonesome not to be
people who are looking ahead and selling their employees on the
idea that what's good for management is good for the companies
and vice versa.

You know, American Telephone & Telegraph is a pretty darn big
E:ﬁ;np%ntz, ]I think better of them now than I did many years ago.

ughter. L

They have it. General Motors had it. Exxon had it; you can find
a lot of people in other business that have it, and it's going real
well. I would just like for you to talk to your people about it and
:99 if they would be willing to give it some sympathetic considera-

ion. :

Thank you.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. Thank you, Mr. Chairman. I just want to
assure you that at the rate we’re going today, I have no intention
of living long enough to be chairman of this committee. [Laughter.]

The RMAN. I didn’t think 1 would either.
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Senator DURENBERGER. I think Russell is bound to make George
Malones out of both of us today.

Let me just say that I think some of the best.things about
refundability that was probably said this morning when all of you
were here for that conversation, many of them were said by the
person who has been talking this subject, as he has been talking
ESOPS, for a long, long, long time.

One of the things that has impressed me about this issue, is that
I came into it where I think all of you came iato it, and that is in
looking at the infrastructure in this country. 1 mean, it seems to
me that we can do all of the budget cutting and tax reforming and
all that sort of thing, and we’re still not going to have a healthy
economy in this country, unless we really address the issues of
what has happened to the basic infrastructure in this country. And
that means energy, and that means transportation and it means
auto and steel and a varietf; of these very basic industries.

So, the effort, I think, that we put in here to look at packages
and dollars and try to divide things so that we treat everybody
fairly, certainly has to take into consideration that in addition to
the arguments for winners, losers and things like that, that one of
the main arguments to be made for special tax treatment in the
infras::lructure area, is what we have to do to turn the economy
around.

Now, there is allegedly, and I guess we're going to hear about
this a little bit later, an institution that's grown in this country to
take care of the problems of airline, steel, rail, and so forth, and
that’s the leverage leasing industry.

I first heard about it after I went home and made some speeches
on the rail deregulation to have some competition in the rail
industry, and I talked about refundability and some banker came
up to me and said, “My gosh, I'm making all kinds of money
leverage leasing, I don’t want you to put me out of that business.”

Well, if it's that good of an institution, perhaps we should raise
the question, why do we have to worry about refundability, and I'd
like each of you to comment on whether or not the alternative of
_leverage leasing can provide the same benefit for the company as

cil'i‘é'epresent, the companies that we’ve been talking about as the

Dr. JAMES. Senator, with the airlines, as you heard a moment
ago, when I answered Senator Dole’s question, we have a consider-
able amount of our debt in leasing at this point. Nearly 25 percent.

So, we’ve been using this form of financing very actively over the
last decade.

It is, however, not the No. 1 choice for financing. We would be
much better off if we were able to make a reasonable profit so that
we could buy the equipment rather than lease it.

Leasing and leverage leasing in particular, means that you are

iving up about half of the investment tax credit benefit, use

f of it is going to the owner or lessee of the equipment and you
may get the equivalent of about half of it back in terms of the
lqash;%t charges over a 15- or 16-year period, in the case of an
aircraft.

In addition, you lose the residual value or the salvage value of
the aircraft which is not unimportant to us over a period of time.
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We, on balance, feel that ownership is better than leasing and
. leasing is generally used when we do not have the ownership
option. We would much prefer going back to ownership and there-
fore the full ITC credit.

Senator DURENBERGER. Before we get the response from the
other two panelists, what would your response to the chairman’s
question have been say, 5 years ago or 10 years ago or 15 years ago,
on terms of the industry. You said 25 percent is leased today.

Dr. JAMES. Leasing, in the late 1960's was brand new to us,
essentially a very nominal amount, if any were done prior to the
mid-1960’s. We began in the late 1960’s and we picked up very
actively then throughout the 1970’s when our overall financial
performance was only about half of what it should have been.

Senator DURENBERGER. Thank you.

Mr. SNnow. Senator, the same answer, essentially. Leasing is very
important to the railroad industry, my railroad, and the leverage
leasing is certainly an adaptation to the fact that we can’t get the.
full benefit of the investment tax credit and we share the benefit
with others. Obviously, it’s better to get the advantage of the full
90 cents than to be paying 94, 95, 96 and through the leverage
leasing a lot of resources get tied up in lawyers, accountants,
auditors, and so. You lose the residual value. It’s just a lot less
efficient way to go about providing the party who is supposed to
receive the benefits with the benefits in what we're talking about
in your bill.

Mr. PEaBopy. I would share that thought Senator. Leverage leas-
ing is a scheme. It's for a variety of reasons why you use it
including financing, for financial statement purposes, that it is
essentially used when you're so damn poor that you can’t afford for
one reason or another to buy it outright on your own.

It's a scheme, it’s a device, it’s not the way to operate if you can
avoid it. -

Senator DURENBERGER. Thank you.

The CHAIRMAN. I was just checking. As I understand the cost of
the investment credit other than ESOP, rehabilitation of structures
and energy, this way you want about $16.5 billion. It's a tax cx-
penditure, I'm not certain that that is a proper use of that phrase,
but I'm just wondering what additional cost would it be to the
suggestion by maybe not the panel, but I think Dr. James was
talking specifically about refundability.

Dr. JaMEs. I'm sorry, I don’t quite understand Mr. Chairman.
What additional cost over and above the refundability? '

The CHAIRMAN. No, what would your proposal cost, I mean if we
accepted your statement.

Dr. JAmEs. Oh, I see. I believe we go back to some figures that
Dr. Walker had presented this morning in which he indicated for
most industries that have suffered losses and have built up unused
credit that there would be about $3 or $3% billion of unused
credits. If they were refundable now or over time they might run
say, over a 5-year period, something on the order of $700 or $800
{)r;ﬁ!ion a year. If it were done immediately it would be $3 to $3.5

illion.

The CHAIRMAN. Where do we find the $3.5 billion or the $800
million. Do you have a proposal for that.
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Dr. James. I think that you need to keep in mind two things, sir.
One is that the credit is designed not to be inequitable, which it is
at this point between those who make money and those who don'’t.
It's designed to stimulate investment.

In the case of the airline industry, we have the potential immedi-
ately of putting another $4 billion into the economy next year and
the need to do so. And $90 billion over the next 10 years.

The money would be coming back as far as the revenue impact is
concerned as we invest $4 billion. Each of those $4 billion creating
some 60,000 jobs as I indicated before. Obviously, building up the
tax base—there would be an approximate offset, if not a surplus,
that would be built out of it eventually.

Mr. Snow. Senator, I was going to make the same point with
respect to the railroad industry. There is a number of locomotives
and cars that aren’t being purchased today. There’s a lot of track
structure not being put in. There a lot of railroad employees who
are not at work. There is a lot of activity not being undertaken.
There are jobs to create in the supply industries and in the rail-
road industry that don’t exist today that would exist and would
have a feedback effect on the tax system.

Now, nobody can precisely identify what that—of supply is, but
its got to be positive, its got to be significant and I would align
myself with—— _

The CHAIRMAN. Are you saying that it wouldn’t cost anything—
like the Roth-Kemp—— ’

Mr. SNow. I'm not saying that Senator, but I’'m saying that—and
some significant feedback from it. I haven’t worked those numbers,
but we have had some discussions with the staff committee on that
a_nde1 think there is growing consensus that the feedback is pretty

sizable.

"~ Mr. PeaBopY. Senator, we are here to suyport 10-5-3. We are
here further to support the administration’s two bill approach.

When we get to the second bill, there are a number of things
that we would like to suggest to you. One is refund of the invest-
ment tax credit and Senator Durenberger has an approach to that
which makes a considerable amount of sense to us.

A couple of other things at the appropriate time we'll speak to—
- with regard to the investment tax credit, you mentioned maybe a
$16 billion pool. The number I've heard is more like $13 or $14
billion. But, whatever, it is the 5 or 6 heavy capital intensive
industries that Senator Durenberger’s bill mentions, steel, mining,
air, automobile—our belief is that that accumulated pool is about
$3.5 billion depending on how you phase in it. Whether you phase
it in over a period of years, whether you go back as Chairman
Rostenkowski mentioned in his speech the other day, over a period
of time, there are a variety of ways that you feather the cost.

It obviously has a revenue impact, but equally obviously in these
. industries that we’re speaking of today, it's going to be going into
industries that are capital intensive who will use it for equipment
to modernize.

The CHAIRMAN. Well, I don’t support the clean bill approach, I
assume the others support the two bill approach.
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Mr. Snow. We do, Senator. But, if there is going to be a second
bill, we would like to see the refundable tax credit given serious
consideration. .

The CHAIRMAN. Dr. James?

Dr. JamEs. We would, yes.

Mr. PEaBopY. Our strength is as the strength of 10, Senator.
{Laughter.]

The CHAIRMAN. Well that’s 10-10-10. [Laughter.]

We’re making progress. If we do all these things on the first
package there won't be anything left for the taxpayers, and the
individuals, the corporations will probably get most of it though
you don’t do as well as I think you should under the ACRS. That’s
thle e;zlroblem we have and I don't know whether it has been re-
solved.

Mr. PeaBoby. Senator, there is nothing more important to the
domestic steel industry than ACRS. To get away from that ADR
system of 15 year lives; it is astonishingly bad for the domestic
steel industry.

The CHAIRMAN. As I understand, the administration still feels
very strongly about separate proposals. The first bill will provide
ACRS, some marginal rate cuts and, maybe, lowering the maxi-
mum rate of 70 percent to 50 percent. I'm not saying this is the
final administration view. There are other small little packages,
large dollar amount, but not many different provisions followed up
with the second proposal with some revenue obviously or it
wouldn’t be any good to bring it up.

We would have to have all the competing forces including the
three gentlemen before us and others and we would have to make
the decisions in the House and Senate on how we’re going to spend
that, divide that or whatever. I appreciate it.

Do you have any further questions, Senator Long?

Senator LoNG. What is it going to cost to have an employee stock
ownership. I didn’t ask, but that's hardly ang'thing. But it's that or
the refundable tax credit or all the rest of it, I just find myself
asking ‘“‘what has it cost us up to now?”

I would say trade, tax, regulatory policies have made us depend-
ent on the Arab world for our oil, have made us dependent on the
Japanese for 25 percent of our automobiles—has made us import
all kinds of things that we could just as well be exporting.

What is the cost to us to have all those thoughts of—bidding and
counterproductive labor—what do you suppose all that junk has
cost us, in fact, what does it cost us to have a lot of environmental
policies—that Alaskan pipeline cost 10 times what it was supposed
to cost and for the last 4 years we wouldn’t give somebody a lease
to go out and drill for oil, what do you suppose all that costs.

Mr. PEABODY. Senator, what that has cost in terms of the domes-
tic steel industry, is an industry that was the world class bench-
mark up until the middle 1960’s and now is running desperately
hard to catch up with the Japanese.

The reality is that these tax policy changes, the environmental
policy changes, the trade policy chanfes that we have spoken of to
you gentlemen before are desperately important to the domestic
industry, the consequences of the existing policies have been to
facilitate the depression of the domestic steel industry.
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Senator LoNG. Just what it has cost us—you think in terms of
what it has cost us not to keep up with the Japanese and the West
Germans in terms of productivity in the last 3 or 4 years, would
make what you are asking for here sound like peanuts.

So, that when you think of it in terms of doing for the country
what it ought to be doing—we can’t afford not to.

Mr. PeaBopy. That's why we feel so strongly, Senator that there
is nothing in this room that isn’t made out of steel or made out of
an instrument of steel. There is nothing in our industrial world of
today that isn’t dependent upon steel.

These changes in the capital recovery area, for instance the
changes in the trade law, that’s what we need.

Senator LoNG. I hope you’'re not including people in the general-
ity of that statement. [Laughter.]

Mr. PeaBopy. Senator, we employ 580,000 people. They are the
best steel workers in the world.

[The prepared statements of the preceding panel follow:]
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Statement of George N. James

Senior Vice President-Economics and Finance

Afir Transport Assocfation of America

Before the Committee on Finance

United States Senate

On the Need for Capital Recovery and Investment Incentive Legislation

May 19, 1981
MR. CHAJRMAN AND MEMBERS OF THE COMMITTEE:

. My name is George W. James. I am Senfor Vice President-Economics and
Finance of the Air Transport Association of America, which represents the
scheduled airlines of the United States.

The U.S. scheduled airlines believe that an improved investment climate
is essential to increase productivity, reduce inflation, create jobs, improve
energy efficiency, and improve our ability to compete in the international
marketplace. The questions you are considering -- the timing, nature and
long~run structuring of tax legislatfon -- are crucial to the efforts to re-
store strong economic growth with high employment and stable prices.

The U,S. air tn‘msportation system interacts with the nation it serves
on several levels: as a supplier of services that reduce production and
distribytion costs and stimulate market development; as a suppliifer of public
service that uniquely meets the requirements of the travel market for expedited
and reliable transportation; a‘s a market for the products of U.S. high tech-
nology industries, which, in large part, enables the U.S. aircraft {ndustry to
maintain a position of supremacy in the world market; and as 2 vital augmenta-
tion of national defense needs. This system produces substantial benefits --
- benefits that will be lost if the growth and productivity of im- transportation
is curtailed or reversed. The nation more than ever requires a modern, fast,
frequent .and reliable air transportation ‘systen. and the airlines must invest
many billions of dollars to assure that this national need is met.
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AIRLINE INVESTMENT REQUIREMENTS IN THE 1980's

New technology replacement aircraft for the U.S. airline fleet are
urgently needed throughout the 1980's. Because of the long lead and delivery
times fnvolved, fleet planning decisions should be made now and orders placed
as soon as possible if the important benefits of the new technology are to be
realized fully during this 10 year perfod of most urgent need. In view of the
huge investment cost and serious questions about the adequacy of available air-
1ine fndustry resources, fleet planning decisions will be deferred, and the
level of orders could be sharply reduced unless capital recovery and investment
incentive legislation is enacted.

Because of the complex, high-technology character of modern transport air-
craft and support equipment, the airline {ndustry requires an enormous ongoing
capital investment for equipment acquisition and modernization. A single DC-10
or L-1011 aircraft now has a price tag of about $50 million -- equivalent to the
cost of a 20-story office building.

In 1980, the airtine {ndustry investment fn new equipment was $4.0 billion
and exceeded the investment of the steel {$3.3 billfon), aluminum ($3.1 bili{on),
and rubber ($1.7 billion) industries. These industries are traditionally viewed
as heavy investors in the capital goods sector of the U.S. economy.

Large as the recent level of airline fnvestment has been, 1t will be sub-
stantially exceeded by thé new levels of investment required during the decade
of the 1980's. The industry's required investment for the decade ending in 1990
will approach $30 billion, or an average of about $9 billion per year.

Airline industry 1nvesﬁaent in new technology will contribute significantly
to other essential natifonal policy priorities. It will create thousands of jobs
in the aircraft and engine manufacturing and supplier industries. And with en-
hanced productivity, new technology aircraft will help offset inflationary pressures
on the price of air transportation to airiine passengers and shippers.



AIRLINE INDUSTRY RESOURCES
During the pertod 1970-1979, the airline industry earned a profit margin

of only 2.1 cents on each dollar of revenue, compared to 5.1 cents for U.S.
industry in general. The average return on total investment (including long-
term debt) was only 6.3 percent, compared to 10.2 percent for U.S. industry.

in the two most recent years -- 1979 and 1980 -- the results were particularly
discouraging, with net profits .of only $400 mi1lion in 1979 on record revenues
of $27 biltion. In 1980, net profits dropped to $17 million despite a signifi-
cant increase in revenues, while operating losses totaled $226 millfon -- a
“record loss.

Airline industry earnings over the past decade have been directly affected
b} changing national economic conditions, resulting in ups and downs in traffic
growth, by explosive increases in operating costs, especfally fuel, and by an
inability to pass through costs dollar for dollar to consumers in periods of
inflation and recession. New flexibility made pcssibie by the Airline Deregula.
tion Act, tighter cost controls, and a general industry belt tightening hold
the promise for an improvement in the industry's economic posture during the
period ahead. However, attaining an airline industry return on investment high
enough, and on a consistent basis, to support an investment approaching $90
billion will be exceedingly difficult.

Airline fuel costs in 1980 amounted to an estimated $9.5 billion, compared
with $1.3 billion for 1973, when the fuel price surge began. In short, airline
fuel costs have risen over 700 percent since 1973, while consumption has remafned
relatively stable. '

Fuel now represents over 30 percent of airline cash operating expenses.
The escalation in the price of fuel is expected to continue and will impact
heavily on airline Earnings in the decade of the 1980's.
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The airline industry would need an average annual corporate return on
investment (ROI) of 13 to 15 percent to meet the capital requirements from
1980 to 1990. Over the past five years, the airline industry ROI has averaged
nearly 9 percent, and was only an estimated 6 percent in 1980,

THE NEED FOR EFFECTIVE CAPITAL RECOVERY AND INVESTMENT INCENTIVE LEGISLATION

Significantly improved airiine industry earnings are dependent upon a
healthy and growing national economy, restored consumer confidence, increased
employment and productivity, and lower inflation rates. Immediate, positive
tax policy changes are imperative in attaining these goals. The airlines be-
1ieve there is an urgent need for early enactment of effective capital recovery
and investment incentive legislation, both to enhance airline investment capa-
bility and to stimulate the national economy.

The proposed Accelerated Capital Recovery System (ACRS) represents such
a positive tax policy change and the airline industry endorses it. The ACRS
will help the serious capital recovery problems facing American business. How-
ever, it will do little to meet the current needs of those business enterprises
which are marginally profitable, intermittently operate at a loss, or are newly
developing companies. Nor does it meet the needs of industries, 1ike the air-
line industry, that experience wide cyclical variations in profitability and
have very heavy demands for capital investment. An improvement in the invest-
ment tax credit program is urgently needed to deal with the problems of these
companies and industries.

The investment tax credit program waé designed to encourage business to
invest in new plant and equipment to enhance productivity and employment. The
credit is earned by making an investment. Credits earned are used to reduce

taxes. Profitable companies have the cash benefit of the credit paid to them

84-226 0—81——17
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immedfately through a current reduction of income tax 1iabilitfes. On the
other hand, unprofitable or marginal companies do not receive immediate benefit
of the credit, and may never receive it under existing law. Such companfes
need the benefit of the credit to reduce the cost of acquiring capital equipment.
Thus, the current investment tax credit program should be modified in order to
make it more effective and more equitable. For example, the airlines stand to
lose a substantial amount of earned credits as a result of -the current earnings
outlook of the industry. The airiines need the ability to use both prior earned
credits and new credits as well. At the end of 1980, the airlines had $680
million in earned but unused credit. The solution to this problem is to provide
for the refundability of earned but unused investment tax credits.

In summary, the airline industry of the United States faces an extraordinary
investment need in the 1980's totaling nearly $90 bil11ion. An investment of this
magnitude is essential to maintain an efficient and reliable national air trans-
portation system. Such an investment is fully consistent with several important
national policy objectives, including energy efficiency improvements, greater
productivity, job creation, and environmental progress. However, the required
atrlines investment will not be possible in the absence of significant improve-
ments in the national economy, airline earnings, and investment incentive
opportunities.

The airlines believe ‘that effective capital recovery and investment incen-
tive legislation is needed and the proposed ACRS represents a suﬁsuntia‘l step
in the right direction. However, a more complete, effective and equitable capital
recovery system should incorporate investment tax credit improvements, including
a provision providing for the refund of the earned but unused investment tax cr:.-dits.
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American Iron and Steel Institute

Written Statement Submitted by
.American Iron and Steel Institute
to the Committee on Finance
United States Senate
May 20, 1981

This statement is submitted on behalf of AISI and its 66 domes-
tic member companies which together supply about 92‘percenc of the
izon and steel which is produced in the United States. These com-
panies employ more than 568,000 workers and have over 800,000 share~
holders.

The domestic steel industry believes that the passage of the
President's "Program for Economic Recovery" is essential in order
to restore confidence in the economy and achieve the goal of rein-
dustrializing America. AISI fully supports that program.  We speci-
fically support and urge prompt action by this Committee on the
capital recovery proposal, which is the core of the Adniniscration’s
Accelerated Cost Recovery System (ACRS) with minor modificacions
vhich are set out below.

The United States needs a strong, healthy domestic steel induscry.
Our world as we know it today could not exist without steel, and that
therefore dictates a strong, healthy domestic steel industry.

- The domestic steel industry has problems - they are now well
known. But the industry has the ability to overcome these problems
if the government policies which have substantially contributed to
our present difficulties are changed. Early in 1980 - over a year
ago - AISI published "Steel at the Crossroads - The American Steel
Industry in the 1980s.”" 1In that report we spocka to the need for

increased modermization of the domestic steel industry and pointed
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out that the basic problem of the industry has been low profit-
ability - a condition which in lirga measure is the result of
governaent policies related to capital formaction, internmational
trade, and regulnﬁory burdens including environmental policies.
A number of other studies releassd in the past year, including
reporcs by the General Accounting Office and the Office of Tech-
nology Assessment have agreed that a principal problem of the
domestic steel industry is capital formation and that resolutiou
of chat problem is dependent upon changes in government policies
in tax, trade and environmental areas. Similarly, the September

1980 Steel Tripartite Committee (made up of representatives of the

. Government, the United Steelworkers Union and the steel industry)

report also concluded that the industry is faced with a severe
capical shortage, and that changes in Government policies would be -
required in order to mitigate that shortage.

The nead for changes in our capital recovery system in the tax
laws in order to facilitate the further modernization of the domestic
steal industry, is widely recognized by those who have studied the
condition of the industry. Except for cement, no other major in-
duscry in ¢his country has as long a recovery period as steel manu-
facturing, and in no other major steel producing country is éhere a
longer recovery period. Canada, for example, which has 2 strong,
proiitable and modern steel industry permits the recovery of steel
equiptent capital cost in 2% years - one reason why across Lake Erie
a new greenfield steel plant has been constructed by a Canadian steel

cozpary, and none has been built in this country for over 15 years.
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U.S. tax depreciation policy has over-emphasized the physical life
of steel plant facilities and alomg with governmmental policies in

other areas has seriously impeded the industry's ability to take
. advantage of advancing technology. The steel industry is required

to write off the original cost of plant and equipment over a period
of 12 years. Depreciation regulations reflect the so-called "use-

ful life" concept and ignore the devastating effect of inflation on
an iadustry whose inhexent capital intensity has been aggravated by
heavy environmental requirements.

The steel industry strongly supports the ACRS concept of capital
recovery which would open a ﬁew era of governmental cooperation with
industry with special recognition of the need to inwrovg.productivicy.,
This bill embodies many of the features that American steel comphnies
consider esseantial. It provides for more rapid recovery of capital
investment made in productive assets; it eliminates the concept of
recovery over the useful life of the assets; and it greatly simplifies
the present system by establishing only three classes of capital in-
vestzent for most steel assets. Over time this legislation would
help the steel industry generate the cash flow it needs for the facil-
icies which need to be installed.

The ACRS will not in the short term be of substantial direct bene-
fic to the domestic steel.industry. Because of several years of de-
pressed earnings, industry members have accumulated carryovers of
operating losses and investment tax credits which, until they are
usec in future years, will result in a deferment of the full benefits

of ACRS. The steel industry is firmly convinced, however, that the
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" total economy, including the steel industry, will be best served
by che ldobcion of ACRS as quickly as possible. The stesl industry
will benafit ipdircctly in the short term by the prompt adoption of
ACRS since its adoption will stimulate increased purchases of steel
for capital goods by our customers with the consequent benefit not
only in funds available to steel companias for investment but also
in the increasad productivity which new plant and equipment will
bring to our general aconomy.

In the longer term ACRS will alsc provide major direct support
for steel industry modernization. With inflation, even moderate
inflacion, ACRS does not permit full recovery in constant dollars.
" Navartheless, the impact qf inflati;n on real capital recovery is
tuch less under ACRS than the present system because the recovery
period is shorter.

After the initial phase-in period, the cumulative benefit of
capital recovery from the ACRS compared to the existing ADR system,
assuming the industry achieves a reasonable level of profitability
would be substantial. For example, assuming a constant annual
level of investment, the cumulative capital recovery for a 5 year
period under ACRS will be almost double that of the present system.
For an industry which has been spending well over $3 billion a year
on capital investments and which sti{ll has - as stated by the Steel
Tripartice Committee - a capital shortfall of $2 billion or so a
year, this change can be of very subscantial benefit to the efforts
of che industry to accelerate its modernization.

We do believe that the ACRS could be improved in two important
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areas and we strongly urge this Committee to adopt the following
measuras:

1. There should be the flexibility built into the recovery
system to permit taxpayers to defer allowable capital
recovery and take the benefit in a later year. Due to
the prolonged depressed state of earnings of some of
the companies, it is possible that the incended benefit
of capital recovery deducticns could be permanently lost
if they were mandatory because of extended periods of
operating loses. Flexibility is necessary to insure
that the benefits will not be lost to these companies
as thaey return to a'higher level of profitability.

2. The capital recovery and related investment tax credit
should be applicable when funds are spent in all cases
and not just in those cases where long term construction
is involved. The arbitrary two year period rule simply
provides for administrative complexity and unnecessary
controversies with the IRS.

Various previous proposed Capital Cost Recovery Acts contained

these provisicns and we urge that they be reinstated in the current
proposed bill.

Ioportant Related Items for Future Consideraticn

A substantive izprovement in the capital recovery period has
long been the principal legislative objecrive of the Institute in
the tax area. We believe that the AC2S proposil with the recommended

modificaticns is essentially the type of capital recovery improvement
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which is critical to the steel industry.

The capital recovery period is an essentizl element of the
broader concept of capital formation. At the appropriate time,
either if this Committee decides to expand upon the scope of the
Adninistration's proposed Economic Program or as part of a more
cooprehensive tax bill later this year, we urge that the Committee
carefully consider several items which are also of vital interest
to the steel industry. In all cases the items, which are detailed
below, are directly related to capital formation, and would comple-
zent the overall objectives of the Administration.

More Eauitable Availability of Investment Tax Credits

The problem of earmed but unused lnvastment tax credits in the
stael industry is one of relatively recent vintage. At.:he end of
1980, cthere was a total of approximately $800 million of earned but
unused credits available to steel companies, most of which has been
generated since 1977.

The problem has arisen primarily due to increased capital spend-
ing during a time of depressed earnings. By way of explanation,
according to statistics compiled by the Institute, average capital
expenditures of member companies increased by 35% during the period
1976-79 coopared to 1973-75, while net income decreased by 46%. This
sizply means that there were more investment tax credits earned and
less tax liability against which to use them. Therefore, a substan-
tial amount of credits could not be usad currently even though the
daxicua zmount of tax liability against which the credit could be
applied was increased by 10 percentage points annually frcm the

initial level of 507 in 1978.
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The present statutory limitations on the utilization of in-
vestment tax credits, i.e., a percentage of the computed tax after
deducting certain other credits, denies realization of those credits
when a company is faced with an adverse economic situation. For
most companies in the steel industry, the effects of escalating
production costs, substantial unfairly priced imports, and rising

- ~capical aud operating costs for environmental facilities, have

severely reduced profitability and cash flow for the past several
years. As a result, substantial amounts of unused investment tax
credits have been accumulated by many companies at precisely the
point in time when infusions of cash would be of tremendous bene-
fit. Ironically, some companies are currently deferring or cancell-
ing capital expenditure programs for lack of cash while at the same
time they nave already earned substantial investment tax credits
which will be realized as a cash benefit sometime in the future.
More rapid realization of these credits by permitting prompt refund-
ability, or by permitting excess credits to be carried back to offset
prior tax liabilities on an expanded basis would help to place much
needed cash in the hands of the steel industry now rather than
several years from now.

Several factors support this position. First, as to the use
of existing investment tax credits, it oust be recognized that
these crecits have already been earned by virtue of substant:ial
capital expenditures already having been made. Furthermore, in

the majority of cases, their realization now is merely a trade-off
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against utilization, under existing law, sometime in the future.

Second, on the broader }hilosopbical issue, the United States
has determined that economic growth and stability can be promoted
by encouraging capital expenditures for reindustrialization through
tax policy. The investment tax credit is one tool of tax policy
developed to induce firms to invest in capital goods. Unfortun-
ately, realization of those credits hinges on the size of pre-cradit
tax liability which, in turn, hinges on a reasonable level of pro-
fitability from other prior investments not the investment in ques-
tion. It seems logical that if capital expenditures for reindus-
trialization are.desirable, then the incentive (investment tax credit)
should e made ‘equally available to all firms that make the qu#li-
£fying investments. Thefe is no apparent rei&on why the earnings
from prior investments (or lack of earnings because of the lack of
prior investment) should be determinative of the benefit from the
incentive. The importance of this conclusion is self evident when
the investment tax credit iftself could be a major source of future
investtent capital which is critically needed by many companies in
the steel industry.
cora: te "Minimum Tax“

The minimum tax on "tax preferences” as it is applied to cor-
porationrs is an area of tax policy which was enacted withcut giving
aceqguate consideration to its impact. In practice it has had a nar-
row and clearly éiscriminatory impact on selected industries, not

teczuse these industries have an excessive usace of so-called tax
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preferances but because of thei: low profitability. In short, the
tax penalizes those industries who are least able toc pay and is
regressive. It has been a detierrent to capital formation, frequently
in those capital intensive industries such as steel and mining,
where there is a demonstrated need for investment in order to mod-
ernize and improve productivity.

The fiscal and economic pol;cy objectives of the United States
in future years will not be well served by a continuation of the
minimum tax as it applies to corporaticns. In view of thes capital
formation goals of the Administration and many members of Congress
and the increasing awareness of the importance of employment, eco-
nomic activity, and improved-productivity which is derived from
capital, the capital eroding minimum tax on corporatio;; can no
longer be justified. It is time to critically reexamine this area
of tax policy and enact legislation which would provide for its re-
peal. VWhatever merits may exist for the imposition of some form
of tax on individuals to address perceived abuses, a persuasive
case has never been made nor even attempted to demonstrate the need
to impose the same type of tax on corporations.

The minimum tax on corporations raises relatively small amounts
of revenue -- $267 million in the last year for which statistics
are available - 1977. The estimate for 1981 is $370 million. How-
ever, the tax falls heavily on a few industries -- primarily mining
and steel manufacturing which are critical to the desired exgansion

of the eccromy. The minimum tax on corporations is imposed at the
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rate of 15 percent on the excess of preference items over regular
income tax paid. Thus, as regular income tax is significantly re-
duced because of reduced profitability the preference items, which
arise in the normal course of business, while perhaps not large in
relation to the size of the corporation, may nevertheless exceed
the regular tax and trigger a 15 percent minimum tax thereon. Inci-
dentally, this may occur even though -the company may have a regular
tax liability in the tens of millions of dollars. The minimum tax
paid by steel companies does not grow out of use of tax shelters to
offset unrelated income. Steel companies which pay minimum tax do
. 80 because their profits and, therefore, their regular tax llabg}l-
ties are relatively low in relation to their prefaranca,;tems‘hhich
arise in the conduct of their business.

An unfortuanate and perhaps unforeseen effect of the minimum
tax is that it reduces the benefit to these particular taxpayers of
existinq.capltal cost recovery and incentive items. For example,
the minimum tax on a corporation can have the effect of creating an
effective tax rate of about 33 percent on capital gains, rather v
than the 28 percent rate specified by the Congress. In addition,
it also can effectively reduce the investment tax credit from a
value of 10 percent of the investment to 8)% percent. It can also
reduce the effect of rapid amortization of pollution control equip-
ment to the point that corporations are sometimes better off not
using this tax incentive. Similarly, it will, £or certairn companies,

éiluze the incentive for productive investment which is sought from
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the accelerated cost recovery system under consideration by this
Commi ttee.

The Institute believes strongly that the minimum tax on cor-
porations is not in the naticnal interest. We are satisfied that
the minimum tax on corporations impacts adversely on capital forma-
tion and cash flow in ways that were never intended by the Congress.
It does not raise large amounts of revenue; it is paid, by and large,
by companies of low rather than high profitability: it hampers our
national self-sufficiency and ability to compete; and it should be
repealed. We urge your careful attention to the inconsistency of
this regressive tax with the goals of the President's program.
Energv Tax Credits )

The Energy Tax Act of 1378 was enacted by Congress to promate
conservation, encourage the use of energy effective equipment and
to encourage the conversion of industrial processes from the use
of oil and natural gas to the use of alternate fuels. Unfortunately,
requlations issued by Treasury under this legislation have very
narrowly interpreted the types of equipment and conversion processes
which qualify for the additional credit. We believe that legisla- -
tion should be expanded in this area to insure that the necessary
incentives intended by the Congress are not negated. We especially
believe that Congress should amend the current law to insure that
the investments in major energy saving indusirial processes, such
as the continuous casting process in the steel industry, qualify for

purroses of the energy tax credit.
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Individual) Rate Reductions

The Institute does not normally take a position on individual
tax matters. However, we believe that the type of broad bised
across-the-board tax reductions recomrended by the Presidant are
essential as a stimulus to individual savings, and capital formation
and to pravide meaningful relief from the increase in taxes caused

by inflation and social security tax increases.
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STATEMENT OF.JOHN W. SNOW, SENIOR VICE PRESIDENT-CORPORATE SERVICES
CSX CORPORATION, BEFORE THE SENATE COMMITTEE ON FINANCE
MAY 19, 1981

Mr. Chairman, my name is John W. Snow. [ am Senior Vice President-Corporate

- Services of the CSX Corporation. CSX Corporation came into being on November
1, 1980, as the result of the merger of two great railroads, the Family Lines Rail
System and the Chessie System. With the merger, CSX became the largest railroad
system in the country. While the bulk of our revenues and assets are in the railroad
industry, CSX also has enterprises in real estate, oil and gas. cable TV, aviation, resort
hotel, publishing, data processing anc natural resources development activities. Today
I will be testifying about the railroad portion of our business which in 1980 produced
operating revenues of $4.5 billion as contrasted with operating revenues of $344 million
from the other business enterprises.

I am pleased to have this opportunity to join with representatives of other capital
intensive industries to testify in favor of making the investment tax credit fully available
to companies which are now unable to use the full amount of their investment tax
credits on a current basis. We, of course, support the Administration's proposals for
accelerated cost recovery but my testimony will be directed to recommended changes
in investment tax credits.

Let me speak first of my own company, and in some detail. Later 1 will offer
a few comments about the railroad industry generally.

The butk of CSX Corporation is comprised of two railroad companies: the Seaboard
Coast Line and the Louisville and Nashville, which with their affiliates form The Family

Lines Rail System, and the Chesapeake and Ohio and its subsidiary, the Baltimore
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and Ohio, which together with other subsidiaries form the Chessie System. Our projected
capital expenditures for all these companies for 1981 are $908 million, and for the
five years 1981 - 1985 aggregate $6.2 billion, an average of $1.2 billion per year.
Thus, we expect to generate an average of $120 miilion of investment tax credit
("ITC") annuaily.

Our companies are not now able to use inmediately the tax credits created
by these large capital investments which are made year after year. At the end of
1980, we had accumulated a carryforward of unused [TC amounting to some $200
million. Under present law, we can use this carryforward credit to offset 80% of
our tax liability this year, or 90% next year and thereafter. But using the carryforward
this way means that our newly generated credit cannot be used currently: it can only
be added to the backlog of accumulated carryforward, to be used in its turn in some
unknown future year, where it will merely cause that later year's credit to be deferred.
Thus, our current activity produces no immediate benefit so far as the tax system
is concerned. We would pay exactly the same tax without our new investment as
we pay with it, 5o our new investment gives us no current tax saving and hence provides
little of the incentive intended by the ITC laws.

There is another serious consequence of our inability to make immediate use
of the ITC we generate. It creates serious inequality between competitors. The present
tax system gives one significant advantage to some railroads which can fully use their
tax credit each year. Their taxable income is high enough in relation to their level
of investment so that they are able to use all of their ITC currently to reduce tax
liability. Consequently, they are able to buy all of their locomotives, cars, ties, rail,
and so forth, for 90 cents on the dollar, whereas expenditures of others for the same

purposes cost a full dotlar.
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Our proposal for solving these problems is to change the law to give us immediate
use of the ITC we generate, at least insofar as this ITC results from. new investments.
Immediate use of new credits would obviously provide the full investment incentive
and remove competitive inequality. In addition, we believe there is an excellent case
to be made for immediate use of our accumulated carryforward instead of waiting
for it to be used against future tax liabilities.

'!“he process of investing in productive plant and equipment is a continuing proﬁlem
of selection, of trying to choose from a multitude of worthwhile projects those which
are the most pressing or which promise to yield the highest return after taxes. As
is the case for most enterprises, there are more things that CSX would like to do
than we can accomplish with the resources available to us. An infusion of cash would
not only have beneficial direct results, but would also have a multiplier effect. We
could undertake a greater number of investments. For these investments and also
for those we are already making, using our own cash would reduce our need to borrow.
This would in turn tend to raise our credit rating, lower our interest costs, and provide
still further cash through the interest savings to continue multiplying these beneficial
effects. Meanwhile, our investments would put money in the hands of workers and
suppliers, with a further multiplier benefit to the economy as a whole.

In asking for more immediate availability of the credit generated, I do not mean
that we expect to become in any sense a ward of the State. Since The Family Lines
and the Chessie System took their present consolidated forms, neither has ever reported
a net operating loss for tax purposes, with one small negligible exception for The
Family Lines in 1975. Qur problem is not that we have no taxable income, but rather
one of not having enough income to absorb all of the ITC generated by our heavy capital

investments. For the future, our forecasts indicate strong earnings, more than sufficient

84-226 0—81—18
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to absorb in due course all of our $200 million carryforward in addition to the average
$120 million in credits we expect to generate in each of the next five years.

Thus, our proposal is simply that we and other taxpayers similarly situated should

" receive now the full amount of the credit which the present tax law will eventually
provide us in future. We are not proposing a new tax expenditure, but are asking that
the full tax credit be moved up in time and made available to us for reinvestment
now. The early receipt of these funds will, I repeat, enable us to respond to the intended
incentives and achieve competitive equality.

Let me emphasize that our proposal will also enable us to respond fﬁlly to the
incentives intended by the various forms of accelerated capital recovery now under
consideration. As is becoming generally recognized, there is an inherent conflict
between the various tax mechanisms designed to encourage capital investment. One
of these mechanisms is the ITC; in general it works very effectively, but its use is
limited by the amount of tax before credits. The other mechanism is accelerated
capital recovery, but it works by reducing taxable income and therefore taxes. By
reducing taxes, accelerated capital recovery has the paradoxical effect of compounding
the [TC problem and increasing the amount of the tax credits generated by these
same capital investments which cannot be used by the companies which have earned
them. The upshot for capital intensive co:jnpanies.is that they are likely to find them-
selves in a no win situation: the more they invest, the more [TC they generate and
the less they are able to use it.

Although I am not testifying for the entire railroad industry, it is safe to say
that CSX Corporation reflects in many ways the industry as a whole. Railroad companies
diverge widely in profitability, by reason of the territory they serve, the types of

traffic available to them, their past history, or their possession of natural resources
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and other property. Some are weli able to benefit by all of the incentives the tax
system can offer; others like the CSX group are able to benefit substantially but not

to use all of the incentives, while still others may well require aid beyond what the

tax system can offer or even face dismemberment or liquidation. The two major
railroad subsidiaries in CSX likewise diverge in their past and potential profitability,
although they are basically strong. The C&O and the SCL have always been funda-
mentally strong and financially healthy. The B&O, however, was in serious straits

when C&O took control of it in the early 1960s, and the L&N had its time of troubles

in the 1970s. Restoring these railroads to financial health and full viability has required,
and to a considerable extent is still requiring, large infusions of capital accompanied

by a period of relatively low profitability. It is in this period that we, like other railroads
in a comparable situation, really need the extra push over the hill that tax incentives
can give us.

It is not my purpose here today to attempt to discuss in detail the various mechanics
by which all taxpayers could be allowed, on a current basis, the full credit to which
they become entitled each year by making qualified investments. | would like, however,
to mention specifically one idea which seems to be gaining favor among many policymakers.
That is to permit taxpayers who cannot use all of their credits currently to transfer
them to other taxpayers who can use them. The particular merit of this idea is that
it would allow the use of credits to be allocated entirely within the private sector
without excessive government invoivement beyond the normal audit procedure.

As a practical matter a very substantial amount of credit is already being transferred
in the private sector by means of so-called leveraged leases. Leveraged leases, however,
entail a high cost of compliance with complex technical rules established by the Internal
Revenue Service, and require the transferring taxpayer to give up the residual value of
his investment at the end of the lease term. For technical reasons they are not equally

suited to all types of investment; while leveraged leases may be appropriate, for example,
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for railroad rolling stock or for new airplanes, they would not help to open a coal

mine. Permitting free transferability would greatly simplify these procedures, would

preser ve residual values for the investor who really initiates and pays for them, and

would r;wake the benefits of transferability equaily available for all types of investment.
Transferability is one of several methods which could be used to make the investment

tax credit fully available. We are convinced that a practical and efficient means

ol correc;ing the inequity in the existing system of investment tax credit can be found.

We believe very strongly that the Congress should take steps to give thg full intended

benefit of the investment tax credit to industries like railroads which year in and

year out make very large investments in right-of-way and equipment to maintain

the basic rail network which ties our industrial economy together.

Thank you.

The CHAIRMAN. Thank you very much.

Our next panel consists of Paul Finfer on behalf of the American
Association of Equipment Lessors, Barry Korn, on behalf of Com-
puteﬁ' Dealers and Lessors Association. I understand Mr. Healey is
not here.

STATEMENT OF PAUL M. FINFER ON BEHALF OF AMERICAN
ASSOCIATION OF EQUIPMENT LESSORS

Mr. FiNFeR. Mr. Chairman, members of the committee, my name
is Paul Finfer. I am a member of the board of directors, and
chairman of the Federal Tax Subcommittee of the American Asso-

- ciation of Equipment Lessors, the AAEL, on whose bechalf I am
appearing today.

am president of Beneficial Leasing Groups, Inc., a subsidiary of
Beneficial Corp.

We in the AAEL thank {)ou for allowing us this opportunity to
testify in support of the business tax cut pro s in S. 683.

We believe that fpassage of legislation of this t is crucial to
the revitalization of American industry. The AAE{piepresents the
largest single group of capital equipment investors in the United
States, a multibillion-dollar equipment leasing industry.

This industry now accounts for approximately 20 percent of all
new ca)i)ital equipment investment each year in this country, and
currently has over $150 billion of lease receivables outstanding.

I would like to take a couple of minutes to explain the role of the
equipment leasing industry and the overall national economy and
then I will use the allotted time remaining to try to explain one of
the technical modifications we would like to propose, which we
believe will assist Congress in assuring that the tax benefits con-
tained in this bill are utilized properly and efficiently.

Traditionally, the equipment leasing industry has operated as a
major source of intermediate to long range financing and as the
most cost effective method of financing capital assets for those
companies that cannot fully utilize accelerated depreciation and
investment tax credits on a current basis. ‘
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It accomplishes this by taking the tax benefits for itself and
passing on their present value to lessees in the form of low rentals.

Additionally, through equipment leasing, corporations transfer
these tax benefits through the judgments and disciplines of the
competitive marketplace, without the added cost and inefficiencies
of proposed Federal subsidy measures such as the refundable in-
vestment tax credit.

The leasing industry is very competitive and this competitive
marketplace drives down rentals to a point where lessee users are
gfovidetd the equipment they need quickly and at the lowest possi-

e cost.

Equally important, the marketplace judges the economic viability
and creditworthiness of these lessees. This traditional selectivity of
the competitor free marketplace works to channel leased capital
equipment to viable economic entities, as opposed to hopeless fail-
ing companies. And, in doing this, the equipment leasing industry
works to maximize the effective use of tax incentives, making it a
mﬁgc}_xantism for acquiring capital assets that is both effective and
efficient.

One of the modifications that the AAEL secks is the addition of a
new provision modifying two technical IRS tests that would artifi-
cix(ailly restrain economic efficiency in competition in the leasing
industry.

In the wake of this or similar tax legislation, these two tests
along with certain other requirements, which we do not seek to
change define when the IRS will accord truly status to major
leverage lease transactions which account for most of the dollar
value 1n equipment leasing.

What the two technical tests would do in effect, is to restrain
competition and keep rental costs artificially high even though the
competitive marketplace after the tax cut legislation would accom-
modate significantly lower rental cost to equipment users.

This comes about because the two technical IRS tests totally
disregard the economic value of accelerated depreciation and in-
vestment tax credits.

The whole point of the current tax cut legislation, however, is
that accelerated depreciation and investment tax credits clearly do
have economic value as an inducement to capital asset purchases.

There is nothing in sound economic policy or in the decided court
cas%sl that supports the two technical IRS tests that cause the
problem.

We, therefore, ask that the two IRS tests be modified to allow an
owner-lessor to consider these benefits of ownership as part of the
economic substance of a lease transaction.

This request is totally consistent with the intent of Congress in
the administration in proposing the tax cut legislation and, if
passed, will result in improved efficiency for our industry and
substantial cost savings for equipment users.

you very much.

STATEMENT OF BARRY P. KORN ON BEHALF OF THE
COMPUTER DEALERS & LESSORS ASSOCIATION

Mr. KorN. Mr. Chairman, Senators, staff, Mr. Chief Counsel, Mr.
Minority Counsel, ladies and gentlemen, good afternoon. I'm Barry
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Korn, president, of Barrett Capital & Leasing Corp. Thank you for
the opportunity to express the views of the Computer Dealers &
Lessors Association.

The computer leasing industry will be penalized if S. 683 remains
in its present form. Our concerns and recommendations are:

One, sale and lease-back transactions are excluded from the
benefits of the accelerated cost recovery deduction. This exclusion
particularly hurts short-lived assets such as computers.

It is important to note that it is common practice in the comput-
er industry for manufacturers to provide rental credits to custom-
ers to induce them to purchase their computers after a period of
time.

Often, such companies are either not in a position to purchase
the equipment or choose not to tie up their capital in this manner.

The third party computer lessor enables the user to enjoy the
benefit of the rental credits through a sale and lease-back transac-
tion.

Accordingly, we recommend language which calls for a 5-year
transition period after which time the standard capital cost recov-
ery provisions will be utilized.

During the interim period, we recommend the continuation of
the existing ADR system.

Point 2. The proposed bill provides for mandatory use of acceler-
ated depreciation. This forced acceleration will produce a financial
hardship on small- and medium-sized leasing companies, particu-
larly computer lessors. The retention of earnings is critical in
i:apital formation and in building the base of equipment held for
ease.

The utilization of ITC, therefore, is most important. Being forced
to depreciate equipment more rapidly than economic conditions
would otherwise dictate creates excessive depreciation which leads
to reduced earnings and the inability to utilize the ITC on a timely
basis if at all.

This problem is further compounded in the computer leasing
industry. The use of a depreciable life for tax purposes shorter
than that used for financial reporting purposes has often created
confusion in the minds of lending institutions and stockholders.

It is incorrectly perceived that the resulting financial statements
are overstated. To maintain capital formation in the computer
industry it is important for our financial institutions to understand
that our financial statements reflect realistic expectations.

Therefore, we recommend that S. 683 adopt language such as
that in Conable-Jones, which provides that a taxpayer may deduct
less than the full capital cost allowable and carry forward any
amount allowable but not deducted.

Point 3. The intended increase in tax benefits resulting from the
accelerated depreciation will not fully accrue to the lessee’s benefit,
unless Congress requires adjustment in IRS procedures issued in
1975, 7521 and 28.

Such an adjustment also would clarify other requirements of
these procedures, like the minimum investment which are not
supported by case law and which serve to discriminate against
smaller equipment lessors.
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We believe that 7521 and 28 are not in line with current market
conditions, and impede capital formation in this country.

We recommend that the bill provide language to eliminate the
requirements of 7521 and 28 with respect to equipment leasing
transactions by corporate lessors.

Point 4. The proposed bill provides for a 10-year, straight line
depreciable life, for assets owned by U.S. equipment lessors, but
which are located in other countries.

This provision places U.S. lessors at a competitive disadvantage
relative to foreign lessors. ,

We don’t believe that it is the intention of the administration or
Congress to place U.S. lessors in a weakened position.

This is a particularly sensitive issue to computer lessors due to
the shorter life of computers relative to the proposed 10-year recov-
ery period.

e recommend the elimination of those provisions from the bill
which provide that such property be depreciated over 6 or 10 years
rather than 3 or 5 years.

CDLA realizes the complexity of the issues you face in S. 683 and
the intense time pressures which you are under. We have attempt-
ed to keep our proposals in line with the express purposes and
simplicity of the bill. We respectfully request your favorable sup-
port of our recommendations.

Thank you.

The CHAIRMAN. Mr. Healey.

STATEMENT OF THOMAS J. HEALEY, MANAGING DIRECTOR,
DEAN WITTER REYNOLDS INC.

Mr. HEALEY. Good afternoon. I am honored to appear before this
distinguished committee. My name is Thomas Healey. I am manag-
ing director, investment banking of Dean Witter Reynolds Inc. and
head of that firm’s project finance groué).

Dean Witter has acted as agent or adviser in more than 20 lease
financings in the last 3 years representing in excess of $2.5 billion
in assets.

The purpose of my testimony is threefold. First, to describe leas-
ing and its benefits; second, to indicate the economic impact of the
proposed ACRS on real estate and rzéluipment leases; and third, to
examine some implications of ACRS and leasing for the electric
utility industry.

In a lease, assets are purchased by one or more investors (the
lessor) and rented to a company (the lessee) for a substantial por-
tion of the assets’ economic life. Frequently, a large portion of the
investinent is financed through borrowings, thereby creating a lev-
erage lease.

e tax benefits of the asset (depreciation and investment tax
credit) accrue to the lessor as owner for tax purposes. In return for
receiving these benefits, the lessor is able to charge a lower rent to
the lessee. These savings can be substantial; in a representative
transaction, the net present value advantage under current tax
laws—to a company which cannot itself use the tax benefits—can
be as much as $290,000 per $1 million of asset cost.

The transfer of these tax benefits through leasing is an impor-
tant element of the present day capital market since many compa-
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nies have substantial requirements for capital expenditures but are
unable to utilize efficiently the resultant tax benefits.

Leveraged leasing is a practical alternative to refunding of in-
vestment tax credit, an alternative which is already available and
in use.

Leasing promotes new capital investment in two ways. First,
leasing lowers the net after-tax cost of investment to the ultimate
user of the asset, the lessee, thereby promoting additional invest-
ment in plant and equipment. Second, leasing greatly expands the
sources of financing available in the U.S. capital market by intro-
ducing a group of tax-oriented investors with sizable amounts of
money to invest in lease transactions.

For a full taxpaying company, ACRS will make leasing less
attractive by making ownership more attractive, particularly in
the case of real estate leases since it is proposed that the lessor use
a longer recovery life than would a company owning and occupying
the structure directly.

‘However, for companies unable to utilize tax benefits in a timely
and efficient manner, leasing is currently and will continue to be
an attractive form of financing. As mentioned above, in a typical
lease of a large plant, the savings todIa% might be $290,000 per
million dollars of asset cost. Under. ACRS as proposed by the ad-
ministration, this savings would increase to $320,000 in 1981 and
would be $380,000 in 1985 when ACRS is fully phased in. Real
estate leasing would remain attractive, but less so than under
present law because of: One, the proposed personal tax rate reduc-
tion and, two, the proposed longer recovery period for leased—as
opposed to owner-occupied—structures.

Let me turn to the impact of ACRS on the utility industry which
I submit is particularly important, since many utilities, perhaps as
much as one-third of the total industry, cannot use, on an immedi-
aﬁe basis, even those tax benefits which are currently available to
them.

We have talked today about the unused investment tax credits
which exist in a number of industries. A recent Department of
Energy study indicated that the electric utility industry as of the
end of 1979 had $2.4 billion in unused investment tax credit.

Further, the capital requirements in the future for the electric
utility industry are imposingly large. One study done for Dean
Witter by Data Resources shows net external capital requirements
of $30 billion in the next 3 years alone.

Because of this inability to use tax benefits efficiently, leasing
can have a positive impact on utilities. These benefits should be
further enhanced by ACRS. Leasing is a mechanism to transfer tax
benefits from inefficient utility users to lessors able to use them
and this promotes the introduction of new funds into the utility
industry and holds down rate increases. ,

Finally, in adopting the pro ACRS, consideration should be
given to simplification of tax law and procedure concerning lever-
age leasing, participation by cooperatives as lessees, and facilita-
tion of investment 1n leaseti equipment assets by individual inves-
tors.

These points are amplified in my prepared remarks.

Thank you.
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The CHAIRMAN. Thank you. Mr. Oppenheimer.

TESTIMONY OF JERRY L. OPPENHEIMER ON BEHALF OF
COMDISCO, INC.

Mr. OrpENHEIMER. Thank you, Mr. Chairman.

For the record, I'm Jerry L. Oppenheimer, a member of the law
firm of Mayer, Brown & Platt, here in Washington, and I appear
today as counsel to Comdisco, Inc.,, a New York stock exchange
company and the world’s largest remarketer of IBM computer
equipment.

In summary, we are very concerned about the application of the
administration’s progosed accelerated cost recovery system to sales
and leasebacks of short-life property, such as computers, to pre-
1981 users.

This is the first problem noted a moment ago by Mr. Korn.
Admittedly, it is a relatively narrow problem but an important one
to taxpayers such as Comdisco.

Specifically, the administration would provide a significantly
smaller deduction than that available under current law. Under its
pro , cost recovery for most tangible property involved in sale
and leaseback transactions with pre-1981 users would be restricted
to the equivalent of straight-line depreciation over 10 years.

Used computer equipment, as well as other kinds of used proper-
ty, can now be depreciated over as few as 5 years under the ADR
system using the 150-percent declining balance method, and many
leasing companies use even shorter lives on a facts and circum-
stances basis.

Thus, the proposal would significantly penalize these transac-
tions, and it's important to note that there are many significant
nontax reasons for them. ,

For example, a lessee from IBM of a computer may exercise its
option to purchase the equipment from IBM, apply its rental cred-
its to reduce the purchase price of the equipment, and then simul-
taneousl‘y; resell the equipment to and lease it from Comdisco.

In such a transaction, the user enjoys the benefit of rental cred-
its, protects itself against technological obsolescence by leasing
rather than purchasing for its own account, and may enhance its
financial statements. :

Similarly, companies such as Comdisco may make better use of
available capital by selling equipment to investors and leasing it
back to sublease to users. This is a preferred means for a leasing
company to raise additional capital for new acquisitions.

Any leaging company involved in these transactions would be
affected by the administration’s %roposal, but the burden will fall
heaviest on those companies which specialize in short-life property.

In sum, their aggregate taxes may be substantially increased.
Comdisco estimates that during the first 4 months of this year, the
dollar value of its sale and leaseback transactions with pre-1981
users of computer equipment is about twice that of the correspond-
ing period of last year. Nevertheless, for illustrative purposes, Com-
disco has calculated that if its aggregate 1981 acquisitions, that is,
all sales and leasebacks and other types of acquisitions in this year,
were repeated using last year's figures, under the administration’s
proposafse,'a its depreciation this year would be reduced by 32 per-
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cent, by 30 percent next year, and by 10 percent in 1983. And it’s

important to note that this adverse treatment would not be offset

by faster recovery on other assets or by an increase in its invest-

ment tax credits.

- Because' computers have short lives and because we are con-
cerned only with used property, the severe adverse effects would
last ‘about 4 years.

Thus, we recommend with respect to sales and leasebacks to pre-
1981 users, if the property currently has an ADR lower limit of 6
years or less, either the proposed accelerated 5-year cost recovery
system should apply or a 4-year transition period should be availa-
ble to allow the taxpayers to elect the same depreciation as permit-
ted under current law.

The CHAIRMAN. Thank you. )

I just asked the question I raised with Dr. James, I think in
. response to his answer—the Air Transport Association testified
‘that leasing is an inefficient way of using tax benefits. I assume
that you have a contrary view, at least you——

.Mr. FINFER. I think he’s wrong, Senator. Studies that we have
ourselves indicate that leasing passes fully 100 percent of the tax
benefits on to the lessee in the form of lower rentals, by present
valuing the impact of those benefits and then adjusting the rentals
downward.

So, we do not believe that the issue—the true issue—is one of
passing through the tax benefits. We believe we are efficient in
that regard. ’

The CHairMAN. How would you compare the lease transactions
with gefundable credits as efficient incentives to increase produc-
tivity?

Mr. FINFER. The refundable investment tax credit creates some
serious problems for us in a philosophical sense and certainly as
well as in a parochial sense. :

Refundable investment tax credits are not discerning with regard
- to who gets the refund. If, for example, an airline decides, as one

did last year, to carve out a new route structure and generates $35
million worth of losses for that quarter, then comes and says I
cannot use my ITC because I'm buying 1;;lanes, is it because they
are buying planes? Well, is it because they are buying planes or
because they are carrying a new route structure?
More importantly than that particular situation, happens to be
- the situation that the refundable ITC is not discerning with regard
to all those other industries other than auto and steel that do have

a serious problem that should be addressed in some other way.

What you're creating here is a general approach to corporations
that are losing money. The approach is not discerning between
those that are viable and those that are not viable. A check would
be handed out.just because they purchased equipment or say that
they purchased equipment. The reason for the last comment is that

- we in the equipment leasing industry incur losses each year run-
ning into the hundreds of millions of dollars that are caused b,y
frauds perpetrated on us by claims of delivered equipment. That’s
with -audits, ‘with checks, with verifications. I don’'t know how
many of your IRS agents will be hired to screen requests for
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refundable investment tax credit before the Government hands out
those checks, but I venture to say that there will be none.

That creates a major fraud problem and how it's policed.

Mr. HeaLey. Can I comment for a second, Senator, on your
question? I'm not speaking on behalf of anyone, but rather at the
request of the staff, so I may have a slightly different point of view
than the rest of the panel.

It's our experience that analysis of a lease is a fairly complicated
process which is dependent on, among other things, two factors:

First, how long is it before the company currently not able to use
the tax benefits might be able to use those benefits in the future?
If it's a z—lyear period before they can use the tax benefits that’s
substantially different than if they have investment tax credit
which will carry forward a dozen years.

The second economic factor is the amount expected of the residu-
al value of the equipment. One of the phenomena in the airline
industry has been that the residual value of many of the current -
generation of aircraft has been substantially attractive. Because of
the way that the tax rules of the Internal Revenue Service are
structured the residual must go to the lessor. It is easy to imagine
that a lessor may have a lower estimated” value for the residual
than the lessee and, therefore, that in analyzing a lease the lessor
and lessee may come to different conclusions about whether or not
it is attractive to lease.

[Senator Heinz and Grassley are here.]

The CHAIRMAN. Senator Long?

Senator LonG. No questions, Mr. Chairman.

The CHAIRMAN. Senator Durenberger?

‘Senator DURENBERGER. Thank you, Mr. Chairman.

I would like to deal with the issue that we just left off on by
reason of the chairman’s question, and in particular, if that issue
was brought into focus by both your answer and by a statement on
page 3 of your written testimony in which you say:

Equipment leasing is the most cost-effective method of financing for those compa-

nies that cannot fully utilize accelerated depreciation and investment tax credits on
a current basis.

Leasing permits corporations to transfer tax benefits through the
judgments of the marketplace without the added cost and ineffi-
ciencies resulting from direct Federal aid to corporations through
subsidy measures such as refundable investment tax credit.

Having restated that as your position, I want to read to you some
of the excerpts from someone else who writes in the Equipment
Financing Journal, January-February 1981, George Brown, presi-
dent of Babcock & Brown, an investment banking firm specializing
in levera%:a leasing, and it goes on to describe his credentials a
little further, and let me just put in perspective his position on
what you have to say.

He talks about the Congress inability to see the problem, because
it has trouble sometimes seeing the forest for the trees, or the
Moon for the Earth and so forth, and he talks about our efforts in
the to stimulate investments and new plant machinery by
legislating tax incentives such as accelerated depreciation and in-
vestment tax credit. He says that one of the problems that have
been created by these incentives is that they just don’t benefit
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those who need them the most. Those who are not earning enough
income to use the tax benefits and receive the tax rebate.

He then goes on to describe the nature of some of those indus-
tries. First, are those with normal income, but exceptionally large
capital need, and I think we heard from some of those today.

ond, are those in regulated industries which are prohibited
from making sufficient income to utilize the tax benefits.

Third, are those in depressed industries, often depressed because
they do not have the money to modernize their plants, and we
heard from some of those.

And, finally, he gets to another issue I think that bothers a lot of
us—the unincorporated associations and specifically cooperatives
which produce no income because of their nonprofit structure, yet
are no less deserving in this economy of ours with the benefit of
tax incentives.

It then goes on to talk about the solutions and he describes your
industry or the industry on whose behalf you speak, the leverage
leasing industry, in the following terms:

Some of the brightest and most creative minds in the modern world,

I assume they are here before us today,

have been able to structure an unacceptable reality. A sale of tax benefits in terms
of an accepted realit‘y, a true lease.

This structure called a leverage lease, basically allows an institution with a lot of
taxable income to take the tax incentives of ownership and pass the benefit through
to the lessee in the form of lower rental.

Then he goes on to talk about some of the problems involved
here. A%parently, he is in the business, so he ought to know.

First, he says the transaction has become incredibly complex and
he talks about the things you and I both know about and picks on
lawyers. Hundreds of cross-reference, interdependence, single-
spaced pages, representing the lawyers’ version of wheels rotating
on wheels.

Second, a tremendous amount of discussion is spent on issues
that has a lot to do with the relevant form, which is leasing, but
nothing to do with the reality of the transaction, which is the sale
or benefit.

Third, because of the complexities and the irrelevancies, inordi-
nate amounts of money are siphoned off by intermediaries such as
lawyers, accountants, trustees, appraisers, printers, and of course,
lease-brokers.

Fourth, the complexities and their relevancies also limit the
market for buyers and sellers of tax incentives to relatively large
and sophisticated institutions.able and willing to undergo the pain,
expense, and uncertainty of closing this kind of transaction.

ifth, since the lease format has certain basic inconsistencies
with the reality of the sale of tax benefits, completely free sale of
tax benefits is prevented. He then goes on to give some examples.
Then he deals with the solution which is in effect a relatively
simple sale which could be handled through a one page document
which stated the purchasing party could use the tax benefits to the
same extent the selling party would have been able to use them
had it any income.

So, my basic question of you is: What in your opinion other than
what you have described before, are the added costs of the RITC;
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what are the inefficiencies resulting from the RITC; and then what
are the costs of using leverage leasing, the cost of lawyers and
accountants, printers, trustees, and appraisers and everybody else;
and what are the inefficiencies in hundreds of hours of lawyers and
printers and so forth? Aren’t we being here asked to, in effect, save
an industry that has been created by the brightest and the most
creﬁtive minds in the modern world because of our lack of fore-
sight.

Mr. FINFer. Wow! If you don’t mind I would like to answer the
question in the reverse and start off with the equipment leasing
industry and what I think accounts for any inefficiency in the
industry.

I covered essentially, in a broad stroke way in my oral com-
ments, and Barry Korn made reference to it in his oral comments,
the Internal Revenue procedures as they relate to leasing.

In 1975 the IRS became very much concerned with the leasing
industry as it began to really grow, and so it came out with
Revenue Procedure 75-21 and 28 which essentially circumscribed
existing business practices at that point and time.

Unfortunately, because it did that and maintained the status quo
in terms of where the industry was at in terms of sophistication, no
one really screemed and yelled too vociferously because 75-21 and
28 were based upon a basic misconception, and that basic miscon-
ception was that investment tax credit and depreciation have zero
economic value, something we all know to be untrue, because we’re
fighting about it here today.

Since, 1975 IRS has promised that they will continue to review—
they will review 75-21 with a view toward making our industry
more efficient. Each year it gets put on a back burner.

If that were addressed today under current tax law as efficient
as we are, we could be more efficient. It is the artificial rules
created by Internal Revenue Service that cut down the efficiency.

Lawyer costs, yes. Mr. Brown’s fees as a broker, yes. That does
add to the cost. But those costs would not be there to the extent
that they are, were IRS to come to 1981 with regard to the sophisti-
cation of the industry and allow it to become a more efficient
mechanism for transferring the tax benefits.

As I go on to the next issue, which is the inefficiencies of refund-
able investment tax credit, I guess my major concerns are these:

If one of those hurting industries were to go out tomorrow with
refundable investment tax credit and buy a $20 million executive
aircraft all specked out with gold handles on the wash basins, they
would still be entitled to a refundable investment tax credit.

reSémat,or DURENBERGER. As they would to an investment tax
credit. .

Mr. FINFER. Exactly. There are industries that have to be helped,
and I think that is the overriding concern here.

I think that they should be helped, but I think that they should
be helped with controls on where they direct their funds, the same
way New York City was helped, the same way Lockheed was
helped, and the same way Chrysler was helped.

I don’t think it ought to be approached in terms of refundable
investment tax credit, which not only applies to these industries
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that are hurting, but applies to anyone who cannot continue to be
a viable economic entity today. ‘

Mr. KorN. Senator, if I might add—I would like to emphasize the
self-policing point that companies have to justify on a financial
basis the acquisition of additional equipment and to use the exam-
ple of a corporate jet which may be viewed as a luxury by some
and as a necessity by others.

If -that corporation is earning profits and paying its share of
- taxes, and can afford that and feels that it is more efficient to do
that, that's fine. It is a lot different if you have an inefficiently,
poorly managed company that has not been able to keep pace with
its competitors, who is getting a refund of cash with which it can
take those funds and do things which really don’t benefit the
capital formation problem that you are addressing. '

Mr. FINFER. Senator, when the banks and the insurance compa-
nies and the pension funds cut Chrysler off from credit and the
Federal Government was deciding what to do, it was the equipment
leasing industry that was still providing Chrysler with tens of
millions of dollars worth of machine tools.

We were taking the risk. We made an independent free market
assessment of the continued viability of Chrysler. We decided that
they did have a viable future and we made those judgments. There
wox(:ild be no such judgments under refundable investment tax
credit.

If, as Congressman Rostenkowski suggests, there would be some-
thing like an extension of the net operating loss carryback, that
would be more acceptable to us as an industry, again philosophical-
ly, because you would be talking about taxes that were already
paig by these industries as opposed to taxes which they have not
paid.

It-would seem to me that it is hard justifying Congress passing
the budget resolution, which as mentioned before, cut down on
medicaid, cut down on welfare, only to give back money, as auto-
matically refundable to them, because their net operating loss
carryforwards have already been exhausted, to take money from
those areas and give them to corporations many of whom are not
financiail{ viable and would not be buying the equipment were it
not for the dollars they will get back from the Government is
inconsistent. : :

Senator DURENBERGER. Well, I just have a hard time with the
theory that, you know, we ought to follow the Lockheed or the
Chrysler course, when you are in here arguing for the marketplace
to work better. We ought to have tax reform to make sure that
happens, and with regard to the argument, you know, somebody
who is already going downhill is f’aﬁoing to take taxpayers’ mono?'
down with them. I mean we are talking about 10 percent of a 100-
percent investment, and it sounds to me as though you have your-
self or your industry out there trying to protect the public interest
from the marketplace at work.

We are not financing 100 percent of that goldplated jet aircraft
or whatever it is, we may at best be financing 10 percent or
something slightly less than that.

I guess the argument was made here this morning, that putting
aside our lousy energy policies, or whatever in this country, that a
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refundable investment tax credit might have saved Chrysler and
might still save a Ford Motor Co.

t isn't going to do anything for General Motors because they are
already subsidized to the tune of every 10 percent of all of their
cagita investment.

, 1 appreciate your reactions. Now that I'm chairman, I'm
goilx}gsto make part of the hearing record on refundability, in other
words, the advocates thereof, which is the previous panel, the
article by George Brown entitled “Lever:fe Leasing, Is It Really
Necessary,” and I would like to thank all four of you for your
presentation.

Senator DURENBERGER. Senator Symms, do you have a question
of this panel?

Senator Symms. Thank you, Mr. Chairman. I'll just be very brief.

In a lease financing situation where the free market is allocating
the credit to purchase diversed capital assets, but in that industry
independent parties make a judgment as to the creditworthiness of
the lessee, isn’t the fundamental flaw in the refundable portion of
this that it replaces the market judgment or—that's your point.

Mr. FINFER. Yes, sir. Mr. Korn. In addition to the judiment, it
leads to potential abuse, that is you have the potential which was
alluded to earlier of corporations claiming that they acquired
assets for their own account and then taking the refunded invest-
ment tax credit and those corporations won't be around a few years
later when the IRS auditors show up at their door to find out if in
fact they have it.

I respectfully submit, that it is a tremendous problem to be able
to—from a mechanical point of view in terms of the refundability
issue. I would like then to reemphasize the point that Paul Finfer
made earlier with respect to the IRS procedure 75, 21, and 28 that
by eliminating those revenue procedures you will make leasing
much more efficient and be able to offer more transferability of the
investment tax credit to the lessee users of the equipment and still
r%tain the self-policing mechanisms without having any additional
abuses.

[The statements of the preceding panel follow:]
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We in the American Association of Equipment Lessors (AARL)
‘thank the Committee for allowing us to. testify in support of
the business tax-cut proposals in S. 683. AAEL is the major
trade association in the multi-billion dollar equipmel_\t leas-
ing industry, which accounts for nearly twenty percent (20%)
of all capital investment made each year in the United States.

our industry is growing very rapidly, from $20 billion worth
of capital equipment purchases in 1975 to nearly $40 billion
worth of capital equipment purchases in 1980 by equipment

lessors. Over $150 billion of gross lease receivables is

now outstanding. Today, AAEL represents the largest single
group of capital equipment investors in the United States.

Our AAEL members are engaged in the leasing of all types

of produetive equipment, from the office typewriter to utility
generating facilities costing hundreds. of millions of dollars.
Equipment leasing covers all manufacturing and service indus-
tries. AAEL members lease machine tools, computers, communi-
cation eéuipmnt of all kinds, utility plants and equipment,
fertilizer plants and farm equipment, commercial and corporate
- alreraft, coal mining equipment, ¢il drilling equipment and
all othexr types of personal .propexty. AAEL's annual surveys

indicate that out of the $40 billion worth of capital assets

84-226 O—81—19
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purchased by equipment lessors in 1980, approximately $6.6
billion (or 16.3%) was spent for production equipment (such
as machine tools). These figures have been increasing each
year, since the egglgggnt leasing industry has been expand-
ing rapidly as more and more businesses turn to leasing
{(rather than other financing alternatives) as a cost effec-
tive and efficient way to acquire needed capital equipment.
¥hile short term operating leases of these assets are grow-
ing very rapidly, the overwhelming amount of capital equipment
is leased to one user (a lessee) for 80% of its useful life.
The membership of AAEL consists of over 700 corporations,
ranging from large and small banks or bank subsidiaries (over
200), independently owned lessors, insurance companies,
major finance companies, and finance subsidiaries of manufac-
turing companies, to investment bankers and lease brokers.
These members collectively engage in all aspects of equipment
leasing affecting virtually every industry in the United
States. The membership of AAEL is not involved in, nor is
AAEL interested in defending, any abusive "tax shelter"
arrangements. What the AAEL represents is the mainstream of
the equipment leasing industry, which engages in legitimate

leasing transactions every day, accounting for approximately



twenty percsnt (20X) of all capital formation each year in
the tmited States.

'
Tax-cut leqiglation: 8. 693

AAEL ‘completely cupport; the purposes of President
Reagan's business tax-cut proposals in 8. 683. Bnactment
of legislation providing for acoslerated depreciation would
have a very favorable impact on capital sponding, capital
formation and the productivity improvements required if the
United States is to retain its place as a world economic
leader. We think that business tax-cut legislation of this
type is crucial to the revitalization of American industry.

At the same time, we believe that Congress should insure
that the new tax benefits are utilized properly and efficiently.
Equipment leasing is the most cost effeotive method of financ-
ing for those companies that cannot fully utilize accelerated
depreciation and investment tax credits on a current basis.
Leasing permits corporations to transfer.tax benefits through
the judgments of the marketplace, without_the added costs and
inefficiencies resulting from direct..federal aid to corpora-
tions through subsidy measures such as "refundable" invest-
ment tax credits. Today the equipment leasing industry is

extremely competitive. In most major leasing transactions
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involving the acquisition of productive capital assets,
virtually all of the tax benefits of ownorlhié are passed

on to the lessee in th; form of lower rental prices. 1In
this way, lessees (equipment users) receive the tax benefits
intended by Congress to stimulate capital investment. This

type of economic efficiency is important to the nation,

because the equipment leasing industry accounts for approxi-
mately 20% of all capital equipment acquisitions each year.

To allow the equipment leasing industry to continue to
operate as an efficient economic mechanism for capital forma-
tion, the AAEL seeks some technical amendments to the current
tax~-cut bill. We have four major concerns.

l. Technical IRS Revenue Procedures

Oone of our principle concerns is with the artificial
restraints on economic efficiency, and oﬂ competition, that
stem from two technical Internal Reveﬁue Service tests. These
two tests (tﬁgether with other requirements) defing when "true
lease* tax status will be accorded to major."leveraged lease”
transactions (which account for most of the dollar volume
in the leasing industry). President Reagan'‘s intended in-
crease in tax benefits through accelerated depreciation

would not fully accrue to the benefit of lessees (equipment



287

users) unless Congress rxequires some adjustment in these

two technical IRS.COItI -=- called the "profit" and "cash

flow" tests of IRS Revenue Procedure 75-21 and certain follow-
up Revenue Procedures. Were S. 683 simply enacted as proposed,
an owner-lessor in a leveraged lease tran!action.would have
to increase his equity investment. Moreover, he could reduce
‘his lease.rates only modestly or he wouid violate the .techni-
cal "éroflt" and “cash.flow" tests, which under the .existing
IRS Revenue Procedures must be met without taking into account
aﬁiméax beneflts.-/ This violation of the :tests would invite
the IRs to rule that an otherwise valid..lease was not a

“true lease" and, -consequently, to disallow all the tax
-bgnefits of the lease. The two IRS tests would thus restrain
competition in major leveraged lease transactions by placing
an artificial floor under prioing through which lessors could
not descend, even though the marketplace (after anactment

of the—-tax-gcut. legislation) -would accommodate lower pricing

-to.the lesses.

*/ = The.core “profit requirement" test of IRS Rev. Proc.
75-21 section 4(6) and IRS Rev. Proc. 75-28 Section 4.07(1)
“requires that the eowner-lessor achieve a profit,.exclusive
_of.tax benefits, from the transaction. The "cash flow" test
of IRS.Rev..Proc. 75-28 Section 4.07(2) requires that the

lease payments collected by the owner~lessor must exceed his
. ...disbursements (e’xclusive of initial equity investment) by

.- "a reasonable minimum amount.



Thexe is no sound economic, legal or policy justification-
for this result. Lease rates could be reduced substantially,
in the wake of the tax-cut legislation, if these two technical
tests in Rev. Proc. 75-21 and Rev. Proc. 75-28 were modified
to remove gsome of their artificial restraints.

Tax-cut legislation 11):6 8. 683 shows that Congress
and the Administration already reoognizé the economic value
that accelerated capital cost reeovei'y and investment tax'
credits have as an induocement to investment in capital oq{up-
ment. Accordingly, we believe that Congress should also recog-
nize that, in determining whether a transaction is a sale or
a lease for tax purposes, a' corporation may eonlid_dr these
same tax benefits as part of the economic substance of the
transaction. This Congressional action would not affect any
other part of the tax laws, apart from the two specific
technical tests known as the "profit requirement” and "cash
flow" tests of IRS Rev. Proc. 75-21 Section 4(6) and IRS Rev. .
Proc. 75-28 Section 4.07. Nor are we attempting to define a
lease. The Congressional action we urge, however, would
all(;w a continuation of effective lease pricing for the ‘
inc;e_aaing number of American companies who select leasing

as a means 6: acquiring the use of capital equipment,
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One possibility for appropriate language to he added to
the. tax-cut legislation would be the following:

{¥ew Section 168(h) (8) on page 47 of S. 683])

"(8) Leasing.~- In determining whether a
transaction is a sale or a lease for tax purposes,
a-corporation other .than a personal holding company

» under Séction 542 of the Code may consider the tax
benefits of owvnership as part of .the economic sub-
stance ‘of  the transaction."

. This or comparable language might be explained in the legis~
lative history in the foilowing or similar terms:
*Wwith respect to the tax treatment of equipment
leasing by  corporate lessors, S. 683 would modify
the 'profit reguirement'. and 'cash flow' teats
of IRS Rev. Proc. 75-21 Section 4(6) and IRS Rev.
Proc. 75-28 Sectian 4,07 so that the corporate les-
«s0oxr's ‘'profit' and incoming 'cash flow' shall
include the value of the ‘lessor's tax benefits aris-
ing from the lease transaction. : This modification
of IRS rules is necessary to ensure that -the tax
benefits of the legislation are most-effectively
‘utilized by the American business :community."
This suggestion by AAEL would not do violence to the
- judicial case law. The.only basis in the court cases for the
two technical IRS tests-seems to be the judicially created
‘legal pringiple that, to'have tax effect, a transaction must
demonstrate a business purpose, economic substance, and/or
© purposive activity. See, e.g., Knetsch v. United States,
.364 U.S. 361 (1960); Goldstein v. Commissionex, 364 F.2d 734

(24 Cir. 1966), cert. denied, 385 U.S. 1005 (1967): Heirbert D.

-Wetner, 58.T7.C. 81 (1972), affirmed per curiam, 494 F.2d 691




(9th cir. 1974); Arnold L. ginsberg, T.C.M. 1976-199. Yet
ths eoon'omic substance of equipment leasing transactions is
plain in the owner-lessor's substantial equity investment in
the capital asset, the owner-lessor's risk that lease paynments
will not continue to flow in if the lessee defaults, and the
owner-lessor's chance for aubstantial profit (or loes)
depending on how market forces affect the resale value of the
capital asset at the end of the lease term. Cf. Frank Lyon
Co. v. Inited States, 435 U.S8. 561 (1978). We submit that the

court-created tests for "economic substance” do not support
the IRS Revenue Procedures’ "disregard of tax.incidentn
enacted by Congress with the specific intent of encouraging
iavestment when such investment might otherwise not be made --
i.e., of making presumably unprofitable investment attractive.”
Equipment lLeasing--Leveraged Leasing pp. 450-451, by Fritsch &
Reisman (PLI, 24 ed. 1980). The tax laws on investment
credit and accelerated depreciation were enact;ed for the
purpose of encouraging capital .i,.nvestmnt. Yet the IRS
Revenue ‘Ptooedurea' “profit requirement” and “cash .flcw"

tests require that even these economic benefits be totally

disregarded and not counted as part.of the owner-lessor's

“profit® or in-coming "cash flow."
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At a minimum, AAEL requests Congress to recognize that,
in determining whether a transaction is a sale or a lease
for tax purposes, a corporation may consider the additional

(or incremental) tax benefits of ownership, newly provided by’

8. 683. as part of the economic substance of-the transaction:
{New Section 168(h) (8) on page 47 of S. 683}

"(8) Leasing.-- In determining whether a
transaction is a sale or a lease for tax purposes,
a corporation other than a personal holding company
under Section 542 of the Code may consider the addi-
tional tax benefits of ownership newly provided by
this statute as part of the economic substance of
the transaction."

‘This Congressional action would basically amount to a “safe

harbor” provision, protecting under the President’s new tax
law those lease -transactions with sgfficient economic sub-
stance to pass muster under current tax laws.and regulations, -
while allowing corporate lessors to pass on to lessees (in

the form of lower lease rates) the full economic benefit of

. the President's new tax cuts.

The overriding.purpose of President Reagan's increased
business tax-cuts is .specifically to encourage American
busine;suen to make new investments in plant and machi;ery
that. otherwise might not be made. There can be no mistake

about this point or the President's purpose. oOur AAEL view




292

is that, in light of this purpose, owner-lessors should at
the very least be permitted to consider the additional
(incremental) tax benefits of ownership, newly pgovidcd

" by 8. 683, as part of the economic substance of lease

transactions.

2. PFlexibility in Taking ACRS

AAEL also urges this Committee and the Congress to provide
taxpayers with an option, and the flexibility, to take less |
than the maximum depreciation deduction provided for under
the Accelerated Cost Recovery System ("ACRS") of S. 683. The
current veision of S. 683 mandates that cost recovery must be
deducted in the year in which it is allowable. Even if no
depreciation deduction is claimed in a particular year, the
basis of a depreciable asset must be reduced by the maximun
depreciation allowable under ACRS. To the extent the depre-
c;aéion deductions are not used in a particular year, they
are taken into account under ACRS as a net operating loss
(NOL) . Such losses may be carried back three years or
carried forward 10 years under ACRS.

This mandatory system ahéulﬂ be amended, we submit, to

- give taxpayers the option of taking either (1) the maximum

cost recovery deduction provided for under ACRS, or (2) straight-

line depreciation for a capital asset, using the ACRS system
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for determining an asset's useful life as 10-, 5-, or 3-year
property. The tax basis of.a dcp:cciablo ‘aneet nhould bo
rodueod in acoordanoo with current tax law principles, with

basis :odueod>aecord1ng_to.vhich-option the taxpayer actually

- chooses for -taking depreciation. These modifications would

keep.-the new cost recovery system relatively simple and‘ would
not. create administrative problems, while giving business tax-
paysrs soma. much-needed flexibility in taking cost recovery
deductions. .
We urge Congress to provide this flexibility for sovera;
reasons. The option of recovering capital costs over a
l-onger period of time allows each business some flexibility
to recover its capital investment at the particular rate
which is most advantageous to it. The optioh will maximize
the incentives to invest by preventing the possible loss
of recovery deductions by some taxpayers. Moreover, over-
loading a corporate taxpayer with unneeded recovery deductions

that it cannot use may.actually harm corporate balance sheet

statements made available to corporate stockholders and the

-investing public. Where the ovarload of unneeded recovery

deductions and NOLs becomes large enough, so that a corporate

taxpayer cannot be reasonably certain that it will generate



- .

{
taxable net income against which to take unexpired investment. -
tax credits, then accounting p:inciplon may not allow the
corporation's balance sheet to reflect such investment credits.
This would make the corporation's balanco sheet (apocifically,
its roportablé earnings and financing costs) look.worse to
prospective investors and may adversely affect the corpora-
tion's decision to invest in capital assets.

For all these reasons, AAEL joins with many others in
urging Congress to provide some flexibility in the cost
recovery deduction schedules of S. 683.

3. PForeign Assets

tnder present tax law, assets used predominately outside
the United States may be assigned guideline 11ves under - the
Class Life ADR system, but the 20 percent variation is not
applicable. See Treasury Reg. §1.167(a)-11(b) (4). Accelerated
depreciation is generallyrpermitted for such foreign assets
over the applicable lives. However, S. 683 would greatly
extend the recovery. periods fog assets used predominately
outside the United States, and it would require the straight-

line method of depreciation over these extended periods. The

' modified recovery periods for foreign personal property would .

be 20 -years for l0-year personal property, 10 years for 5~

year property, and 5 years for 3-year property.




Our Association seeks modification of these provisions
of 8. 683 which would -deny accelerated depreciation to foreign
assets and vhich provide that such ‘proporty would be dipré-
ciated only over greatly extended, modified recovery periods.
These provisions may limit the ability of U.S. companies to
compete effectively in foreign countries, and may not promote
the purchase of property from.U.8. .manufacturers for use
abroad. AAEL recommends -that 8. 683 should be amended to
provide that investments in foreign personal property may be

- recovered by using the same 10-, 5-, and 3-year reocovery
periods that would apply to assets-used.in the United States.
AAEL does_ not.object to the use of the straight-line recovery

method over these xecovery. periods.

-4, gale and Leaseback .

AABL is also concerned with the potential adverse im-
pact on some segments of the equipment leasing industry of
proposed Code §168(f) (5) (A) [p. 37 of 8..683]. "m‘ib',speciﬁc

~provision.in the-tax bill would restrict cost reecovery
-de‘duct:.iana for tangible property ‘used before Januvary 1, 1981
- and -involved in sale -and leaseback transaétion.. limiting
..deductions to“the equivalent of straight-line depreciation

over ten years. We are informed that this provision is



B

296

intended to prevent potential abuse of the accelerated cost
recovery provisions of 8. 683. .

4 The problem we see is that proposed §168(£)(5) (A) may
unfairly penalize particular segments of the leasing industry
concerned with relatively short-lived capital assets, in
which sale and leaseback transactions are a frequent busi-
ness practice, entered into for well-established business
reasons unrelated to any potential tax ahune.. The classic
case is the computer leasing indu;try. The Committee should
give serious consideratioq to adopting a transitional rule
preserving for a few'ygars the existing depreciation rules
for propexty'involved in sale and leaseback transactions.
This sort of transitional rule, we believe, wopld prevent
potential abuses without the serious advpgse impact that
proposed §168(f) (5) (A) would have on the computer leasing
industry.

conclusion
- We support the Economic Recovery Tax Act of 1981 and

the President'q business tax~cu£ ptopos#is ;s £he best ap- .
proach for encourdging Increased capita; formationﬂand produc-
tivity_in Amorica. Tbéay the équipment leasing industry

accounts for twenty percent (20%) of all capital investment

»

)
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sach year' in the United States. The Congress should modify
some technical aspec¢ts of the tax-cut legislation, AASL
- submits, in order:torpermit equipment -leasing. to. continue
to fulTill its vital role—-as a-beneficial, efficient, and

cost eftecftvaiWQy of ‘financing the use of capital assets.
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ADDENDUM T0 STATEMENT AND SUMMARY OF STATEMENT OF
PAUL M. FINFER

Paul M. Finfer ie a member of the Board of Directors aﬁd
Chairman of the Federal Tax Subcoumittee of the American Association of
Equipment Lessors (AAEL), on whose behalf his appearance, and this State-
ment, afe madel Mr. Finfer is President of Beneficial Leasing Groqp Inc.,
New York City,4a subsidiary of Beneficial Corporation, of Morristown,

New Jersey.
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Computer Dealers and Lessors Association, Inc.
1212 Potomes 8 NW., .C. 20007
treet, angq;ggaguVWnNnmmm D.

Olfies of Tnsovtive Olrpstor

STATEMENT OF
BARRY P. KORN
" BEFORE THE
SENATE COMMITTEE ON FINANCE

SUMMARY

Sale and Leaseback Transactions

The proposal to exclude sale and leaseback transactions
from the benefits of the accelerated cost recovery
deduction provided for in the Bill particularly hurts
lessors of short-lived assets, such as computers.

We recommend that this provision be deleted and
replacﬁd with languagé which calls for a five-year

transition period, after which time the standard capital

‘cost recovery provisions of the Bill will be utilized.

During the interim five year transition period, we.

recommend the continuation of the existing ADR system.

84-226 O—81-——20
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Flexible Depreciation

Mandatory use of five-year accelérated depreéiation for
most equipment will produce a financial har@ship on small
and medium-sized ieasing companies,, and particularly on
computer lessors. |
Language .such as that provided on Conable/Jones H.R. 1053,
which:provides that. a taxpayer may deduct less than the full
. capital cost alloweble and .carry forward any amount allowable
for th; taxable year but not deducted, should bé included in
.the Bill.

_Elimination of 75-21 and 75-28 for Corporate Lessors

The intended increase in-tax benefits resulting from the

.acceieratedudepreciation provided by the .Bill will not

.. fully accrue to the .lessee’s benefit unless.Cangress requires

adjustment to Internal Revenue Service Revenue Procedures
75-21 and 75-28.

The Bill should provide language to eliminate the
requirements of Revenue Procedures 75-21 and 75-28 with respect

‘to equipment ‘leasing transactions by corporate lessors.

.-U.S. Owned .Property in Foreign Countries

"The proposed Bill places U.S: lessors in a weakened position
relative to foreign lessors ‘due to the reduced allowance
for depreciating owned assets.which are located.in other
countries. -

We recommend the elimination of those provisions from

the Bill which provide that such property be depreciated over

6 or 10 years rather than 3 or 5 years.
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Computer Dealers and Lessors Association, inc.
tmzih«mncsu.n.Nxm.angsgmm.anmnmom.oc.zunw
0 102 .

Good morning, I am Batry_xorn, President of Barrett Capital
§ Leasing Corporation. _Thank you for the opportunity to express
the views of our industry trade group, the Computer Dealers and
Lessor§ Association (CDLA). ‘ ' i

CDLA's predecessor, the Computer Lessors Association, was
organized in 1967 to promote the business of marketing or managing
computer equipment for lease or sale. CDLA's member;hip consists
of 150 small, medium and large companies. The Association estimates
that, since its inception, its members have purchased almost $10
billion worth of computer systems for leéase to end users. CDLA
also estimates the annual used computer market at $1 billion in 1980.

Our industfy has demonstrated the .economic benefits of used
computers and of third party computer leasing. To date, we estimate
end user savings totaling $1.5 to $2.0 billion. CDLA applauds the
" Administration's and Congress' desire to encourage economic growth
through accelerated capital cost recoverf‘of investment in .plant
énd‘equipment.

In reviewing S.683, however, it has come to our attention that

"the computer leasing industry will be penalized unless certain changes

to the Bill are made. Our concerns and recommendations are:

1
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Sale and Leaseback Transactions
Proposed Code Section i68 (£f) (5) (A) (page 37, line
6 of S.683) excludes from the benefits of the accel-

erated cost recovery deduction provided for in the Bill
certain property used prior to January 1, 1981 that,
after being acquired from the user, is leased back to

him -- that is, sale and leaseback transactions. This
exclusion particularly hurts short-lived assets, such

as computers. The proposed Bill would restrict recovery
to sfraight line depreciation over ten years, compared to
the current Class Life Asset Depreciation Range (ADR)
system, which permits 150% declining balance depreciation
over five years. - '

It is important to note that it is common practice
in the computer industry for ﬁgnufﬁcturers to provide
'rental credits" to customers to induce them to purchase
their computers -after a period of time. Often, such
companies either are not in a position to purchase the
equipment or choose not to tie up their capital in

this manner. The third party computer lessor enables

" the user to enjoy the benefit of the rental credits

through cash savings generated by a lease resulting from
the lessee's purchase, at a reduced cost, and sale to

the lessor of the equipment.
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These transactions contribute to improving capital
formation, increasing productivity and business growth
and pass the technological risk to the lessor. However,
a ten year period is too long to depreciate computer
equipment. We understand that the concern of the Admin-
istration is the potential abuse of "churnihg" assets;
that is the use of sale and leaseback transactions to
depréciate.existing longer-lived assets over a five year
period. We further understand that this concern is of a
transitory nature and will eliminate itself over time.

Accordingly, we recommend that Section 168 (f) (5) (A)
be deleted and replaced with language which calls for a five
year transition period, after which time the standard capital
cost recovery provisions of the Bill will be utilized for
sale and leaseback transactions. During the interim five
year transigioh period, we recommend the continuation of the
existing ADR system, which, with respect to computer leasing
properly reflects current conditions and would not adversely
impact our industry. ’

Flexible Depreciation

Proposed Code Section 168 (b) (page 23, line 16 of 5.683)
provides for the mandatory use of 5 year accelerated depre-
giation for most equipment compared to existing law, which
allows a flexible period and method over which to depreciate

property. This forced acceleration will produce a financial
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‘hardship on small and medium sized leasing companies, and
particularly computer lessors.

Small to medium sized companies that develop a growth
plan consider the retention of earnings a critical element
in capital formation and in building A base of equipment ﬂeld
for lease. The utilization of the investment tax credit by
these firms, therefore, is most imporfant. Being forced to
depreciate squipment more rapidly than economic conditions
would otherwise dictate creates excessive depreciaiion, which
in turn, leads to re&uced earnings and the inability to
utilize investment tax credits on a timely basis. Given
a strategic plan of high growth, the investment tax credits
" may never be.utilized and the growth of the company is

stunted.
‘ This problem is further compounded in the computer
leasing industry. The use of a depreciable life for tax
purposes shorter than that used for financial reporting
purposes has often created confusion in the minds of lending
institutions and stockholders. It is incorrectly perceived
that the resulting financial statements are overstated., To
maintain capital formation in the computer industry, it is
important for our fin;ncial institutions to understand that
-our financial statements reflect realistic expectations. It
is interesting to note that this opinion also has been ex-

pressed by one of this country's largest computer companies,
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suggesting that this is a concern of both large and small
lessors and manufacturers.

Therefore, we recommend that S.683 adopt language
such as that provided in Conable/Jones H.R. 1053 (page 6,
line 11), which provides that a taxpayer may deduct less
than the full capital cost allowable and carry forward
any amount allowable for the taxable year but not deducted.

Elimination of 75-21 and 75-28 for Corporate Lessors

It has been demonstrated that equipment leasing has

been a potent force for capital formation. For example,
the American Association of Equipment Lessors estimates
that 20% of capital equipment is now acquired through
leasing. However, the intended increase in tax benefits
resulting from the accelerated depreciation provided by
the Bill will not fully accrue to the lessee's benefit
unless Congress requires'adjustment in Internal Revenue

Service procedures issued in 1975 -- Revenue Procedures

-75-21 and 75-28. Such an adjustment also would clarify

other requirements of these Revenue Procedures like the -
Minimum Investment, which are not supported by case law

and which serve to discr§mipate against small equipment
lessors and asset managers. We believe that Revenue Pro-
cedures 75-21 and 75-28 are not in line with current market
conditions and impede capital formation in this country,

particularly in view of a finite equity and tax base.
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We recommend that the Bill provide language to eliminate
the requirements of Revenue Procedures 75-21 and 75-28 with
respect to equipment leasing transactions by corporate lessors.

U.S. Owned Property in Foreign Countries

Section 168 (h) (2) (page 44, line 17) and Section 207 (a)
page 74, line (13) provide for a 10-year straight line de-
preciable life for a;sets owned by U.S. equipment lessors,

but which are located in other countries. In ourA

opinion, this provision places U.,S. lessors at a competitive
disadvantage relative to foreign lessors. In view of in-
creasing '"cross border" leasing, that is, assets owned

by a lessor in one country leased to a lessee in another
country, and a ''world economy" we don't believe that it is

the intention of the Administration or Congress to place U.S. .
lessors in a weakened position. This is a ;articularly sensi-

tive issue to computer lessors, due to the shorter life of

. computers relative to the proposed 10-year recovery period.

.We recommend, therefore, the elimination of those
provisions from the Bill which provide that such property
be depreciated over § or 10 years rather than 3 or § years.
If it is necessary to differentiate between assets located
in the U.,S. and assets located abroad, we recommend the
use of straight line depreciation instead of accelerated

depreciation over the same recovery period as provided for

U.S. assets.
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CDLA understands the complexity of the issues you face in
S. 683 and the intense time pressures you are under., We have
attempted to keep our proposals in line Qith the expressed pur-
poses and simplicity of the Bill. We respectfully request your
favorable support of our recommendations, and, would welcome
the opportunity to work with the Committee and its staff on
technical language to implement our suggestions.

Thank you. If there are any questions, I would be pleased

to try to answer them.
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INTRODUCTION
Good morning. 1 am honored to have been fnvited to address the

United States Senate Committee on Finance on the subject of=the pro-
posed Accel eratéd Cost Recovery System ("ACRS"). I am not here as the
represeﬁtative of any organization or interest group, but, presunably,
because of my experience in arranging large tax-orfented lease trans-
actions for a wide variety of companies. My remarks will cover three
areas:

) what 1s leasing and what are its benefits?

N ] What would be the economic impact of ACRS on real estate
and equipment leases?

o What are some of the special implications for the
electric utility industry?

1 am Managing Director-Investment Banking of Dean Witter Reynolds
Inc. in New York City and have headed that firm's Project Finance
Group for the past three years. During that period we have acted as
agent or advisor on more than 20 equipment and real estate financings
representing _1n excess of $2.5 billfon in assets. The vast majority
of these financings has been 1in connection with energy projects,
frequently involving electric utilities as either project spopsor or
customer. I have authored or co-authored a. number of papers on relat-

ed suwbjects which have been published in Public utilitiengorthigntLy,

Electric Light and Power, Novick's Income Finance Report and Business,

among others. I am also a frequent speaker on leasing and energy
financing. Prior to joining Dean Witter Reynolds six years ago, I was

a financial officer in the electronics findustry. 1 am a Chartered
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Financial Analyst, received my bachelor's degree from Georgetown
University and an M.B.A. in computer science and finance from Harvard.
Clearly, however, the most constructive three months of my training
were ‘those spent in 1962 as an intern in._the U.S. Senate with Senator
Homer. Capehart of Indfana. [ am pleased to‘have been asked back, even
though it has taken 19 years!

WHAT IS LEASING AND WMAT. ARE ITS BENEFITS?

. Leasing 1s a method through which a company can finance the long-

term use:of :plant, real estate or equipment. Except-where specifical-
ly mentioned, I will .not distinguish between leases of real and
personal property, although they differ in .notable aspects. Further-
more, I will generally refer to leveraged leases, the typical fom for
larger lease .transactions. In a_ leveraged lease, assets which have
been ordered by the company are purchased by - a group of equity
investors (collectively, the "Lessor") and in turn rented (or leased
. back) to the company on a net basfs ("net' meaning that the lessee s
responsiBle for maintenance, fnsurance, etc.) for a substantial
.portion of the .equi mntI:onmtc 1ife. Leveraged lease financing
‘has become a mﬁor source of funds inA recent years. While I know of
no reltfable statistics on the total -amount of assets leased, I am
aware - that one Lessor alone invested in over $1 billion of leased
assets in 1980.

The Lessor finances a large portion (from 60% to 100%) of {ts
investment -in the asset through the {ssuance of long-termm secured
debt. This debt {s non-recourse to the Lessor; the lenders look

-4 -
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solely to proceeds from rental payments and the underlying collateral
value of the asset for credit support. The Lessor, as owner of the
asset for tax purposes, {s able to realfze the benefits of investment
tax credit and deductions for depreciatfon and interest expense. A
diagram of a typical leveraged lease appears on the next page. You
will quickly perceive from the diagram that a leveraged lease can be a
conpl icated transaction.

These tax benefits, together with a nominal cash return and the
residual value of the asset which accrues to the Lessor at the expi ra-
,tion of the lease, allow the Lessor to recoup {ts initial cash invest-
ment along with a suitable return on that investment. Because tax
benefits, and deprectation in particular, are so fmportant to leasé
‘economics, ACRS could have a significant impact upon the economics of
leveraged V2asing, as will be damonstrated below.

The principal advantage of leveraged leasing to a company is the
possibil ity of substantially reducing the cash financing costs of an
asset by transferring the tax benefits of ownership to the Lassor.
This method of financing {is most advantageous to the company when it
is unable to utilize such tax benefits {itself on a timely basis
because of insufficient taxable income against which such credits or
deductions may be offset. A Lessor with significant taxable income
can use lease-gencrated tax benefits as an offset to such taxable
income and can consequently accept a modést cash yield on an invest-
ment in a leased asset while still achfeving a very favorable total

return. The end result 1s that the company, as lessee, is aole to
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enjoy indirectly, in the form of lower rentals, tax benefits which
would otherwise be lost or not utilized on a timely basis if it owned
the asset outright., A lease therefore transfers tax benefits from an
ineffective user to an effective user, while providing the former with

a lower financing cost.
Tables 1-6 illustrate the advantage of leasing to a company which

is unable to utilize the tax benefits of ownership on a current basis,
Example I (Tables 1-3) campares the net cash flow effect of leasing
with that of owning for a company with a marginal tax rate of 0%. As
can be seen from Table 3, the net present value advantage of leasing
for the non-taxpaying company is over $250,000 for each $1 i:i11ion in
o_rfginal asset cost. Conversely, Example II (Tables 4-6) dennstrates
that leasing has a net present value disadvantage compared to Owner-
ship for the company which expects to be able to utilize the tax
benefits of ownership on a current basis. Example 11, which uses the
same assumptions as ixample I except that the company is assumed to
have a marginal tax rate of 50%, shows a net present value advantage
Ofm the asset of approximately $65,000 per $1 million in origi-
nal asset cost. While these two examples ace certainly simplified’
cases, they do serve to emnphasize the tax-oriented nature of leasing:
that is, the advantages of leasing compared to owning depend to a very
great degree on the company's expected ability to generate future

taxable 1n<:ome.1

1 Note that these examples ignore the residual value of the asset,
which always goes to the owner, i.e. the company in the “own' case
and the Lessor in the “lease"™ case.

-7 -
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WHAT WOULO BE THE [MPACT’'OF ACRS ON REAL ESTATE AND EQUIPMENT LEASES?

The proposed new depreciation plan will provide for faster write-
off of capital expendituras. It would provide a standard schedule of
deductions using the 10-5-3 concept for machinery and owner-occupied
manufacturing structures, and prescribes depreciation lives for two
classes of real estate. As proposed, ACRS would be applicable to
capital investments in new and used property made after Dec.mber 31,
1980. However, the accelerated recovery period for capftal iavestment
would be phased in over the next five years, so that the full effect

i&oTAC;!S would not be felt until 1985.
Effect of ACRS on Real Estate Leases -

Dean Witter Reynolds has undertaken a detailzd analysis of the
impact of the proposed tax changes on real estate net lease trans-
actions. We have 1ooked at thefr potential impact in 1931, the first
year of the phase-in period, and in 1985, when the changes would be
fully in effect. The sensitivity of the economics of real estate net
lease transactions to alternative tax change scenarios has also been

analyzed. Dean 'Witter Reynolds' analysis indicates that under most of

the scenarios projected:

1. Real estate net leases of new property will 1ikely
become uneconomic for full taxpaying companies.

2. Real estate leasing will ramain attractive for companias
unable to utilize tax benefits in a timely and efficient
manner,

3. An inefficient tax user is substantially penalized by
the suggested -difference in depreciation between owner
occupied and leased structures.
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Methodology. Dean Witter Reynolds has simulated the effect of the
proposed tax law changes {and possible variations thereon) on real
estate net lease transactions by structuring hypothetical net leases
that have the same economic parameters for the investor under the
proposed tax changes as net lease transactions currently a\railable.2

The rentals thereby derived are then used to campare the cost of
leasing with thé cost of owning by:

1. Calculating the net after-tax cash flows of leasing;

2. Calculating the net after-tax cash flows of owning and
financing conventionally with 100% mortgage debt; and

3. Discounting the difference between the two flows at the
after-tax cost of debt to arrive at the net present
value benefit (or disadvantage) of leasing.

The impact on real estate lease transactions of same alternative
tax change scenarios was also analyzed. One specific alternative
exanined assumed (a) depreciable lives for owner-occupied property
v;hich correspond to the Administration’'s proposal, (b) depreciable
lives for leased property which are the same as for owner occupied
property, and {c) that there would be no individual tax cuts.
Conclusions. The econanic impact of the Administation's proposal (and

the variations thereon described above) on a sale and leaseback of a

wholesale distribution center was analyzed for a full taxpaying

These simul ations, as noted, assume impl anentation of the Adininis-
tration's proposed changes in individual tax rates, which .changes
would impact the economics of real estate leases since the Lessor
1s generally a partnership of individuals looking to tax shelcer as
part of their investment return. This shelter is less valuadle if
individual tax rates are lower.

-9 -
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as well as for a company unaole to utilize the tax benefits of omer-
ship in the first three years after the in-service date of the proper-
ty. The alternatives are analyzed for 1981 (assuming a retroactive
appl ication for depreciable 1ife conventions to December 31, 1930) and
for 1985 when the ACRS would be fully phased-in. A summary of the

results §s shown below:

Impact of ACRS on Typical Real Estate Lease

Net Present VYalue
Net Present Value Benefit (Disadvantage)
Benefit (0isadvantage) of Leasing to laxpayer

of Leasing to Unable to Utilize Tax

__Current Taxpayer* Benefits for 3 Years*
Current Tax Enviromment $36,000 $52,000
Proposed Changes (1981) (2,000) 27,000
Proposed Changes (1985) {35,000) 8,000
Proposed Changes {1985) Except $10,000 $56,000

(i) Same depreciation
for owner-occupied
and leased structures;
(1) No personal tax rate
reduction

For Full Taxpaying Companies, the effect of the tax changes during

the phase-in period would be to make leases of new property somewhat
less economically favorable than leases are in the current tax and

economic environment. Leases would become dramatically unfavorabdle

* Per $1 million of structures cost. See Tables 7 and 8 for more
detailed schedules and explanation.

- 10 -
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for full taxpaying companies after the phase-in perfod. In 1981 the
lease would show a slight net present value disadvantage. In 1985
this disadvantage would be even greater ($35,000 per $1 millfon of
building cost) unless the Lessor could depreciate the property in the
same manner as for an owner-occupied structure and {f individual tax
rates were not lowered.

For Companies Unable to Utilize Tax Benefits in a timely and effi-

cient manner, leasing {s an economically attractive form of financing.
Under the proposed tax changes, leasing would be even more ecomomical
than ownership for companies unable to use the increased benefits Of,
ownership under ACRS. For a company which could not use the tax
benefits of ownership for the first three years after the in-service
date of the building, but which would instead carry forward the net
operating losses, the financial benefits of leasing could be substan-
tial. 1In 1981, {if all of the proposed tax changes are implemented,
leasing would have a net present value advantage over ownership of
$27,000 {per $1 million of building cost).

In 1985 there is still an advantage ($8,000) but this is signifi-
cantly improved (to $56,000) if there is no change in individual tax
rates and {if owner occupied and leased real estate are similarly
treated.

Effect of ACRS on Personal Property {Equipment) Leases

Dean Witter Reynolds has also simulated the effect of the proposed
tax law chkanges on personal property (equipment) lease transactions

using methodology simflar to that described above. There are two sub-

-11 -
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stantive differences in analysis for personal propgrty leases. First,
for items of machinery and equipment, the proposed ACRS does not
differentiate in deprectation 1ife between assets which are “used by
their owners” and those which are leased. Secondly, since the vast
majority of equipment lessors are corporations, the proposed tax rate
reduc tions for individuals will have virtually no impact.

The {impact of ACRS on a typical equipment lease is shown below.
The common assumptions are (a) utility property such as a generating
unit, (b) a 16 1/2% debt rate, and (c) a taxpayer unable to utilize

tax benefits at all,

Impact of ACRS on a Typical Utility Plant
Lease when Utility Cannot Use Tax Benefits

Net Present Yalue
Benefit of Leasing per

écenario $1 million of Plant
Current Tax Enviromment - $291,000
Proposed Changes {1931) $322,000

Proposed Changas {1985) $379,000

As can be seen above, ACRS will dramatically improve the advantage

of equipment leasing to a campany unable to use tax benefits on a

current basis.

-12 -
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WHAT ARE SOME OF THE SPECIAL IMPLICATIONS OF ACRS FOR THE ELECTRIC
UTILITY INDUSTRY?

As mentioned in the Introductfon, Dean Witter Reynolds has sub-

stantial involvement in arranging leases for utilities. I believe
that there are several particular characteristics of the electric
utility industry, and the relationship of leasing thereto, which need
to be considered in implementing ACRS or any other form of accelerated
depreciation, and it is in part because of this insight that I have
been asked to speak before this Committee. The major points are as
follows:

First, the capital requirements for the electric utflity industry

over the next few years are imposingly large. A recent study conduc-

ted by Data Resources Inc. for Dean Witter Reynolds indicates that net
external capital requirements3 for the electric utility industry in
the three year period 1981-1983 will exceed $30 billion!

Second, many utilities cannot use on an immediate basis even the

tax benefits which are available to them under existing deprecfation

policy. Further, the sizeable capital expenditures discussed above
make it 1ikely that this staté of affairs will continue into the near
future. Table 9 shows the current tax position of 80 major investor-
owned companies included in the Dean Witter Reynolds' Utility Index
(1979 data). Of these 80 utiIities, 22, or 28%, paid no current 1979

3 Defined as follows: net income plus depreciation and amortization,

less dividends, less capital expenditures.

-13 -
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taxes and presumably would not benefit from additional tax benefits
through accelerated depreciation. It is worth noting that the average
of all 80 utilities had current taxes in 1979 equal to only 5.3% of
1979 net income versus a statutory rate of 46%.

Now I would be the first to adnit that analysis of utility tax
utilization is a very tricky business, especially based solely upon
pubiished data. However, the above conclusfon about poor utilization
of present tax benefits can, in general, be confirmed from two other
sources. The Department of Energy's amalysis of Class A & B privately
owned electric utnities4 shows- that as of December 31, 1979 such
utilities had unused investment tax credits totaling almost $2.4
billion. Additionally, we have examined the tax status of dividends
of the 80 compan{es in the Dean Witter Reynolds Utility Index (see
Table 10}). This Table shows that 28 utilities (35% of the total) had
tax losses sufficient to shelter some or all of the dividends paid to
shareholders. For utilities which currently pay no taxes or which
have unused investment tax credits, additional direct tax reduction
through ACRS will 1likely provide 1ittle or no actual cash flow -
generation since they have no tax 1{ability against which to take

additional depreciation deductions.

4 Statistics of Privately Owned Electric Utilities in the United
States - 1979, CTasses A and B Companies. U.S. Dept. of Energy,
tnergy Information Administration, Washington, D.C.: U.S. Govern-
ment Printing Office, 1980. ,

- 14 -
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Third, however, (not to despair) leasing can have a positive

impact for utilities and this should be improved substantially by ACRS

assuming no special impediments to leasing are {introduced. While we
have not done a full scale systemati¢ anmalysis of the economic impact
of leasing under ACRS, our prior work with a number of utilities
indicates that for many assets it is economic to lease. In one recent
situation the present value savings from leasing was over $48 million
for a $300 millfon plant. For another utility the saving was more
than $14 million on a $215 million plant.s These results would have
been even more dramatic had ACRS been in effect.6

The synthesis is of these four points is very simple: For many
utilities ACRS will not provide direct assistance, but the avail-
ability of leasing (which transfers tax benefits to efficient users in
return for lower financing costs to those companies which cannot use
the tax benefits) ensures that the benefits of ACRS are realized by

the utilities in an indirect manner.

]

5 It is worth noting that DWR's model does not always indicate that

the utility should lease. One recent study showed that, for a
particular utility, ownership was clearly more cost effective than
Jeasing. DWR so advised the client.

Complete and accurate analysis of leasing for a regulated utility
is an extremely complicated and sophisticated process. Two fac-
tors, state by state regulatory variations and individual utility
tax positions, can have a dramatic impact upon the results of a
lease vs., own analysis. To §llustrate, DWR spent nine months,
several thousand mar-hours, and about $250,000 worth of computer
time developing a computer model to analyze with precision the
lease/own decision for regulated utilities. Notwithstanding this,
it is possible to state that changes in deprectable tives as con-
templated by ACRS will have a dramatic impact on this decision.
The analysis in this testimony is designed solely to highlight the
relative changes which would be brought about by ACRS.

- 15 -
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CONCLUSION

In adopting the proposed ACRS, in its present or a revised form,
consfderation should be given to simplificatfon and mod[ficatlon of
tax law and procedures to facilitate leasing. Additionally, consi-
deration should- be given to changes to allow investment in personal
property (equipment) leases by individual investors.

I would respectfully suggest that the Senate address the problems F
of predictability and transferability of tax benefits, especially in
the following major areas:

1. In respect of large projects, organizations frequently
desire to participate as tenants-in-common to achieve
economies of scale. The co-tenants, acting separately,
should be permitted to arrange lease financing of all or
any portion of their respective interests to optimize
the use of tax benefits.

]

2. Although it would be difficult to legislate a definition
of a "“true lease" for tax purposes, it might be possible
to amend the Internal Revenue Code expressly to permit
certain terms of a true lease. For example, the parties
might be permitted to agree on a price at which the
Lessee could purchase the leased asset or the end of the
lease term so long as the purchase price does not have
the character of a "balloon" payment on a loan. -

3. Again, although it would be difficult to legislate, the
Code might be amended to distinguish between a true
lease and a "service agreement", Alternatively, the
Senate might reexamine the policy which is now reflected
in Sectfon 48(a)(4)-(5) of the Code.

4. The Senate, in amendments to the Code, might as a matter
of policy direct the IRS to speed up the process of
issuing private rulings on. lease transactions or to
adopt and publish a ruling which is not inconsistent
with the decision of the Supreme Court in the Lyon case.

5. In order to facilitate independent financing for elec-
tric generation and transmission cooperatives currently
regulated by the REA, Congress should encourage leasing
b{ such cooperatives. Specifically, a Lessor leasing
electric generating plants to such cooperatives should
be entitled to the investment tax credit.

- 16 -
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6. Expansion of the proposed 10-year property class for
"factor buildings, retafl stores, and warehouses used
?y the"r owners” to {inctude “used by their owners or
essees"”,

Finally, the Senate might want to consider changes which would
allow 1individual noncorporate investors to participate as Lessors.
For practical purposes individuals do not at present invest in long-
term equipment leases because of (a) the "at risk" rules which limit
the losses of noncorporate net lessors to the amounts that such per-
sons have at risk in the investment and (b) the unavailability of the
investment tax credit to individuals other than for short-term
"operating” leases. The reintroduction of individuals to tease
investments would dramatically increase the funds available, through
leasing, to help provide for accelerated business investing to
1ncrease-product1v1ty and provide economic growth in our country.

Thank you very much for your attention.

-17 -
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INTRODUCTION TO TABLES 1-6

Exanples I and 11, f1lustrated in Tables 1-6, compare the net cash
flow effects and net present value advantage (or disadvantage) of

Teasing and owning for conpanies with marginal tax rates of 0% and

60%, respectively.

-19 -
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. ASSUMPTIONS FOR EXAMPLES I AND II
Ownership Assumptions

Plant Cost: $1,000,000

Depreciation Method: Double Declining Balance
switching to Sum of Years Digits

Depreciable Life for

Tax Purposes: 22.5 years
Economic Life: 40 years-
Salvage Value: 0 )
Investment Tax Credit

As A Percent of Plant Cost: . 9.5%
Principal Amount of Loan

Used to Buy Plant: $1,000,000
Interest Rate on Loan: 10%

Leasing Assumptions

Amount of P’ int Leased: $1,000,000 (1007%)

Lease Term: . 25 years with 5 year half rent
renewal

Lease Rate: 6.527%

Lease Payments As A Percent of 3.94% for 25 years

Plant Cost Per Year: 1.97% for 5 years

Repurchase Price As A Percent
~f Plant Cost at End of lLease
Term: 25%

Depreciation Method on
Repurchased Asset: Straight Line

Depreciable Life on
Repurchased Asset: 10 years

- 20 -
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Example 1 Tablel

CASH FLOW FROM OWNING ASSUMING 0% TAX RATE

p-a—

Total Tax Investment Cash
Year Interest Depreciastion Deductible Tax Texes Debdt Outflow
§tarting _Expense Expense Expense Credit Paid Service Erom Buyin;
171984 § 99,857 § 88,8089 $ 188,746 $0 $0 $ 105,379 $ 105,379
171988 99,263 80,988 180,250 0 0 105,656 105,656
1/1986 98,607 7,1 175,784 [} [/} 105,656 105,656
1/1987 97,883 73,412 171,297 0 0 105,656 105,656
1/1988 97,088 69,648 166,736 o [} 105,656 105,656
1/1989 96,210 65,083 162,093 [} V] 105,656 103,656
1/19%0 95,242 62,118 157,360 0 0 105,656 105,656
171991 94,174 58,353 152,527 0 0 105,656 105,656
1/1992 92,997 54,589 147,586 0 [ 105,656 105,656
1/1993 91,699 50,824 142,523 0 o 105,656 105,656
1/199% 90,269 47,059 137,328 0 0 105,656 105,656
1/1995 88,692 43,29 131,986 0 o 105,656 105,656
1/1996 86,953 39,530 126,482 0 ] 105,656 105,636
1/1997 85,036 35,765 120,801 0 0 105,656 105,656
1/1998 82,922 32,000 114,922 0 [ 105,656 105,656
1/1999 80,592 28,235 108,827 0 0 105,656 105,656
1/2000 78,023 24,471 102,493 ] 0 105,656 105,656
172001 75,190 20,706 95,896 ] ] 105,656 105,656
1/2002 72,067 16,941 89,009 ] 0 105,656 105,656
1/2003 68,625 13,117 81,801 ] 0 105,656 105,656
1/2004 84,829 9,612 74,261 ] 0 105,656 105,656
1/2005 60,644 5,647 66,271 o [} 105,656 105,636
1/2006 56,030 1,082 57,913 0 ] 105,656 105,656
172007 50,943 ] 50,943 0 [} 105,656 105,656
172008 45,338 ] 45,335 [} ] 105,656 105,656
1/2009 39,152 ] 39,152 [} [} 105,656 105,656
1/2010 32,336 0 32,336 -0 1] 105,656 105,656
172011 24,820 [} 24,820 o [} 105,656 105,656
1/2012 16,538 ] 16,535 ] 0 105,656 105,656
1/201) 7,400 ] 7,400 0 o 105,656 105,656
T ITALS  §2,169,414 £',000,000 $3,169,414 $0 $0 $3,169,414 $3,169,4614

.21 -
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Example 1 Table 2
CASH F1LOM FROM LEASING ASSUMING A OX TAX RATE

Depreciation Total Cash
of Tax De~ Investe Repurchase  Outflow
Year Rent Repurchased ductible ment Tax Taxes Rental of Frow

Starting _Expense Plant Expense Credit Ppaid Payment Plant (s) _Lessing

171984 § 79,115 $ 0 $ 79,118 $0 $0 $ 78,896 § 0 § 178,896
1/1985 78,896 0 78,896 0 0 78,896 0 78,896
1/1986 78,896 o 78,896 (] 0 78,896 0 78,896
1/1987 78,896 [\] 78,896 0 0 78,896 ) 78,896
171988 78,896 ] 78,896 0 0 78,896 [ 78,896
1/1989 78,896 /] 78,896 0 [} 78,896 9 18,896
1/1990 78,896 [} 78,896 0 0 78,896 0 78,896
1/1991 78,896 o 78,896 0 [} 78,896 0 78,896
1/1992 78,896 [ 78,896 0 0 78,896 0 78,896
1/1993 78,896 0o 78,896 o 0 78,896 [ 78,896
1/1994 78,896 0 78,896 0 0 78,896 0 78,896
1/1995 78,896 0 78,896 [ 0 78,896 0 78,896
1/1996 78,896 0 78,896 4] [} 78,896 0 78,896
1/1997 78,896 ] 78,896 ] 0 78,896 0 78,896
1/1998 78,896 ] 78,896 [] 0 78,896 0 78,896
171999 78,896 0 78,896 [} 0 78,896 0 78,896
1/2000 78,896 o 78,896 0 [} 78,896 0 78,89¢
1/2001 78,896 0 78,896 0 ] 78,896 0 78,89¢
1/2002 78,896 [ 78,896 0 1] 78,896 0 78,89¢
1/2003 78,896 0 78,896 0 0 78,896 0 78,89¢
1/2004 78,896 [} 78,896 0 0 78,896 [} 78,89¢
1/2005 78,896 0 78,896 [} [} 78,896 0 78,89¢
1/2006 78,896 [} 78,696 0 0 78,896 0 78,89¢
1/2007 78,896 0 78,896 0 0 78,896 [ 78,89¢
1/2008 78,786 0 78,786 [} 0 78,896 [} 78,89¢
1/2009% 39,448 0 39,448 [ ) 39,448 0 39,448
172010 39,448 [} 39,448 [ 0 39,448 [ 39,448
1/2011 39,448 [ 39,448 [} 0 39,448 0 39,448
172012 39,448 0 39,448 [} 0 39,448 0 39,44E
172013 39,338 [ 39,338 [ ] 39,448 0 39,44€
1/2014 0 25,000 25,000 [} 0 4] 250,000 250,00C
172015 0 25,000 25,000 0 0 0 0 C
1/2016 0 25,000 25,000 ] 0 (] 0 <
172017 0 25,000 25,000 [} ] (] [ C
1/2018 0 25,000 25,000 0 0 0 (-] (4
1/2019 [¢] 25,000 25,000 (<] ] 0 ] ¢
1/2020 0 25,000 25,000 0 0 [} 0 C
1/2021 0 25,000 25,000 [ [} [ ] (
1/2022 [ 25,000 25,000 [ 0 0 0 4
1/2023 0 25,000 25,000 [ ('] 0 0 <
TOTALS  $2,169,640  $250,000 $2,6419,640  $O $0 $2,169,640  $250,000  $2,819,64¢

(a) Repurchase of Plant for 25% of original cost at end of lease term.

- 22 -
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1
Exsample I Table 3

PRESENT VALUE ADVANTAGE (OR DISADVANTAGE) OF LEASING
ASSUMING A O% TAX RATE

-

Cash Cash Advantage

Year Outflow From Outflov From (Dissdvantage)
Sterting Leasing Suying of Leasing
1/1984 $ 78,896 $ 105,379 $ 26,483
1/1985 - 78,896 105,656 26,760
171986 78,896 105,656 26,760
1/1987 78,896 105,656 26,760
1/1988 78,896 105,656 26,760
1/1989 18,896 105,656 26,760
1/1990 78,896 105,656 26,760
1/1991 78,896 105,656 26,760
1/1992 78,896 105,656 26,760
171993 78,896 105,656 26,760
1/199%4 78,896 105,656 26,760
1/1995 78,896 105,656 26,760
1/1996 78,896 105,656 26,760
171997 78,896 105,656 26,760
1/1998 78,896 105,656 26,760
1/1999 78,896 105,656 26,760
1/2000 78,896 105,656 26,760
1/2001 78,896 105,656 26,760
1/2002 78,896 105,656 26,760
1/2003 78,896 105,656 26,760
1/2004 78,896 105,656 26,762
1/2005 78,896 105,656 26,760
172006 78,896 105,656 26,760
1/2007 78,896 105,656 26,760
1/2008 78,896 105,656 26,760
172009 39,448 105,656 66,208
172010 39,448 105,656 66,208
1/2011 39,448 105,656 66,208
172012 39,448 105,656 66,208
172013 39,448 105,656 66,208
172014 250,000 0 =250,000

TOTALS $2,419,640 $3,169,414 $749,774

NET PRESENT VALUE ADVANTAGE TO
LEASING (discounted st 10%): $252,790

.23 -



Year

Starting _Expense

1/1984
171985
1/1986
1/1987
1/1988
1/1989
1/19%0
1/1991
1/1992
1/1993
1/1994
1/1995
1/1996
1/1997
1/1998
171999
1/2000
1/2001
1/2002
1/2003
1/2004
1/2005
1/2006
1/2007
1/2008
1/2009
1/2010
172011
1/2012
1/2013

TOTALS
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Example II Table 4
CASH FLOMW FROM OWNING ASSUMING A 50X TAX RATE
Total Tax Invest- Cash Outflos
Interest Depreciation Deductible ment Tax Taxes Paid Dedt (Inflow) Frc
Expense Expense Credit {or Saved) Service Buying
$ 99,857 § 88,889 § 188,746 $95,000 $ -189,373 105,379 § -83,99%
99,263 80,988 180,250 1] 90,125 105,656 15,531
98,607 7,1n 175,784 0 -87,892 105,656 17,764
97,885 73,412 171,297 0 -85,648 105,656 20,008
97,088 69,648 166,736 0 -83,368 105,656 22,289
96,210 65,883 162,093 0 -81,046 105,656 24,610
95,242 62,118 152,360 0 -78,680 105,656 26,977
94,174 58,353 152,527 o «76,264 105,656 29,393
92,997 54,589 147,586 0 -73,793 105,656 31,864
91,699 50,824 142,523 [} -71,262 105,656 34,395
90,269 47,059 137,328 0 -68,664 105,656 36,992
88,692 43,294 131,986 o «65,993 105,656 39,663
86,953 39,530 126,482 0 «63,241 105,656 42,415
85,036 35,765 120,801 1] =60,400 105,656 45,256
82,922 32,000 114,922 0 =57,461 105,656 48,195
80,592 28,235 108,827 0 54,414 105,656 51,243
78,023 24,471 102,493 0 «51,247 105,656 54,410
75,190 20,706 95,896 [} =47,948 105,656 57,708
72,067 16,941 89,009 [} =44,504 105,656 61,152
68,625 13,177 81,801 [} =40,901 105,656 64,756
64,829 9,412 74,241 0 «37,120 105,656 68,536
60,644 5,647 66,291 [} +33,146 105,656 72,511
56,030 1,882 57,913 ] -18,956 105,656 76,700
50,943 0 50,943 o ~25,472 105,656 80,185
45,335 0 45,335 [} -~22,668 105,656 82,989
39,152 0 39,152 o 19,576 105,656 86,080
32,336 [} 32,336 0 -16,168 105,656 89,488
24,820 0 24,820 0 12,410 105,656 93,246
16,535 0 16,535 o -8,267 105,656 97,389
7,400 0 7,00 (1] -3,700 105,656 101,956
$2,169,414  $1,000,000 $3,169, 14 $95,000 $=1,679,707 $3,169,414 $1,489,707

.24 -



Year

Starting _ Expense

1/1984 §
1/1985
1/1986
1/1987
1/1988
1/1989
1/1990
1/1991
1/1992
1/1993
1/1994
171995
1/1996
1/1997
1/1998
1/19%9
1/2000
1/2001
1/2002
1/2003
1/2004
1/2005
1/2006
172007
1/2008
172009
172010
172011
1/2012
1/2013
1/20t4
1/2015
1/2016
1/201?
1/2018
1/2019
1/2020
172021
172022
1/2023

Rent

79,115
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,856
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,896
78,786
39,448
39,448
39,448
39,448
39,338

°

[-X-R-X-N-¥-¥-X-¥-]
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Example I1 Table S
CASH FLOW FROM LEASING ASSUMING A 50% TAX RATE
Deprecia= (s) Cash
tion From Total Investe Re~ Outflov
Re~ Tax Dee ment purchase  (Inflow)
purchased ductible Tax Taxes Paid Rental of From
Plant Expense Credit {or Saved) Payment Plant Llessing
$ 0§ 79,115 $0 $ -39,558 § 78,896 § 0 $ 39,338
0 78,896 [ =39,448 78,896 0 39,448
o 78,896 0 ~39,448 78,896 [ 39,448
0 78,896 0 »39,448 78,896 0 39,448
0 78,896 ] =39,448 78,896 0 39,448
0 78,896 0 «39,448 18,896 ] 39,448
0 78,896 0 39,448 78,896 0 39,448
0 78,896 0 39,448 78,896 0 39,448
(4] 78,896 0 «39,448 78,896 0 39,648
0 78,896 0 =39,448 78,896 0 39,448
0 78,896 [} =39,448 78,896 0 39,448
0 78,896 0 =39,448 78,896 0 39,448
0 78,896 1] =39,448 78,896 0 39,448
] 78,896 [¢] «39,448 78,896 0 39,448
0 78,89¢ o «39,448 18,896 0 39,448
[} 78,896 0 =39,448 78,896 0 39,448
0 78,896 [ »39,448 78,896 0 39,448
0 18,896 0 =39,448 78,896 0 39,448
] 78,896 0 =39,448 78,896 0 39,448
[ 78,896 (1] «39,448 78,896 0 39,448
0 78,896 [} -39,448 78,896 0 39,448
(] 78,896 0 «39,448 78,896 0 39,448
0 18,896 0 =39,448 78,896 [} 39,448
[} 78,896 [} =39,448 78,896 0 39,448
[ 78,786 0 =39,393 78,896 0 39,503
[} 39,448 0 19,724 39,448 0 19,724
(] 39,448 0 =19,724 39,448 0 19,724
[} 39,448 [} ~19,724 39,448 ] 19,724
0 39,448 0 -19,724 39,448 ] 19,724
0 39,338 0 ~19,669 39,448 0 19,779
25,000 25,000 0 ~12,500 0 250,000 237,500
25,000 25,000 0 ~12,500 )} ] -12,500
25,000 25,000 0 ~12,500 /] 0 «12,500
25,000 25,000 0 -12,500 0 0 ~12,500
25,000 25,000 0 «12,500 [ 0 ~12,500
25,000 25,000 [} ~12,500 /] 0 «12,500
25,000 25,000 1] -12,500 o 0 -12,500
25,000 25,000 0 ~12,500 ] [} =12,500
25,000 25,000 [} -12,500 ] (] «12,500
25,000 25,000 [ -12,500 o 0 «12,500
$0 $-1,209,820 2,169,640 $250,000 $1,209,820

TOTALS $2,169,640 $250,000 $2,419,640

(a) Repurchase of Plant for 25% of original cost at end of lease term.

- 25 -
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Exsmple II
. Table 6
PRESE™'l VALUE ADVANTAGE (OR DISADVANTACL, OF LEASING
_ASSUMING A_50% TAX MATEZ

Cash Outflow Cash Outflov

(Inflow) (Inflow) Advantage
Year From From (Disadvantage)
Starting leasing Buying ~of leasing

1/1984 $ 39,338 $ -83,99% §-123,333
1/1985 39,448 15,531 -23,917
171986, 39,448 17,764 -21,684
1/1987 39,448 20,008 -19,440
171988 39,448 22,289 «17,159
1/1989 39,448 24,610 -14,838
1/1990 39,448 26,977 12,471
1/1991 39,448 29,393 ° «10,055
171992 39,448 31,864 «7,584
1/1993 39,448 34,395 =5,053
171994 39,448 36,992 «2,456
171995 39,448 29,663 215
1/1996 39,448 42,415 2,967
1/1997 39,448 45,256 5,808
1/1998 39,448 48,195 8,747
1/1999 39,448 51,243 11,795
1/2000 39,448 34,410 14,962
1/2001 39,448 57,708 18,260
1/2002 39,448 61,152 21,704
172003 39,448 64,756 25,308
1/2004 39,448 68,536 29,088
1/2005 39,448 72,511 - 33,063
1/2006 39,448 76,700 37,252
1/2007 39,448 80,185 40,737
1/2008 39,503 82,989 43,486
1/2009 19,724 86,080 66,356
1/2010 15,724 89,488 69,764
1/2011 19,724 93,246 73,522
1/2012 19,724 97,389 77,665
1/2013 19,779 101,956 82,178
1/2014 237,500 0 =-237,500
1/2015 -12,500 (] 12,500
1/2016 =12,500 0 12,500
1/2017 =12,500 0 12,500
1/2018 -12,500 0 12,500
1/2019 -12,500 0 12,500
1/2020 =12,500 (] 12,500
1/2021 -12,500 0 12,500
172022 -12,500 0 12,500
1/2023 -12,500 ] 12,500
TOTALS $1,209,820 $1,489,707 §279,887

NET PRESENT VALUE DISADVANTAGE TO
LEASING (discounted at S%): $65,286

- 26 -
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INTRODUCTION TO TABLES 7 AND 8

Tables 7 and 8 analyze the 1inpact of the proposed tax changes on
the net lease of a wholesale distribution center for (a) a conpany
which is a currant taxpayer and (b) a company which is unaole to
utilize tax benefits for three years.

Thé principal method of analysis used is a comparison of the net
present value of owning with that of leasing.

A further method, which is also utilizgd in the accompanying
Tables, of analyzing the benefit (or detrinent) of leasing is tnrough
calculating a “"breakeven" residual. The breakeven rasidual is the
dollar amount which, if the lessee were to repurchase the building at
the end of the lease term, would make the cost of leasing equivalent
to the cost of owning. The breakeven residual also includes the value
of future depreciation tax shields since, if the leased property is
purchased, the new owner would be able to depreciate the purchase
price of the property and derive a tangible after-tax cash flow pene-
fit. If the prospective lessee determines that the cost of repurchas-
ing the property at the end of the lease term will be lower than the
breakeven residual then leasing would be an economically attractive

form of financing.

- 27 -
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OEAd WITTER REYNOLUS IdC. TABLE 7

Impact of Proposed Tax Cnanges on tne Net Leas2 of a Wholesale Distrioution Centerl

. 2 dasis Point Spread 3 Primary lTerm »(entals‘ Net Present valuwe seneﬂts 8reakeven6
Scenario Lease Rate™ From Lessor's Debt Rate Rents Years (0isadvantage) of Leasing Residual
A. Current darket and Tax Environment R 12.15% 235 7.98% 1-3 $36,000 $763,000
14.5¢2 4-10
19.258 1L-2v
B. Proposed Changes Phasing - In (1931) 10.70% 330 5.5% 1-4 (2,000) HA
14.5% 5-10
. 19.25% 11-20
C. Proposed Changes Fully leplemented (1985) Except: 9.50% 500 2.03 1-4 10,000 242,000
i. Ho vifference In Depreciation Between Owner 14.5% 5-1v
Occupied and Leased Structures, and 19.25% 11-20
it. do Reduction In Personal Tax Rates
D, Proposed Chan?es Fully [mplemented (1945) Except: 10.152 435 4.0% 1-4 (26,000) NA
§. No Reduction In Personal Tax Rates 14.5% 5-10
19.25% 11-20
E. Proposed Changes Fully Implesented (1985) 10.45% 415 4.5 1-4 $(35,000) NA
14.52 5-13
19.25% 11-20
) The Wholesale Distribution Center is assumed to consist of 70% real property with a depreciaple life of 29 years and 301 personal property.witn a
depreciable life of 29 years. The Lessee {s assused to keep the ITC associated with the personal property.
2 Lease rates are rbunded to the nearest 5 basis points. : !
3 Assuses a 20 year mortgage with an interest rate of 14.5%1, payable monthly.
4 Rents are paid semfannually-in-arrears and are based on 20 year maturity debt, 10 year interest-only payments, fully amortizing thereafter.
5 Per $1,000,000 of structure cost. Uiscounted at the after tax debt rate of 7.33% {14.5% x (1-.46)).
6 Calculated using a 153 cost of capital and taking into account the future depreciation tax shields on acquired structures at the end of the primary lease

term. In the current tax environment repurchased structures are assumed to be depreciated over 20 years using straight lina depreciation. Under the
proposed changes the repurcnased structuras are assumed to pe depreciated over 10 years using 200%/5YD.



-62-

QEAR WITTER REYNOLOS InC.

TARE 8

Impact of Proposed Tax Changes on Full Taxpayer and on 1
Taxpayer unable to Utilize Tax senefits in Years 1-3 atfter Building In-Service

Taxpayer Unable to Utilize

Full Tax Payer Tax Benefits in Years 1-3
Net Present Value Net Present value
Advantage (0isadvantage) Breakeven Advantage (Disadvantage) Sreakeve
Scenario Lease Rate of Leasing * Residual of Leasing Residual
A, current Market and Tax Environment 12,158 $ 36,000 $763,000 $52,000 $1,105,00
B. Proposed Changes Phasing - In (1331) 10.70% (2,000) NA 27,000 667,00
. "
C. Proposed Changes Fully lmplemented (1985) Except: 9.50% 10,000 $242,000 56,000 1,384, 00
{. Mo vifferance in Depreciation Setween Owner
Occupied and Leased Structures, and
ii. No Reduction in Personal Tax Rates
D. Proposed Changes Fully lmplemented (1935) Except: 10.15% (26,000) NA 13,000 445 ,0C
1. No Reduction In Personal Tax Rates .
£. Proposed Changes Fully Implemented 10.35% $(35,000) HA $ 3,000 $ 193,
1. The property, financing and oreakeven assumptions are the same as tnose used in Exhibit I. . The Lessee {s assumed to carry forward net operating

losses from the depreciation and interest expense in the ownership case and from the lease payments in tne leasing case, for 3 years and then
utilize tne net operating loss in the fourth year.
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DEAN WITTER REYNOLDS INC.
Utility Index

CURRENTY TAXES 1979 DATA

............ csemane

1979 1079 1979 CUKRENT
EFFECYIVE CUKRENT MET TAX AS XCF
TAX RATE TAXES INCONE NET INCOME

$ PIL * NI
a.49 .10
22.30 303.460
6.80 121.460

ALLECHENY POWER
MMERICAN  ELECTRIC POWER
ARI1ZONA FUELIC SERVICE

ATLANTIC CITY ELECTRIC “1.40 34.2¢
SALTINORE GAS 8 ELECTRIC 126.30
HOSTON EDISON S58.460
CAROLINA PONER & LICHY 133.2%
CENTRAL & SOUTHNEST 152,20
CENTRAL MUDSON GAS 8 ELECTRIC 21.7%
CENTRAL ILLINOIS LIGHY 33.0¢
CENTRAL JLLINOIS PUBLIC SERVICE S1.39
CINCINNATI CAS & ELECTKIC .78
CLEVELAND ELECTRIC ILLUMINATING 113.50
COMMONKEALTM EDISOM 294.70
CONSOLIDATED EOISON 325.98
CONSUNERS POMER 200.00
OAYTON FOMER & LIGHT $1.50
DELMAKVA PORER $3.4¢0
OETRDIT EOISON 174.00
OUKE POMER 274.80

82,20

OUGUESNE LIGHT

EL PASO ELECTRIC

FLOKIDA POWER CORP
FLOARIDA POWER & LIGHY
CENERAL PUBLIC UTILITIES
CULF STATES UTILITIES
HAWATIAN ELECTRIC
HOUSTON INDUSTRIES

I0AHO POMER

ILLINOIS POWER
INDIANAFOLIS FOMER & LICHY
KANSAS CAS & ELECTRIC
KANSAS FOWER & LIGHT
KENTUCKY UTILITIES

LONC ISLANC LICHTING
LOUZIBVILLE GAS & ELECTRIC
MIOOLE SOUTH UTILITIES
NINNESOTA POWER & LIGHT
HONTANA PONER

NEVADA PONER

NEWR ENCLAND ELECTYRIC SYSYEM
MEW YORK STATE CAE & ELECTRIC
MIACARA MOMAWK

NOKTHEAST UTILITIES

NORTHERN INDIANA PUBLIC SERVICE
NORTHERN STATES POWEK

OH10 EOISOM

OKLAMONA CAS & ELECTRIC

ORANGE & ROCKULAND UTILITIES
PACIFIC GAS & ELECTRIC

24,9
2%0.2¢ -43.74

FACIFIC POWER & LICHT 112,30 -0.72
PENNSYLVANIA POWEK & LICHMY 7.28
PHILADELFHIA ELECTRIC 1.42
POKTLAND CENERAL ELECTRIC .04
POTOMAC ELECTRIC POWEK 12,99
PUELIC SERVICE OF COLOKADD 4,12
PUELIC SERVICE OF INDIANA 13.75
PUELIC BEAVICE OF NEW MEXICO 3.9
PUELIC SEKVICE ELECTRIC 4 CAS .57
PUGET SOUNC PONER & LIGHT 11.00 »n
ROCHESTER CAS & ELECTAIC 4.0 -12.82
SAN DIECO GAS 8 ELECTAIC -2.48
BAVANNAH ELECTRIC POMER ~3.67
SIEKKA FACIFIC FCWEK 7.08
SOUTH CAROLINA ELECTRIC 5.4
BOUTHERN CALIFOKNIA EDISOMN 4.9
SOUTHEKN COMPANY S:.34
SOUTHERN INDIANA CAS & ELECTRIC 7.1¢
SOUTHNESTEKN PUELIC SERVICE ~1.52
TANFA ELECTRIC 2.4
TEXAS UTILITIES -5.09
TOLEDO €£DIBON .62
TUCSON ELECTKIC POMER 8.39
UNJON ELECTRIC ~11.723
UTAR FOWEK BLIGNT =1.19
VIKGINIA ELECTRIC & POWER 4,1¢
NASHINGTON WATEK POWER 3.18
NISCONSIN ELECTRIC FOWER 16.14
NISCONSIN POMEK 8 LICMY [} 36,42
WISCONSIN PUELIC SERVICE 32.00 37,28
INDUSTRY AVERAGE 3.3 5.9

Source: Utility Insights, March 1981
"~ Dean Witter Reynolds Inc.

Table 9
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BLAX VITTIM REYNOLDS INC. Tadle 20
Utilsty Index
Yan Btotus of Dividends Patd sn 1980
1380 Paxwents ($)

Total I one Kon-

Datd Percfon Jaxsdie
Allegheny Pover 1.80 1.0 -
Mericon Llectric Pover .0 1.5 ©.63
Aritoma Mblfc Service 2.08 "0 1.2
Atlantic Ciuy Electrse 3.90) .7 0.12
Balttaore Cas & Rlectric .4 .0 -
Soston Lélson awn .12 0.60
Carolina Pover & Light 2.1 3.14 -
Central b Southwest 1.% 1.5 -
Central Mudson Cos & Tlectric .18 0.22 1.9
Centzal lllinoss Light 1.0 1.2 -
Centra) 311snots Mubdlic Service 1.9 1.9 -
Cincinnats Ces & Eleceric 2.02 2.02 -
Cleveland Llectric 1lluminating 3.00 - 2,00
Compomveslth Ldseon .80 o.n .»
Consolideted Léteen 2.6 1.6 -
Consumers Power 2.3¢} 0.48 1.0
Dayton Pover & Light 1,7 0.26 1.4
Delmarve Pover 1.40 1.40 -
Detroit Edison 1.6 - 1.60
Duke Pover 1.9 1.93 -
Duguesne Light 1.00! 0.54 1.2¢
1 Paso Rlectrie 1.1) 1.13 -
Florida Pover Corp 3.9 1.8 -
Tlorsds Pover & Light 2.4 .64 -
Cenere) Publlc Utflfties - - -
Cul! Stetes Utilitges 1.9 .9 -
Navetfor Elactric 2.49 1.4% -
Nouston Industries 1. .68 -
Idaho Pover .46 2,46 -
11118028 Pover .9 2.3 -
Teétonapolis Pover & Light . 2.0 -
Konsss Gas & Llectrie 1.963 1.943% -
Kansas Pover & Light 2,02 2,02 -
Kentucky Utilities 2.12 2.32 -
long 1slend Lighting 1.0 - 1.8
Lougsville Cas & Electric .08 2.08 -
K5¢dle South ULilities 1.9 0.0) 1.9
Minnesota Pover & Liht 2.04 2.06 -
Montans Pover 2.1 .12 -
Nevada Pover . LN -
Nev Englond Electric System 2.% 2.3 -
Bev Yors Stote Cos & Rlecttic 1.8 - 1.82
Nisgara Modavk 1.50 0.9 0.9
Borthasst Utilities 1.30 0.12 0.93
Morthern lnéisna Pudlic Bervice 1.5 1.% -
Sorthers States Pever 1.3 39 -
Ohio 21som 1.7 - .1
Oklshowa Cos § Electric 1.60 1.0 -
Orange & Rockland Utilsties 158! 0.4 1.0
Pacific Gas & Dlectric 1.% 2.5 -
Pocific Povar & Light 2.0 1.12 0.
Pennsylvaris Pover & Light 210 - 210
Philadelphia Rlectrse 1.00 0.9 [ 1)
Portiand Ceneral Dlectrie 1.7 0.6 19
Potosat Llectric Pover .48 1.46
Pblic Sarvice of Colorade 1.6 31.60
Public Service of Indiana 1.4 2,66
Abisc Service of Wev Mamico 2.04 .04
Public Service Llectric & Cos l.hl 0.47 1.8
Puget Bound Pover & Light 1.6 0.8 0.7
Rochester Cos & Rloctric 1.49 - 1.49
San Diege Cas & Electric 1.% 0.08 1.46
Sevannsh Electric Pover . L 1.10 -
Sseres Pacific Pover 1.4 1.8 -
South Carolien Llsctric 1.225 $.72% -
Southern Coltfornis Litsen .n .78 -
Southern Company 1.% 1.5 -
Southern Indsans Cos & Electrie 1.6 1.08 -
Southuestern Public Service 1.305 3.303 -
Toups Llocirsie 1.9 1.9
Tees Nitlttfes 1.3 .M -
Toledo Litoon 3.0 - .1
Tucoon Electric Power 1.5 3. -
Unton Llectric 1.48 1.4 -
Vieh Power § Light 1.8 3. -
Virginis Llecitric & Powver 1.40 - 1.60
VWsshingion Water Pover 2.3% .1 -
Visconsin Tlectric Pover 2.40% 2.483 -
Visconsin Pover & Light 1.88 1.88 -
Visconain Publie Bervice .n .n -

4

3
There was some varistion 48 the tax treataent of the quarterly dividends
Source: Noody's Dividend Record. Veiume 33, Wo. 21, Section 1, Friday, March 13, 3081
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Statement of
Jerry L. Oppenheimer
On Behalf of Comd{sco, Inc.
Before the

Senate Committee on Finance

I am Jerry L. Oppenheimer, a membe; of the law firm of
Mayer, Brown & Platt here in Washington. 1 appear today on
behalf of Comdisco, Inc. of Rosemont, Illinois, a New York
Stock Exchange company and the world's largest remarketer of
IBM computer equipment.

In summacy, we are concerned with the application of the
Administration's proposed accelerated cost recovery deduction
to sales and lease-backs to pre-1981 users of short life prop-
erty, such as computers. This {s a relatively narrow problenm,
but an important one to taxpayers such as Comdisco.

Specifically, proposed Code section 168(£)(5)(A) (section
201(a) of S. 683) would provide a significantly smaller deduc-
tion than that available under current law in the case of a
sale and lease-back of personai property which presently enjoys
a relatively short life. It may be appropriate for proposed
Code section 158(f)(5) (A) to deny faster cost recovery to
transactions involving current users or related parties, but
it is not appropriate to reduce the deduction permitted under
current law for sale and lease-back transactions.

Under the Administration's proposal, cost recovery for most

tangible property involved in sale and lease-back transactions
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with pre-1981 users would be restricted to the equivalent of
straight-line depreciation over ten years (proposed Code sec-
tions 168(f)(5) (A) and 312(k)(3)). Under the current CLADR
system, used computer equipment, as well as some other kinds of
used property, can be depreciated over as few as five years
using the 150% declining balance method. Many leasing compan-
ies use even shorter lives for used computer equipment on a
facts and circumstances basis.

Thus, the proposal would significantly penalize sale and
- lease-back transactions involving pre-1981 users of equipment
which presently enjoys a short depreciable life. It is im-
portant to note that there are significant non-tax reasons for
such transactions. For example, a lessee from IBM of computer
equipment may exercise an option to purchase the equipment,
apply its "rental credits" to reduce the purchase price of the
equipment, and then simultaneously resell the equipment to and
lease it from Comdisco or some other leasing company. In such
transactions, the user enjoys the benefit of rental credits,
proteccs'jtself against rechnological obsolescence by leasing
rather than purchasing for its own account, and may enhance its
financial statements. l

Similarly, leasing companies such as Comdisco may make bet-
ter use of available capital by selling equipment to investors
and leasing it back for sublease to usérs. This is a preferred

means for a leasing company to raise additional capital for new
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acquisitions and is similar to a savings and loan association
selling its portfolio of mortgages. If the new owner must use
ten year straight-line depreciation, the market for such trans-
actions would be significantly restricted, and the equipment
leasing industry generally might be severely affected.

These transactions contribute to capital investment and
business growth. Thus, the proposed restriction runs counter
to the underlying pﬁrpose of the Administration's cost recovery
proposals.

Any leasing company involved in these transactions would be
affected by the Administration's proposal, but the burden will
fall neaviest on those companies which specialize in short life
property. Their aggregate taxes may be substantially increased.

Comdisco estimates that, during the first four months of
1981, the dollar value of its sale and lease-back transactions
with pre-1981 users of computer equipment is about twice that
of the corresponding period of 1980. Nevertheless, Comdisco
bas calculated that, if its aggregate 1980 acquisitions (i.e.,
all sales and lease-backs and other types of acquisitions) were
repeated in 1981, under the Administration's proposal, its
depreciation on its 1981 acquisitions would be reduced by 32%
in 1981, 30% in 1982, and 10% in 1983.

It is important to note that the above figures take into
account greater depreciation on Comdisco's other assets. That

is, this adverse treatment of assets acquired in sale and lease-
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_back transactions involving pre-1981 users would not be offset
by faster crecovery on other assets. Similarly, the dacrease in
Comdisco's depreciation would not be offset by an increase in
its investment tax credits, becayse all of Comdisco's new prop-
erty acquisitions now qualify for the full investment tax credit
and cthe increased investment tax credit for used property would
be insignificant,.

Obviously, the effect of cné~proposal on sale and lease-
back transactions with pre-1981 users is punitive and could, at
-besc, cause many leasing companies which specialize in short
life property to revise significantly their leasing activities,
Proposed Code section 1567(r)(9) (A) (section 202(a) of S. 683)
would prohibit virtually identical transactions involving real
property from taking advantage of the new rapid cost'recovery
allowances, but it would also permit depreciation over 30 years,
which is comparable to present law. This suggests a general
intent not to penalize taxpayers engaged in sale and lease-back
transactions and tnat the severe adverse effects on sale and
lease~-back transactions of short life tangible property was
unintended.

1f there is a bright side, it is that the problem would be
of only limited duration. Because comnputers have short lives
and because we are conceraed only with acquisitions of used
property, the severe adverse effects would last about four
years. Thereafter, the amount of short life pre-1981 used

propecty acquired in any vear would probably be minimal.
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~ Thus, we recommend that either of the following solutions
be adopted:

Our preference woyld be to apply the proposed
accelerated five year cost recovery to short life
property which is acquired in sale and lease-back
transactions with pre-1981 users; that is, enactment
of an exception to section 168(f)(5)(A) for sale and
lease-back property which currently has a CLADR lower
limit of five years or less.

A second acceptable solution would be enactment
of a four year transition rule which would permit tax-
payers to elect the same depreciation as permitted
under current law on sale and lease-back property
transactions involving pre-1981 users if the property
currently has a CLADR lower Limit of five years or
less. '

Neither of these suggestions would, in the first two years,
significantly accelerate the depreciation Comdisco currently
claims on assets acquired in sale and lease-back transactions
with pre-1981 users. Nor would either suggestion damage the
overall fabric of the proposed accelarated cost recovery sys-
tem. Both are limited in duration, and transition rules are
currently proposed for all property which has a CLADR lower
limit of more than five years. Finally, because either transi-

tion rule would apply only to transactions involving short life
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property, there would be no opportunity for the abuse which
section 168(f)(5)(A) is designed to prevent -- that is, manipu-
lative sales and lease-backs of long life property in order to
take advantage of tne'proposed faster cost recovery system.

We would welcome the opportunity to work with the Committee
and its staff on technical language to implement either sugges-

tion, and I will be happy to answer any questions. Thank you.
Senator Symms. Thank you. -

Senator DURENBERGER. Senator Long, do you have any additional
questions?

Senator LoNG. No thanks.

Senator DURENBERGER. Mr. Finfer, before you leave Senator
Grassley had two questions. You don’t have to answer them, per-
haps I'll just hand them to you and you can respond to them as
part of the record.
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1212 Avenus of the Americas

Beneficial Leasing Group, INC. i~

The Honorable Charles E. Grassley
United States Senate

Russell Senate Office Building 344
washington, D.C. 20510

Dear Senator Grassley:

After my testimony on behalf of the American Association Of
Equipment Lesssors (AAEL) was ocompleted yesterday, Senator Durenberger
(who was acting as Chairman in Senator Dole's temporary absence)
noticed the two questions you had jotted down for me prior to your
having to temporarily leave the hearing (copy attached). Accordingly,
Senator Durenberger indicated that if I would be kind enough to respond
to your questions in writing, he would see to it that your questions
together with my responses, were made part of the permanent record.
Your questions, and my answers, follow:

QUESTION NUMBER 1:

The Air Transport Association suggested that only one-half of the
investment tax credit is passed through to the lessee. 1Is that a fair
estimate?

ANSWER:

No it is not. In the big ticket leveraged leasing market segment of
~our industry (which was the area which my testimony and the questions
focused on), 1008 of the present value of all tax tenefits received by
lessors, is passed through to the lessee in the form of lower rentals.

In the mid 1960's, when leveraged leasing began to come into its own as
a viable and attractive financing alternative, it was not unusual to
find lessors who were able to increase their own profit margins by not
passing through all of the tax benefits of ownership (investment tax
credits and depreciation), to the lessee. For at least the last five
to seven years, however, this situation has been totally reversed.
Iessees have become at least as sophisticated (if not more
sophisticated) than lessors. Accordingly, the rule today is that
lessees sit down at their computers and price and structure a
transaction to their 1iking. They then prepare a "bid request”, the
size and specificity of which would put GSA bid requests to shame, and
send them out to a "select" group of fifty or so lessors to bid on.
After the bids have hoen received by the lessee, and evaluated, the
lessee then decides if any of them meet its requirements. If one of
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the bids submitted does fit the lessee's requirements, it notifies the
lessor and they begin drawing up a memorandum of agreement which
becomes the basis for the actual lease agreement. If, on the other
hand, none of the bid requests suits the lessee, it then sends out bid
requests to another group of lessors. This highly competitive
environment is the "real world" in which the leasing industry lives,
and anything brought up in testimony yesterday that suggests the
opposite, flys in the face of reality.

QUESTION NUMBER 2:

The Air Transport Association indicated this mornina that leasing is
less actractive than ownership. Why then do many profitable companies
lease property?

ANSWER:

The reason so many profitable companies, including each and every one
of the "Fortune 500" companies, leases property, is because leasing has
proven itself to be a viable and highly competitive source of inter-
mediate and long term financing.

Long ago, sophisticated corporate financial managers began to realize
that it was not the mere ownership of property that gave rise to, or
created wealth, or jobs. Rather, it was the productive use to which
the property could be put that gave that property its real value.
Evidently this is something that the gentleman who testified on behalf
of the steel industry yesterday, has not yet learned. If I recall his
testimony, he referred to leasing as some sort of a "scheme" or
“device". In fact, I can see this gentleman now, walking through a
shut-down, old, outdated, non-competitive steel mill with his son
saying, "We own all this".

Each and every one of the "Fortune 500" companies leases some of the
equipment it uses. So too Go farmers, hospitals (especially non profit
hospitalg where the lease transactions generate no investment tax
credit whatsoever), manufacturers, distributors, and every manner of
small business in this country.

Last year (1980), equipment lessors purchased nearly $40 billion worth
of capital equipment for lease to others. These investments in
personal property (according to an AAEL survey) are broken down
approximately, as follows:

Production eguipment $6.6 billion
{machine tools, etc.)

Computers $6.5 billion
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Office machinery other than computers $6.3 billion
(copiers, word processors, etc.)

Transportation equipment $6.2 billion
Miscellaneous $3.3 billion
Non-productive equipment $3.2 billion
(recreational, etc.)

Medical equipment $3.0 billion
Construction equipment $2.5 billion
Agricaltural equipment $2.4 billion

(tractors, irrigation equipment, etc.)

I hope you will take note that of the nearly $40 billion worth of
equipment that the industry purchased, only $6.2 billion represents
transportation. equipment, While a fair amount of that $6.2 billion
represents equipment leased to airlines and railroads that were not
capable of utilizing the tax benefits of ownership on a current basis,
the balance--not only of the transportation equipment category but of
the $40 billion worth of equipment purchases as well--was leased to
companies that were able to use their tax benefits on a current basis.
The representative of the ATA indicated that approximately 258 of the
airlines' commercial plane fleet was leased., There is little doubt in
my mind that if they would have leased more of their fleet, they
wouldn't be suffering fram an excess of unused investment tax credits
today.

I remember going out on a sales call when I was new to the leasing
business and having the purchasing director for the company I was
visiting say to me, "Boy, things have really changed around here. The
last financial vice president we had made us purchase all of our
assets. Now we have a new chief financial officer and he put in a com~
puter program. Now we lease all of our assets". When I left that
sales call, I can't help but remember feeling sorry for that company in
having picked one bad financial officer after another. The lease/pur-
chase decision is never always one way, or the other, across the board.
Sometimes it is more oost efficient to lease and sometimes it is not.
It is important to note, however, that the answer does not necessarily
have any direct relation to whether or not the perspective lessee can
utilize the tax benefits of ownership on a current hasis.

' In closing, I would like to respond to some of the comments
made on behalf of "refundable” investment tax credits. '"Refundable"
investment tax credits are the least efficient of any of the incentives
currently being proposed as a means to spur new investment in capital
equipment. To support this claim, I have asked the AAEL to forward to
you (under separate cover), a copy of a study prepared by (Andrew)
Brimmer And Company and Data Resources Inc., amd ask that you be kind
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enough to also make it part of the permanent record of the Committee
_ hearings. (With respect thereto, let me specifically call your
attention to pages 1 through 7 and 55 through 63).

I thank you for your questions and for having been given the
opportunity to appear before the Senate Finance Committee.
Additionally, T would like to ask that if you havwe any further
questions, that you feel free to call or write me, It would be my
pleasure to help. :

Paul W. Finfer

President
PMF/ae
Enclosure
The Honorable Bob Packwood The Honorable Russell B. Long
The Honorable William V. Roth, Jr. The Honorable Harry F. Byrd, Jr.
The Honorable John C. Danforth The Honorable Lloyd M. Bentsen
The Honorable John H. Chafee The Honorable Spark M. Matsunaga
The Honorable H. John Heinz, III The Honorable Daniel Patrick

Moynihan

The Honorable Malcolm Wallop The Honorable Max Baucus
The Honorable David Durenberger The Honorable David L. Boren
The Honorable William L. Armstrong The Honorable Bill Bradley
The Honorable Steven D. Symms The Honorable George J. Mitchell

The Honorable Robert Lighthizer
The Honorable J. Michael Stern
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Our next panel is our 2:00 p.m. panel—don’t look at the clock—a
panel consisting of Dale W. Jorgenson, professor of economics at
Harvard University, George A. Strichman, chairman of the Com-
mittee for Effective Capital Recovery and David G. Raboy, director
of research, Institute for Research on the Economics of Taxation.

STATEMENT OF DALE W. JORGENSON, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Dr. JorRGENSON. My name is Dale Jorgenson. I am a professor of
economics at Harvard.

I wish to. make two simple points, gentlemen. One is that the
problem with capital recovery is due to inflation. Given the vari-
ations in the rate of inflation, there is no way to solve this problem
by means of an accelerated capital recovery system like the 10-5-3
proposal that has been advanced by President Reagan.

The solution for the problem of inflation and capital recovery is
provided by the first year capital recovery system. This system
would provide first year allowances that would permit full capital
recovery in the same year that an investment takes place, so that
the tax deductions would be completely unaffected by inflation.

These points are made at greater length in a prepared statement
that I have submitted for the record entitled ‘“The First Year
Capital Recovery System” and dated May 19, today. I would like to
submit this statement, which looks like this for the record, if I
may——

Senator DURENBERGER. Without objection. That statement and
the full statement of all the members of this panel will be made a
part of the record.

Dr. JorGENSON. Thank you very much.

The key concept that is employed in my .testimony is one that is
not unfamiliar to this panel and that is the idea of an effective tax
rate.

We are all familiar with the fact that the Internal Revenue Code
provides a statutory rate for taxation which in the corporate part
of the Code is 46 percent under current law for large corporations.

The effective tax rate is the tax rate that people actually pay
- and it-depends not only on the statutory rate, but also on capital
consumption allowances, the investment tax credit, tax deductibil-
ity of.interest and a lot of other provisions.

The importance of the concept of the effective tax rates derives
the simple fact that the common characteristic of all tax systems
that lead to an efficient allocation of capital is that they have the
same effective tax rate on all assets.

That condition is the one that assures us that for every dollar of
investment, there will be a maximum possible increase in the gross
national product, or to put it another way, by investing efficiently
we can make sure that investment will enhance productivity
rather than reduce it.

Let me give you two examples of tax systems that would lead to
efficient capital allocation. One of them is to allow capital recovery
equal to economic depreciation. Economic depreciation is equal to
the decline in assets with age.

84-226 0—81——23
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This system would result in an effective tax rate that is the same
for all assets and would be precisely the statutoaé'ate provided in
the code, 46 percent in the corporate part of the e.

A second tax system that would result in equal effective tax
rates is to allow immediate expensing and, of course, no corre-
sponding deductibility of interest and no investment tax credit, by
treating capital outlays like all other business expenses, simply
writing them off in the year in which the investment is made.

This system, of course, would amount to abolishing the corporate
income tax because it would produce the tax rate that taxpayers
would actually pay to zero. Now, in fact, any combination of these
systems would result in an efficient allocation of capital. So, it is
possible to choose an effective rate anywhere between zero and the
statutory rate by simply choosing a combination of these two ap-
proaches. Therefore, arriving at an efficient system for capital
allocation is not an insuperable proklem. '

But now what about the current law, what precisely is the effec-
tive tax rate under current law and how does that compare with
the President’s proposal and how does it compare with the proposal
considered before this Committee in the last Congress, the so-called
2-4-7-10 system? 1

At 1980 rates of inflation, current law provides an effective tax
rate of 24 percent which is a little more than half the 46 percent
provided in the statutes.

The Senate Finance Committee proposal 2-4-7-10 would reduce
the effective tax rate to 13 percent and the President’s proposal
would propose a negative tax rate of 7 percent.

Now, you might well ask, how could this happen? How could you
possibly have a negative effective tax rate? Well, just bear in mind,
that if we have immediate expensing of capital outlays that would
gfoduce a zero tax rate. If we look at the five year class in the 10-

3 proposal, we would find that the capital consumption is worth
85 cents and the investment tax credit is worth another 20 cents
which produces $1.05. -

In fact, the President’s proposal is better than expensing.

Well, I don’t need to tell you about the effect of negative tax
rates. It would be a guarantee that we would acctxlire capital stock
in this country that would be an international white elephant and
that is iln fact unfortunately, the likely consequences of the 10-5-3
proposal.

ank you.

Senator HENRY [acting chairman] presiding. Thank you, Mr. Jor-

genson. Mr. Strichman.

OPENING REMARKS OF GEORGE A. STRICHMAN, CHAIRMAN OF
THE BOARD, COLT INDUSTRIES, INC.

Mr. StricHMAN. Mr. Chairman, I am chairman of the board of
Colt Industries and I ap&reciate the op%ortunity to meet with you
today on behalf of the Committee for Effective Capital Recovery.

I serve as chairman of this committee which is a voluntary
coalition of 549 business firms and 54 business trade associations.
The committee is representative of virtually all segments of Ameri-
can business and industry including manufacturing, retail, oil and
minerals, transportation and utilities.
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The Committee for Effective Capital Recovery is convinced of the
urgent need for improved tax treatment for plant and equipment
expenditures as a means to help the Nation’s economy and help
rtlast'ore competitiveness of American industry in the world market-
place.

In particuiar, 1 am here today to urge support for the President’s
accelerated cost recovery system. No one in this room today needs
to be reminded that in recent years the United States has fallen
behind most- Western nations in productivity.

‘Fewer issues have received more attention across all strata of
our society in the past few months. The drop in productivity has
fueled inflation and been a major cause of our loss of strength
versus competitors of other nations.

It is our belief that one of the major causes of these urgent
national problems has been the lack of adequate capital investment
in new plant and equipment.

The reasons for this lack of adequate new plant and equipment
investment fall roughly into two.categories. One of course, is infla-
tion itself. The other has been the inability of business and indus-
try to accumulate adequate capital.

Three current proposals address and would provide a remedy to
this situation. The President’s accelerated cost recovery system as
well as two members of this committee, Senator Heinz' Capital
Cost Recovery Act, and Senator Bentsen’s simplified cost recovery
system.

The House proposal for the first year capital cost recovery
system while aimed at. helping solve this problem, really only
addresses the effects of inflation and depreciation allowances. In
fact, FYCR would adversely affect investment in plant and’equip-
megt at a time when it is essential that new investments must be
made.

In this regard, FYCR would decrease investments, at least tem-
porarily and in the long run provide—incentive for investment in
new equipment than is provided under CCRA and ACRS.

In the past, recovery allowances provided to business have been
the primary source of funds to invest in new plants and equip-
- ments. Now in order to encourage the greater investment that can
result in greater productivity, we must improve these recovery
allowances.

We believe the President’s proposed accelerated cost recovery
system provides the best method of achieving that goal, the best
that is, with one modification. We urge this committee to study and
compare its provisions of flexibility and commencement of the
recovery period with the cost planning provisions of the Jones-
Conable 10-5-3 proposal.

It is our opinion on the whole that the rules provided under
Jones-Conable are more appropriate and consistent with the ulti-
mate objective of improving capital recovery. To invest in plants
and equipments, to improve capital recovery comes in part from
accelerated depreciation and partly from investment tax credits.

Flexibility in the way accelerated cost recovery is structured
perrni.i: each business to recover its investment at a rate more
advantageous to its operations and it also avoids the potential loss
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of lrecovery deductions which may occur under any or all carryover
rules.

Our committee also urges that the placed and service rule for the
commencement of the recovery period should be dropped in favor
of the rule which allows recovery to begin when the first actual
payment occurs. )

e reason for this we believe goes right back to the objective of
these proposals. To provide improved capital recovery. In this
regard the data assets are placed in service becomes irrelevant in
computing recovery deduction.

Finally, we believe that depreciation changes in these pro&o?ea.ls
should be effective retroactive in January 1, 1981. In the House
Chairman Rostenkowski and Mr. Conable support an effective date
for any depreciation changes no later than March 11, 1981. Howev-
er commendable that position is, businesses made investments be-
tween January 1, 1981 and March 11, relying on the effective date
contained in the various cost recovery proposals being considered.

In the interest of equity and fairness it seems more appropriate
to make those depreciation changes effective January 1st.

Thank you very much for the opportunity to appear before you

ay.
Senator HEINZ. Mr. Strichman, thank you very much.
Mr. Raboy.

OPENING REMARKS OF DAVID G. RABOY, DIRECTOR OF RE-.
SEARCH FOR THE INSTITUTE FOR RESEARCH ON THE ECO-
NOMICS OF TAXATION

Mr. Rasoy. I am ;laleased to testify today on the subject of tax
neutrality and its relationship to depreciation policy. My name is
David Raboy and I am the director of research for the Institute for
Research on the Economics of Taxation. I have filed a written
statement with the committee and will summarize the contents of
- that statement here. '

It is a widely shared view that there is a need to reform the rules
by which businesses recover their capital costs. Excessive marginal
tax rates on the income from physical capital have resulted in
inadequate rates of investment.

It is recognized that acceleration of depreciation beyond present
law will decrease the marginal rate of tax on income from capital
services and thus will lead to increased investment. If this was the
only problem, however, our goals could be achieved merely by
lowering tax rates.

There is another equally serious i)roblem which is specific to
depreciation policy. Under present law there is a built-in bias
against investment in durable assets. That is, the Tax Code skews
investment towards laundramats and penny arcades and away
from steel mills.

Therefore, a second goal of depreciation reform must be to move
to a neutral capital recovery system.

What is neutrality and why is it important? The basic philosophy
behind this testimony is that the tax system should raise revenues °
for legitimate government activities and not attempt to direct
forcis t;in the economy. Resources should be allocated by the free
market.
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The word ‘“neutrality” implies the situation where economic deci-
sions are made irrespective of the Tax Code. In the case of depreci-
ation the decision to invest in one type of capital instead of another
ought to occur, to the greatest extent possible, as if there were no
taxes at all.

This is important, because a neutral system will result in the
most efficient allocation of capital. Stated simply, a system
which is not neutral wastes resources because inputs are used
inefficiently.

One of the only existing free lunches can be obtained by switch-
ing to a neutral system and gaining output from the same amount
of resources. Moving to a neutral system will lead to productivity
growth and will relieve inflationary pressures.

The two cost recovery proposals I will discuss are based on en-
tirely different concepts. The accelerated cost recovery system is
based on the expensing or immediate writeoff concept and the first
year cost recovery system is based on economic depreciation. Propo-
nents of both systems claim that they are neutral.

On the basis of my research, I have concluded that any system
based on the useful life or economic depreciation concept is decid-
edly nonneutral and contains an inherent bias against long-lived
assets.

Under the FYCR program, any time the tax rate changed capital
composition would shift. A tax rate increase would increase the
cost to the investor of investing in a durable asset relative to
investing in a less durable asset and as a result we would end up
with relatively less long-lived assets.

At any positive rate of tax, there would be too many short-lived
assets relative to long-lived. One should immediately question the
neturality of a system under which the composition and cost of
resources change every time the statutory tax rate changes.

I cannot speak for Professor Jorgenson but Professor Auerbach
concedes that this would be the result of FYCR. This was made
apparent in a debate between Auerbach and myself that was pub-
- lished in a recent issue of the journal Tax Notes.

Auerbach, however, feels that such shifting is appropriate. If real
economic conditions change then changes in costs and composition
are warranted. However, if these changes occur solely because of a
change in the Tax Code then they are totally inappropriate. If the
intuition on this is not sufficient, it should be noted that the
theoretical literature on efficiency would support the contention
that FYCR is non-neutral and a discussion of this is contained in
my statement. ‘

On the other hand, a system which approaches expensing would
not distort the costs facing investors and would, therefore, be neu-
tral. ACRS, as the numerical in examples in my statement show,
approximates expensing.

Charges that ACRS would result in substantially negative tax
rates are based on faulty, and theoretically unjustifiable economic
assumptions. In the real world, ACRS passes the neutrality crite-
rion, whereas FYCR would fail even in the theoretical world.

Further, ACRS has ease of administration to. recommend it,
while FYCR would be an administrative nightmare. Attempting to



352
measure economic depreciation to the tolerances required for
public policy would resemble a dog chasing its own tail.

Because the measurement of economic depreciation is based on
used asset prices, which depend on existing tax treatment, any
time the Tax Code changed the data on which FYCR was based
would immediately be obsolete..

Further, under FYCR the realtive benefit positions of certain
classes of assets would be reversed, and the IRS controversies
would be enormous.

Thank you.

Senator HEINz. Thank you, Mr. Raboy.

Professor Jorgenson, I don’t want you to feel that after that
statement I am picking on you as well, but I do have a question
about the first year capital cost recovery method. If you would
have to determine the future economic depreciation why at a dis-
count rate as I understand your proposal.

Dr. JORGENSON. That'’s right.

Senator HEINz. How are you going to set that discount rate. How
do you determine it?

Dr. JoRGENSON. You determine it by looking at the vast experi-
ence we have had in the post-war period over seven business cycles
now, which shows conclusively that the after tax, after inflation
rate of return has been very, very close to constant at about 6
percent. This is a finding that Mr. Raboy refers to in his testimony
and in his Tax Notes article and is something that is corroborated
in my own research and that of Holland and Meyers, two econo-
mists at MIT. It is generally accepted finding, so there is no prob-
lem about determining the rate of return. It’s an empirical fact and
has, in fact, been determined.

Senator HEINz. Do you believe that that particular measure, the
after-tax rate of return is the right one?

Dr. JorRGENSON. Yes, the after-tax rate of return is the right one
because it of the fact——

Senator HEINz. Why not support tax rate of return or why not
somgthing that takes into account the depreciation upon the infla-
tion?

Dr. JORGENSON. Well, it is really simple, Senator. We are dis-
counting after tax streams. In other words, we are looking at a tax
base which represents the income of the taxpayer, reduced by its
d}s:d;xctions and then we apply the tax rate to that, and discount
that.

Now, since we're discounting an after-tax stream, we have to use
an antitax discount rate.

Senator HEINZ. A question for, I suppose all of you. Dr. Thurow
this morning advocated a very simple way of achieving neutrality.
He advocated getting rid of corporate tax rates or reducing them
significantly with no depreciation reform. What do you think of
this side? Let me start with Mr. Raboy and work back up to
Professor Jorgenson.

Mr. RaBoy. Well, as I said in my statement, there are two
problems, here. First there are unacceptable levels of investment
due to excessively high tax rates. Even if you were to drop the
rates though, you would also have this bias against long-lived
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assets that we have in the Tax Code. And, as long aﬁou kept the
present depreciation system, that would be perpetuated.

Senator HeiNz. Why would you have a bias, if there are no
corporate taxes.

Mr. RaBoy. Well, if there were no corporate taxes at all—if you
eliminated the corporate taxes completely, obviously that would be
a neutral system because there would be no tax. I am an economist
not a politician. I am under the understanding that that might not
be politically palpable at this time.

Senator HeiNz. Well, we are certainly on even grounds because I
am-a politician, but not economist. [Laughter.]

It seems to me an equally unequal combat.

. Mr. RaBoy. As an economist, I would support repeal of the
* corporate tax.

Mr. StricHMAN. If you are really talking Senator about getting
rid of corporate income taxes, all I can say is hallelujah. And let’s
stop all the rest of the discussion.

Senator HEiNz. Don't let your enthusiasm get carried away. Of
course, they have managed to do this in Europe. They really
have—many countries use the value added tax as a means of
taxation.

Mr. StricHMAN. Right.

Dr. JorGENsON. I would like to respond to that. I think it is a
-question of whether you want to use the revenue as was suggested
‘a moment ago. If you are really out to eliminate the corporate tax,
you're talking about foregoing all the revenue, I would say that if
you have a more limited objective and a more limited amount of
revenue loss, then the argument for adjusting depreciation, in
other words adopting the first year system, is an argument that it
would affect incentives at the margin where the new investments
-are made. It would not create a lot of income for people who have
-capital.in place that is not going to be affected by the corporate tax
treatment.

So, .the idea is if you want to concentrate on incentives and let
the market do its work, then you ought to focus the revenue losses
that you do take on new investment. You can do that by acceler-
ated depreciation or do it all at once by the first year system.

Senator HEiNz. Professor Jorgenson, thank you. Senator Long.

Senator LoNG. Thank you, Mr. Chairman. | am sitting down here
because those TV lights are kind of bothering me a little bit. You
know by the time you get to the age of 60, you find that your eyes
react to those TV lights after while.

- Let me just explore this matter with Professor Jorgenson. May I
- say, Professor, you have made a me;jor contribution to the thinking
. -in this area, and please forgive me for the statement I made earlier
today that the first time I heard you explain your views before the
committee, I didn’t understand what you were talking about. It is
.~ very profound, it is like some of these things I see back here in

- your statement where you have some of these complicated equa-
tions which I don’t understand, but I'll try to adjust.
- Now, the panel I interrogated this morning had some very presti-
ggus witnesses too, Mr. Charls Walker and Mr. Massa speaking on

half of the American Management Association of Manufacturers.
Now for some reason they don’t like your approach at all, they call
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it first year expensing, in other words first year recovery, but they
say that if you are talking about expensing, that's a different
I%at%r,sagd 1t sounds to me that they would like that better than
the 10-5-3.

Now, can you explain to me what the difference is and why you
might think that expensing would or would not be better than first
year capital recovery.

Dr. JorRGENSON. I would be glad to explain that Senator.

As | said in my opening remarks, expensing reduces the effective
tax rate to zero and that is why these gentlemen you referred to,
er. ngker and the president of the NAM regarded that as a step

orward.

In fact, I think that if you'll ask my associates here on the right,
you will probably find similar sentiments.

However, 10-5-3 is better than expensing, because whereas ex-
pensing enables you to write off a dollar for every dollar you invest
and that reduces the tax rate to zero, 10-5-3 for the 5-year class
that would cover most kinds of equipment results in a $1.05 write-
off for every dollar that you invest and therefore, that’s better than
expensing. So, in effect, the Government pays you to undertake the
investment, rather than have you pay it. In other words, it creates
a tax shelter. That is the only name for it.

Now, gs far as the first year system is concerned, it is possible to
design a first year allowance that would produce a zero tax rate
and that first year allowance would be a dollar for every dollar. It
would be expensing, so that is a possible first lyear system that
would preserve many of the advantages of simplicity and ease of
administration of the first year system in general.

If, however, you take account of the other elements in the Tax
Code that affect the rate, such as tax deductibility of interest, and
expensing of certain development costs, research and development
for example, then the only way to get a zero rate for capital as a
whole is to have a positive rate on depreciable assets. For that
reason, the form in which the first year system has been intro-
duced in the Ways and Means Committee by Jim Shannon and his
associates produces a very simple scheme in which you have four
classes of assets and first year expensing associated in each one of
them. I happen to have those here and they are 98 cents on the
dollar for assets with less than a 4-year life under the current
system, 97 cents for those from a 4 to 8 year life, 95 cents for those
from 8.5 to 14 and everything over 14 basically engines and tur-
bines, 93 cents.

So, that’s a very simple system in which you expense the first
year allowance. You get that as a deduction. But instead of getting
dollar for dollar you get something less than that to reflect the
time value of money and the fact that assets with different lives
are in fact going to have different rates of economic depreciation.

This particular scheme produces a 15 percent effective tax rate.
It keeps a positive rate, preserves the corporate income tax, but
has the advantage of neutrality, and as Chairman Rostenkowski
never tires of emfhasizing and Mr. Raboy also emphasized, neu-
trality is absolutely central to these discussions because what we
are talking about is not investing as such, we are talking about
enhancing productivity. The only way to insure that every dollar of
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investment enhances productivity to the maximum extent, is to
make sure that the effective tax rates are the same for all assets.

Unfortunately current law doesn’t do that, 10-5-3 doesn’t do
that, but the first year system does and so does expensing. In that
respect the two systems are very similar to each other and have a
lot of the same advantages from the administrative point of view.

Senator LONG. Let me just say this now.

I believe that we ought to have a minimum tax. I was here when
they passed the first minimum tax. I regret to say, we hadn’t done
a very good job, and I find myself saying that we ought to try it
again, get the best advice we can, but the minimum tax should not
be an add-on tax, it should be an alternative tax.

Thinking in terms of what the alternative tax should be. I find
myself coming down on a 15-percent figure. Now the reason I do is
because I am going to propose that we have two things since
nobody else proposed it.

One, we get the tax on investment income down to 50 percent,
sﬁop the discrimination against investment—do you agree with
that.

Dr. JORGENSON. I certainly do. I am a great supporter of this
proposal and I think that is a great idea.

Senator LoNG. Well, then, so we're together.

All right, No. 2. We have voted some time back, 1978 I believe it
was, and the Senate voted almost 90 percent in favor at that time,
to say that we would not tax the first 70 percent of a long-term
gain, but only the remaining 30 percent. Now 50 percent times 30
percent would be 15 percent.

Dr. JORGENSON. Exactly.

Senator LoNG. Now, that recognizes the fact that in many cases
what you are taxing with a capital gain is purely illusory income
but if I say this compared to what the situation is now, the busi-
ness community will applaud for that.

How do I know? I have tried it on them. They have given me a
big hand. They love the idea. Now, it would seem to me that if it is
fair enough to say that in any event you should pay some taxes,
then 15 percent should be about fair.

Now, if you do that type of thing, it would seem to me that we
would be coming down about where you are advocating.

Dr. JorGeNsON. That is exactly where we are Senator. That is
.exactly the effective tax rate in bill 3443 that has been introduced
on the House side.

Senator LonG. When we first came out with the investment tax
credit, that was my amendment that said that you couldn’t depreci-
ate something you didn’t pay for to begin with.

It was originally a 7-percent investment tax credit, and I put an
amendment on that said you could only depreciate the part that
was left after you got the subsidy. Later on I was finally persuaded
by John F. Kennedy and others to go along with them and allow
depreciation of the 7 percent. But I do feel that people ought to pay
some taxes, and I don’t believe that anybody who makes a fight to
fix it up so that people who make a ton of money pay no taxes is
going to make out very well at the polls. I just don't think you can
defend that very well.



356

I know a lot of peog‘lee think that millionaires don’t ﬁay any
taxes, and some ma{l getting away with that, but 1 honestly
think that as far as the majority of this committee is concerned, up
to this stage, we have never been willing to knowingly permit a
situation where very wealthy people could make a lot of money
and not pay any tax.

Dr. JorGeNsON. Well, 10-5-3 is the scheme for it. Turning the
whole of a new investment into a tax shelter and that is exactly
what it is going to do, Senator. These rich people are going to adopt
these leasing schemes that were discussed in the panel before us
and by that means translate these benefits which they may not be
able to avail themselves of in the case of Chrysler or Ford directly
to rich taxpayers. Now I have nothing against rich taxpayers, I am
just saying as you do that they ought to be paying tax.

With 10-5-3, those benefits, in the form of leasing schemes are
gcing to provide them with money subsidized by the Government
that they can write off against their other income, whether that
income is generated to entertainment, in professional practice, or
in productive investment, and so the unintended consequence of
the 10-5-3 scheme is going to be to benefit these people by en-
abling them to buy all this tax shelter and essentially eliminate
the taxes that they are now paying.

Senator LoNG. Let me ask the other two witnesses about this. I
have talked to Mr. Strichman down through the years, and may 1
say that usually it is easier for me to understand his testimony
than gours, but I don’t know if we are going to agree here. What do
you think, Mr. Strichman, about the idea of making a ton of money
and not paying any tax?

Mr. StricHMAN. Well, now you are talking about—I thought we
were talking about 10-5-3. I certainly would agree with you be-
cause 10-5-3 has nothing to do with what we were just talking
about. You are saying about individuals, I think you talked about
an alternative minimum tax. You realize that is not what we have
now. What we have is a tax added on to a tax. I think if you came
up with an honest to God alternative minimum tax it would make
a lot more sense and could be more easily used by everybody in
this country, but it has nothing to do with 10-5-3 and I am here to
speak about that.

I want to say something about that though, because I had the
impression from Professor Jorgenson and I think everybody here
has the impression that 10-5-3 ends uf in taking away income
taxes from companies. Now I want to tell you exactly what it does.

I had Arthur Andersen, a good CPA, figure out our 1980 return
with ADR exactly as it is, and with 10-5-3 and here is the way it
came out. We paid last year about I can only talk about Colt
Industries, because that is the only one I know, but we paid last
year about $139 million worth of all kinds of taxes—payroll, prop-
erty, Federal, excise, sales and miscellaneous, right on down, of
which about $71 million was Federal income tax.

What happened with 10-5-3 in full effect as calculated by our-
selves and having a writing from Arthur Andersen, they agree was
our depreciation went up from $50 million to $70 million, our net
income tax paid dropped by $9% million and that is a hell of a long
way away from paying no tax, we went from $71 million down $9.
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million. And on all taxes totally paid we went from the $138
million down to $129 million. Now, that is still paying an awful lot
of tax and it does not have the effect that Professor Jorgenson is
indicating. The real truth of the matter is that you pay one tre-
mendous amount of tax and the effect of 10-5-3 is exactly what it
is supposed to be, to supply some more cash to buy some more
equipment with.

Dr. JORGENSON. I agree with everything you said. I don’t disagree
at all. That’s exactly right.

Senator LonNG. Hold on a minute, and I'll come back when m
turns comes but I would like to get Mr. Raboy—what do you thin
about the idea that people ought to pay some tax. They shouldn’t
get by without paying anything.

Mr. RaBoy. I think that is true. What I would like to talk about
is this concept of effective rates that Professor Jorgenson has been
talking about.

An effective rate as defined by Professor Jorgenson has no rela-
tionship to what we usually constitute as an effective rate which is
the ratio of tax liabilities to your income. Now about expensing
producing a zero effective rate: In a pure economic world all that
says is that you would get a deduction in the first year equal to the
price of the asset, and if you discounted all the tax payments you
paid ad infinitum, they would be equal to the deduction. That
doesn’t mean that there are no checks going to the Treasury, what
it means in the pure theoretical world it is sort of like the Treas-
ury being a partner in the investment and they get the same rate
of return as the investor does.

Now we don’t live in a purely theoretical world, we don’t have
perfect competition in this world and there are also some market
imperfections and as a result 1 would suspect that there will be a
significant amount of money still flowing through the Treasury
even if 10-5-3 goes into effect.

Another point I would like to make about these effective rates,
Professor Jorgenson keeps talking about and, again, I am going to
use his definition of effective rates, concerns his claim that if all
firms have the same effective rates that resources will be allocated
efficiently. Well, I went back to my old microeconomics textbooks
and I went back into the old journals and I tried to find a reference
to some statement that said that this was true. And I couldn’t find
that. But what I could find was the statement that if you got a
bunch of different capital types out there, and you are thinking of

utting a dollar into one of them or the other, what ought to
apﬁen is that the incremental outggt from each asset that you
might consider investing in ought to be the same.

If I have a dollar here and this asset is going to produce more
than this asset, well I am going to put my dollar there. If you read
Professor Jorgenson's papers from 1967 he will tell you that a firm
will purchase assets up to the point where the price they have to
pay for this asset exactly equals the contribution that this asset is
going to make and I agree with that. 1 have read these papers.

Now, in my analysis I show, that under his system, the tax rates
would distort these prices. So, if you started out in a situation that
was efficient, where all capital types were producing about the
same kind of output and resources were usej efficiently and you
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put into effect his situation then that is no longer going to be true.
‘This asset might be producing more than this one which might be
producing more than this one, and what you have is inefficiency in
the economy.

Senator LonG. Well, I have more than used my time, and I'll
come back if I have an opportunity and I want to explore this
matter further because I think all of you have some very pro-
found—I would like to know more about it.

Senator Symms [acting chairman] presiding.

Thank you very much, Senator Long.

Mr. Raboy and maybe Professor Jorgenson, this is directed to
you also, but don’t we all agree that what we want is equity in the
tax system. -

Mr. RaBoy. We certainly do.

Dr. JORGENSON. Yes.

Mr. STRICHMAN. Yes. :

Senator Symms. Isn’t the depreciation—accelerated depreciation
schedule 10-5-3 more equitable than your first-year cost recovery.

Dr. JorGENSON. No, it is not because under 10-5-3 the effective
tax rates on different assets and therefore for different taxpayers
who hold these assets would differ. For example, if you look at the
inflation rates that were prevailing in 1980, you can find that
under current law there is a gap just between structures in general
and equipment in general of 18 percent.

Under 10-5-3 that gap which represents lack of equity increases
up to a level of 36 percent. In other words, we roughly double the
inequities that are in the current law. So 10-5-3 is a much less
equitable system than current law. Under this first year capital
recovery system, there wouldn’t be any gaps like that. All assets
would have the same effective tax rates, and that is the condition
for equity.

Senator Symms. Well, I'll let you comment on it. I just want to
make another comment. Don’t you think we ought to have the
market make that determination rather than the Tax Code.

Dr. JorGeNSON. No, because there are limits to what the market
can do, Senator Symms. For example, if we wanted to collect
revenue, then we would have to have tax rates that are positive in
the code. We can't actually let the market determine what the tax
rates are going to be.

Senator Symms. Well, isn’t it true that in the first year cost
recovery, that we will actually interfere with the choice that a
businessman will make between long and short term assets.

Dr. JORGENSON. No; it will make the choice that a businessman
will make between long-term and short-term assets a choice that is
effected only by economic considerations and not by tax shelter
considerations, gecause it will insure that long-lived and short-lived
assets will have exactly the same tax burden and, therefore, will be
treated equitably under the Tax Code.
thSe.;lator Symms. David Raboy; would you want to comment on

at

Mr. RaBoy. Yes; it seems to me that if a tax system is not going
to effect economic decisionmaking then it ought not distort the
costs facing the economic decisionmaker.
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Dr. JorGENSON. No; that's wrong. You have said that before and
tha}t is not correct. That is not the generally accepted differen-
tial ——

Mr. Rasoy. Well, I am going to have to go back to microtheory.

Mr. JORGENSON. You certainly will. In fact, I'll tell you what.
Here are some references for you.

Mr. RaBoy. I brought them Professor Jorgenson.

Dr. JORGENSON. On page 89, footnote 5, I refer to the literature
that you apparently missed. Combinations of expensing and eco-
nomic depreciation are analyzed and here are three references, you
can go look them up in the library.

Alan Auerbach, 1979, Journal of Political Economy. That is
something that you can subscribe to. In fact, I do. You can look at
Arnold Harburger’s article in 1980. This is published in a volume
that was published here in Washington. The Brookings Institution.
I could go down and buy a copy, and there is a paper by David
Bradford who was formerly Deputy Assistant Secretary of the
Treasury on this same point.

Senator Symms. Dr. Jorgenson, let’s let him comment on it. I
appreciate your enthusiasm, but——

Mr. RaBoy. While we are compiling a bibliography, there is also
an Under Secretary of Treasury and also there is an article by a
guy named Robin Broadway in the Economic Journal.

But, the point is, cconomists disagree. I don’t think that is a
surprise to anybody here. {Laughter.]

Mr. RaBoy. I will maintain again that if you distort the relative
costs facing investors in the decisionmaking process, that that is
inefficient.

But, I want to point out one other thing. Professor Jorgenson
says that economic depreciation creates this neutral situation, and
if that'’s true, according to a statement by him, under present law
circumstances we have the proper allocation of resources.

I want to quote from the paper where that nice bibliography
came from and I quote “we find that present U.S. tax law provides
capital consumption allowances for corporate investment as a
whole that are in line with economic depreciation at currently
anticipated rates of inflation.”

Senator LoNG. May I just make a point here.

Let me urge these economists to try to discuss this thing in
terms that we noneconomists understand, because I know you fel-
lows are not going to convince one another, but you might convince
one of us. [Laughter.]

[Senator Heinz is back.]

Mr. STricHMAN. Senator Symms gave me a chance, and Senator
Long I have to say something to you, because we have had a lot of
dialog in the last 10 years. I remember one time you looked at me
and you said, ‘‘Strichman, I may not know much, but what I know,
I know very well.”

I want to tell you something, Senator Symms, I have never heard
so much discussion that is so far off the point as I hear right now. I
have Professor Jorgenson telling me how businessmen make deci-
sions, and I am going to tell you something, I can’t believe what I
am hearing.
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The real problem is not up for discussion. The problem is, this
country is losing its productivity at an increasingly rapid rate
because, unlike the other countries of the world, against which we
must trade and compete, we do not have modern up-to-date equip-
~ ment because we have the lowest savings rate in the world of
indulstrial countries, and we have the lowest investment as a
result. ‘ :

What we have to discuss here today is changing that, and the
whole point of the capital recovery system is to augment our cur-
rent capital recovery so that we have more savings and more
investment and all of this other stuff is sheer nonsense.

We have, it is, believe me, and when somebody tells me the short
term, the long term, let me tell you what you put it your mo;leeg'
into, if you are running a business. You put it into what you need.
You put it into the things that are necessary to make it possible for
you to compete not only in the United States, but around the
world. And that decision has nothing to do with all of this that we
are talking about.

It has to do with Professor Jorgenson, who has gotten useful lives
back into this. That is the whole point of 10-5-3, to get away from
it. What is a useful life? Is it because a machine will last 20 years
and say you are going to use it for 20 years? No way. Is it the
economic life? What is the economic life?

Let me tell you something, Senator. When you buy a brand new
computer, it is almost obsolete the day you buy it, and the thing
that really determines the useful life is when somebody else is
buying machines that put you out of business, because they do it
twice as fast as the machines you have, and that is not in this
anyplace.

All this is nonsense, and the whole 10-5-3 concept is to get away
from useful lives, to augment capital recovery so there will be more
capital recovery and allow more capital to go back into business to
buy the things that each business knows it needs any way it
figures it out.

Senator Symms. Thank you very much.

Mr. StriciMAN. Thank you, Mr. Chairman.

Senator HEiNz [acting chairman presiding). Senator Symms, Sen-
ator Baucus, I believe .you came in or did Senator Bentsen come in
before Senator Baucus? Senator Bentsen.

Senator BENTSEN. Thank you, Mr. Chairman. Dr. Jorgenson, I've
told you this before, I am going to tell you one more time. I heard
you before the Joint Economic Committee here to. You would
really help us if you would give us a summary of what you are
about to speak on, so that we can follow it and read it as you do it.

I think you would make a major contribution. You have come up
with a new idea that we have to think through, but you would find
tgat this committee would follow you a lot better it you would do
that.

Now, Mr. Strichman, let me talk to you a little about this real
world you are talking about.

We talk about 10-5-3. Then we talk about 2-4-7-10 or some
variation. Under 2-4-7-10 we set up a basket for each of these and
this is not some new idea, this is something the Canadians have
been proving to us, and we gave you flexibility from 200 percent to



361

150 percent to a straight line, and amongst the different baskets.
That'’s a great deal of flexibility.

Now the other. thing that concerns me about 10-5-3 other than
not having as' much neutrality in the treatment of the equipment,
and I-think 2-4-7-10 can be improved from that standpoint, but

" - what concerns me is phasing it in over 4 or 5 years rather than

. putting it all in at once. -

I agree with you, we have go to step up that cash flow, so that
you have the availability of the capital to buy that new equipment
to start rebuilding this country of ours. But I am concerned that
business will say, well, next year is going to be a little better as far
as the depreciation schedule, and then -when that comes around,
tl;fey will say next year is going to be a little better. We can put it
off.

There will be some of those marginal decisions that will be
influenced by that. Not the major ones where you have a competi-
tor that has come up with a major new piece of equipment, you
have got to go regardless. :

Whereas, if we go 2-4-7-10 or something similar to that, we put
it all in at once and we cut back from the three 10’s so we have
room to do it. Maybe we we will talk about three fives or three
sixes or three sevens, but that we dramatically change the depreci-
ation schedule all at once so that in the board room and in man-
agement across this country, they say, you know, that bunch down
there in Washington has finally done something about depreci-
ation. We ought to be rethinking some of our capital commitments.

I really believe this tax package ought to have room for the
depreciation schedule to be not phased in, but put in all at once.

I feel the same thing about the capital gains. We ought to come
from the 70 to the 50 and then turn to the capital gains, not
phased in, but all at once and I think we will have much more
impact than with what we do to try to start the increasing of
productivity in our country.

Would you comment on that.

Mr. STRICHMAN. Senator Bentsen, I like what you are saying. 1
don’t really know the difference in cost of 2-4-7-10 versus 10-5-3,
so I am not in any position to make a comment on it, but I will tell
‘you this: You are right on the track. We have already lost a couple
years since 1979 when 10-5-3 started and we really ought to talk
about phasing it in in 3 years instead of 5 years.

If the Treasury can stand the cost of phasing it in all at once, I
am with you 100 percent. The only reason it is being phased in in 5§
years, is because everybody said we can’t take the cost.

But, certainly if we could put all in in 1 year, I'm with you.

Senator BENTSEN. Well, I don’t think you can take the cost,
unless you go back to say, three fives, three sixs or three sevens,
then that gives you some room to do it.

Now, 10-5-3 in the long run will cost more and give more to
business. In the long run 2-4-7-10 is not that expensive. It in-
creases the depreciation schedule by a minimum of 50 percent, a
minimum of 50 percent.

BaSenatlor HEeiNz. Senator Bentsen, thank you very much. Senator
ucus.
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Senator Baucus. I am ljusl; curious whether you agree with Dr.
Jorgenson on one point, I know you don’t on many. One point he
makes is a little provocative, therefore, you probably disagree. His
point is that a fully implemented 10-5-3, 3-year and a b5-year
:ﬁt&:%ory tends to subsidize capital. Do either of you agree with

a

Mr. RaBoy. The way you get to the position that the 5-year
category subsidizes capital is, OK, these depreciation deductions
are spread over a few years, and somehow you have got to repre-
sent them as if you were taking a whole bunch in the first year.
You have got to value it somehow. You have got to discount your
deductions, and in order to discount your deductions, you have got
to come up with a discount rate, and economists will argue ad
nauseum over what constitutes a proper discount rate.

A discount rate should represent what you are giving up by
investing in a certain type of asset, so there ought to be a provision
the rate of return you could get elsewhere, but since depreciation
deductions are set by statute and are eroded by inflation, you have
to make a guess at how much those deductions would be eroded in
outyears.

So, you have got to come up with something that represents your
eX{)ectation as to what is going to haf)pen with inflation.

did some calculations also, and I used what I consider to be a
lower bound on inflation, and at current rates of inflation or actu-
ally slightly less than current rates of inflation the 5-year category
just about exactly e%uals expensing.

I would say that if you get——

Senator Baucus. That’s also at current interest rates.

Mr. RaBoy. Yes, I am using Professor Jorgenson’s representation
of an after tax rate of return and so——

Senator Baucus. What rates are you using?

Mr. RaBoy. About 19 percent. .

Senator Baucus. Nineteen percent, and that’s the pretax interest
rate, is that right?

Mr. RaBoy. It is an after tax rate of return plus what you think
is going to happen to inflation in the future, your expectations as
to what’s going to happen to inflation.

And, again, this is guess work. We have pulled these things from
the sky as Professor Jorgenson pulls them from the sky, as every-
body does—you’re making a guess.

I telli you what, if inflation rate comes down to about 6 or 7
percent 1 will come here and testify before this committee and say
we ought to eliminate a percentage point on the investment tax
credit and that will bring the value back down.

Senator Baucus. I am trying to determine whether you think 10-
5-3 is sul:sidizing.

Mr. RaBoy. Oh, OK. What I am saying is my calculations show
that it just about—the 5-year category just about equals expensing
and therefore it does not subsidize cagltal. You would have to get
inflation rates down much, much further than they are now. And,
of course, the 10-year category, the 15- and the 18-year category
have possible—

th;lator Baucus. Professor Jorgenson, do you have a response to
that’
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Dr. JorGgeNsoNn. Yes, I think if you look at the Reagan economic
program, it is predicated or. a future inflation rate that is going to
be 6 percent within 2 years.

Now, in fact, Senator we had the 6-percent-inflation rate, back in
1976, we had it in 1973, so it is not outside the range of our
experience. Mr. Raboy’s figures show and I am just recording from
his paper here, that for every dollar of investment, you get $1.04 in
deductions, to be precise, $1.03.92 in deductions in 1973 inflation
rates.

So, if the Reagan program works, Senator, it will turn out that
even Mr. Raboy with the wildest kind of assumptions about the
discount rate, will produce the conclusion that 10-5-3 subsidizes
investment. It's right here on this paper.

Senator Baucus. Mr. Raboy, do you have a response to that

Mr. RAaBoy. Again——

Senator Baucus. Do your figures show that 1983——

Mr. RaBoy. There is a couple of footnotes down there. What we
did was we made sure we used everything—the discount rate as
low as we thought possible——

Senator Baucus. But, if we have inflation rates in 1983 at 6
geizrecg;lt, then do you agree that a 5-year category would be subsi-

Mr. RaBoy. Yes, then it would be. My suggestion therefore, is
that I feel that the ACRS program is very good and if we get down
there, and the way to go about it is to maybe remove a point on the
investment tax credit rather than scrapping the whole thing and
putting in something that would be very distortionary.

Senator Baucus. What is your analysis on the effective tax rates
of 10-5-37 What is in your judgment, the effective tax rate given
your stated economic assumptions on, say, mﬂatlon"

You still have about 30 seconds.

Mr. RaBoy. Again, this is Professor Jorgenson s definition of
effective tax rates. On the 5-year category it would be zero, on the
10-, 15-, and 18-year categories, it would be significantly higher, I
don’t have numbers on that.

Senator Baucus. Thank you.

Mr. STricHMAN. May I kind of answer that question——

Senator HEINz. Please proceed.

Mr. STrRICHMAN. Again, I have a hard time listening to the dis-
cussion whether its $1.05 or a $1.04 or a $1.03. Right now, who
cares. You spend $100,000 for a piece of equipment, and you re-

lace it 5 years later because it is obsolete and now it costs you
g 250,000 and all you depreciated was $100,000 and that’s the real
world again.

Senator Baucus. I think that is probably correct too, but I think
that underneath all of thls discussion, what we’re really trying to
decide is how much we're going to help stimulate savings and
investment. What terms of aggregates amounts? A lot of the discus-
sion around 10-5-3, first year cost recovery, and 2-4-7-10 is basi-
cally a discussion of how much we can afford during each of these
years—correct?

Mr. StricHMAN. That is it. And the answer is as much as you
can afford is what we need, it will not be enough.

84-226 0—81——2
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Senator Baucus. Well, from one perspective, I'm sure that's true.

The trouble is that we here have to balance needy perspectives.

. Different peoEle have different needs and different desires, differ-
‘ent wishes, we have to try to strike—

Mr. StriICHMAN. True Senator, but lgou have to remember, there
are a.lot of words going around the House and around the Senate
that say we have to increase productivity. Now how in the world do
you think you are going to do. Go out and kick the worker.

The only way that is available to us—you know the American
way is that everybody does a little less work every year for a little
more money, that does not increase productivity. The only way to
increase it is by investing in plant and equipment that use less
hours to turn out.the same thing as they.are doing now and that
costs cash and what we are.limited is by the amount of cash we
have. It is as simple as that.

- Senator Baucus. I know. Everybody talks about increased pro-
ductivity. I grant you everyone does. 1 don't know anybody who is
not in favor of that. But everyone is also in favor of increasing the
.defense budget and in favor of a lot of other things that we have
just got to find the money to pay for. That's part of the problem.

Mr. StricHiMAN. Thank you very much.

Senator Heinz. Gentlemen, I have one question. You talked
about how there might be a windfall under 10-5-3, that a 10-
percent tax credit combined with accelerated depreciation may be
more generous than expesnsive.

‘Why, if that’s the case, shouldn’t we simply phase in the expens-
‘ in%lz_)f class 3 and class 5 property to avoid that problem?

. JORGENSON. In other words you are proposing phasing in
total expensing. ,

Senator HEINz. Well, why not. You are saying is that 10-5-3 is
more generous than expensing.

Dr. JORGENSON. Yes; exactly.

Senator HEINz. So, if it's better than expensing why not phase in
expensing.

. JORGENSON. Well, I think you are right and I think from a
political point of view, this is a——

Senator Heinz. Now, before you agree with me, let's think the
argument through. What that has to mean then, is that expensing
class 3 and class 5 properly would be cheaper for the Treasury
than 10-5-3 provided it was phased in.

Dr. JorGENSON. Exactly. Expensing would be less costly than 10-
5-3. Phased in expensing would be less costly. That'’s right.

4 S_inator Heinz. Well, 18 there any reason then, why we shouldn’t

o it.

Dr. JorGENSON. Simply that we need an income tax. If it were
the case that there were no other provisions in the income tax that
effected deductions, for example, there were no other deductions,
there was no expensing of research and development, there was no
tax deductibility of interest, then there might very well be an
-argument for saying let’s shift to a system in which we have total
expensing.

ut, in fact, there are these other provisions that provide other
sources of tax deductions, and the only way to get around that is to
have the kind of thing that Senator Long suggested a moment ago.
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Namely, a minimum tax say around 15 percent and that is what is
provided by the first year capital recovery system.

Furthermore, that 15 percent is something that is not affected by
the rate of inflation. You recall, Senator, a momement ago that
Mr. Raboy admitted that 10-5-3 reduces subsidies to investment at
a 6-percent rate of inflation. Ask him the following question, or
maybe I should ask him. What exactly would we have in the way
of a subsidy if we got back to zero, suppose we had no mflatnon We
would have a negative tax rate up in the 30’s.

So, that’s the basic defect with 10-5-3. You can’t have increases
in producthty resulting from investment if you are going to dissi-
pate the capital on unproductive tax shelters.

Senator HEiNz. Let's not get too far ahead of the argument here,
if you don’t mind. My question to you is, how can you maintain
that both expensing and 10-5-3 will create subsidies. It would seem
to me that 10-6-3 since you claim it costs more, will lower taxes
more than expensing. Maybe, I misunderstood your point.

Dr. JorGENSON. Well, no; my point was that the objective is not
to eliminate taxes, the objective is to stimulate productivity, in
other words, to make sure that every investment dollar yields the
maximum return in terms of productivity.

Senator HeiNz. Well, on that point, do you think the phasing of
expensing of class 3 and class 5 property over a 5-year period would
do a better job of stimulating productivity than 10-5-3.

Dr. JorGENSON. Expensing would be better than 10-5-3; 10-5-3
provides subsidies and expensing doesn’t. So, in that sense it would
be better because it wouldn’t waste investment dollars on tax shel-
ters.

Senator HEiNz. Let me share the wealth of this discussion with
our other panelists.

Mr. StricHMAN. With regard to what you ‘Just asked, as long as
you don’t drop the investment tax credit, let's go to full expensing
tomorrow.

eS(;anai:or He:Nz. But, you wouldn’t get the investment tax
credit——

Mr. StricHMAN. Why not, we have already proved what it does
for the economy. Everytime you put it on the economy goes up and
you collect more taxes. Ask genator Long, he's got the charts. That
was proved in what happened in this country, you know, it was on,
it was off, it was on, it was off, and every time when the Treasury
Department said your revenues will be down, they went up and
when they said the would go up, they went down. That investment
tax credit is an incentive, it is not depreciation.

Senator HEINz. | assume we were not speaking about expensing
while also retaining the tax credit. Now, which would you prefer.
The 5 and 3 classes treated as proposed under my bill and the
administration bill which includes a tax credit or phased in expens-
ing without the tax credit.

r. STRICHMAN. The 5 and 3 with the ITC.

Senator HeiNz. All right. I assume you agree.

Mr. RaBoy. Actually, I am not sure I do. If this Committee were
to offer immediate expensing as an alternative, I would say fine
and let’s go home.
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In the real world, I guess there was some hesitancy about such a
thing and I think that’s where the- 10-5-3 pro came out of.

All this talk about subsidies. Well, if I am a manufacturer out
there, I doubt if I am going to put my machinery out in a field
_ without any building over it and so you can’t just look at the 5

year category. You have to take into consideration, that there are
some longer categories involved in the program and that people use
machines and they put buildings over them and sometimes these
buildings would have to be depreciated over 10 years. When you
look at the whole picture then in pragmatic terms, 10-5-3 would
not exceed expensing.

But, to answer your question one more time. Yes, I would favor
immediate expensing with the phasein.

Senator HEINz. If there are no more questions, Senator Long.

Senator LonG. Could I participate a little more in this.

First, I want to say this. Mr. Strichman reminds me of earlier
hearings. I was around here on this committee before anybody
else—I hate to admit I have been around here that long. I was
chairman of the committee before a single Republican member if
my memory here serves me, and I recall some of the things that
happened some years ago.

ave made the point in this room that when we put the invest-
ment tax credit in, we assumed it was going to cost us a lot of
money. Instead, the record shows that instead of losing money, it
made us money. I see Mr. Strichman nodding, because he recalls
this, and we discussed it and it proved out.

Then we thought the credit was overheating the economy, so I
was one of those that said let’s get rid of it, it's overheating the
?cgtx;lomy and it's causing us to pay high interest rates, and so
orth.

Now, mind you, this was back in the time that we didn’t have
much inflation. So we sold the administration on getting rid of it,
and they got rid of it.

Instead of our income going up it went down, and then we said,
well, it looks like maybe we better call Congress back for special
session to try to help the economy.

So, we put the investment tax right back in again. But again,
that’s costing you a lot of tax money. So we have put it on again,
off again, on again, off again, about five times.

It-worked out the same way. The investment tax credit, the last
time I saw, was costing $1 billion a point. No such thing is making
us about that much.

Senator HEINz. As the Senator from Louisiana has pointed
before, even a blind hog finds an acorn, now and then. [Laughter.]

Senator LoNG. I believe that the facts are there to show that
when we started making it possible, it was my amendment that
said you can’t depreciate something that you didn’t pay for. I later
on relented on that and gave up on it, but on the theory that it
looked like a subsidy that was justified.

Now, it may be that the witnesses here don’t agree with it or
that nobody in the room agrees with it, but I can go back to an
earlier date and show you when there was nobody that could argue
about it. That's the way that it was working out. So that it doesn’t
bother this Senator. Just face it as though it was a subsidy.
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Incidentally, Senator Kennedy and I don’t agree on very man
things, but every now and then we do ajree on something. I don’t
know whether that proves it right or wrong, but the two of us
joined forces to introduce a bill that would make the investment
tax credit refundable. We sent a letter down to the President
urging that he consider it. I'm sure he thought that if the two of us
were together on it, you better watch it, there had to be something
wrong about it.

But, we stated, in representing these two often divergent points
of view, that this is a subsidy and if you are going to provide this
subsidy, then you ought to provide it to those that need it the most
rather than those who need it the least.

But, here’s a point I wanted to make to Dr. Jorgenson. Doctor, 1
don’t quite understand this about your point of view. :

Now here is Martin Feldstein who also comes from Harvard and
he impresses me, just as you do, as a very intelligent man who'’s
done a lot of good research.

We are taxing business a lot more than we intended to tax them.
When it comes time to replace a piece of equipment it is costing a
great dgfal more to replace it than we had permitted these people to
write off.

l?lr. JORGENSON. I agree completely with that. That’s exactly
right.

Senator LoNG. You perhaps read his study where he made that
point.

Dr. JorGENsoN. I did.

Senator LonG. Now, that being the case, we ought to get to the
point to where we are not putting an additional inflation tax on
business, and what you call first-year recovery or somebody else
calls expensing, still sounds to me like it is a distinction without a
difference.

Now, if we say all right, what we are going for would be a first-
year expensing or whatever you want to call it, when you buy a
piece of equipment if you pay $100 for it, OK, you get a writeoff
against $100 of income, and if you are in the 46-percent tax bracket
you are still paying $54.

Now, what I don’t understand is how do you figure that that is a
negative tax.

Dr. JorGENSON. That is not a negative tax Senator. The idea
would be that the first-year allowance would enable you to set the
tax rate at whatever level you desired. That is the beauty of the
first-year system. That you could as it is in the Shannon bill put an
effective tax rate of something like 15 percent and make sure that
that rate is carried across the whole economy and paid by all new
assets.

That is exactly what the bill is intended to do. Now, that is a
reduction over the current law. The current law provides an effec-
ti\:h tax rate around 25 percent, because of the investment tax
credit.

The subsidy offsets the high statutory rate and so what this bill
is intended to do is to reduce and provide the incentive that Mr.
Strichman has identified here and is needed in our economy for
more capital recovery, but it does not create that by means of
giving income to existing assets that won't provide any incentive to
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accumulate new assets, and that’s the difficulty with Mr. Thurow's
position as exposed this morning in favor of a recut.

In other words, that doesn’t achieve the objective at the mini-
mum cost.

Senator LonGg. Well, here is the thought that occurs to me. It
may be that you gentlemen can’t agree on this, but so far I haven’t
detected disagreement on the basic points to me that are impor-
tant. And thai is this.

Looking at it from the point of view of someone who is in the oil
business, which I understand, since I have lost a lot of money in it
from time to time and I have also made some money in it.

[Senator Dole is back.]

Senator LONG. An oilman will go down to the bank to borrow
some money. The banker says, well, how much noney did you
make last year? Do you mind if we look at your tax return? This
oilman says, look, it won’t do you much good to look at that tax
return, because that tax return is going to say that I didn't make
much. The reason it's going to say that I didn't make much is that
I drilled a lot of wells last year and I was entitled to write off my
intangibles which is about 70 percent of building costs.

So, because I had a big building program, I had a big tax write-
off. If you look at the fact that five of those wells were very good
and a couple of them were discovery wells, well I really made a ton
of money last year in real terms.

It seems to me that the point of a minimum tax is that he ought
to pay us a tax in line with what he tells that banker he made,
rather than in line with what he told the Treasury he made.

Now, we are talking about a low tax rate where you clearly
bypass things—a bunch of deductions that he could claim. Or you
could do it a different way.

I was just looking this morning at all these lists of what all these
people were making in these various kinds of endeavors and it
looks like that on the average they are paying us taxes that
amount to about 5 percent of revenue. Big companies in America
in terms of income taxes.

Now, of course, applied to net they are paying us 46 percent, the
way they keep their books there is only about 5 percent measured
against revenue.

It would just seem to me that we should say, here is what you
are going to owe us. You didn’t lose—you made a lot of money and
I know you told your banker that.

Right now, if we would get us a good minimum tax, that would
take care of what you are worried about. I don’t see why if you put
the two together, we wouldn’t have a good system.

Dr. JorGENSON. I think that is exactly right.

Senator LoNG. Now do you two disagree with that?

Mr. RaBoy. Well, there is just one point I would like to clear up.
At one point you said you didn’t see the difference between expens-
ing and Professor Jorgenson’s system; and Professor Jorgenson said
that’s exactly right.

Well, I'll tell you what the difference is. If you buy a machine
and it cost you $1, under expensing you get $1. Under Professor
Jorgenson'’s plan, you buy $1 of equipment, you might get back 70
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cents, you might get back 60 cents, but you certainly are not going
to get back $1.

e only thing that Professor Jorienson’s plan and expensing
have in common is that you get it back at the same time, but there
is a big dollar difference.

Senator LoNG. Well, now hold on.

Dr. JORGENSON. I have the figures right here, Senator. I have the
figure right here.

Senator LoNG. Let me see if I get this straight. I thought we
were talking about a 46-percent tax rate.

Mr. RaBoy. Yes, I'm just talking about the deduction there.

Senator LoNG. So, if you buﬁ the machinery, if you buy $100
worth, you are going to save—what was that figure?

Dr. JORGENSON. 98 cents.

Senator LoNG. I can understand that maybe we shouldn'’t let you
expense it all. Maybe it ought to be 95 or something like that, but
in any event, if we say we will let you have the first year expens-
ing, even if we let you have the whole dollar against the dollar, it’s
not worth $1, it’s worth 46 cents the way I understand it.

Now if you get a 10-percent investment credit, well that’s worth
56 cents, but it is still not worth $1. Do you agree with that?

Mr. Rasoy. That'’s right.

Dr. JorGENSON. Right.

Mr. RaBoy. But under Professor Jorgenson’s plan, it would be
worth less than 50 cents.

Dr. JorGeNsoN. The point is that the expensing that would be
provided would range from, say, 98 cents to 93 cents. It would be
almost like getting a dollar. But it would preserve this effective tax
rate of 15 percent that you are referring to, Senator.

Senator LoNG. I get your point. But, my thought is that the way
to preserve getting the minimum amount of tax that you think you
ought to get, it would be by trying to write a simple alternative
tax. We have tried it, but so far we haven’t been very successful,
because everytime we get started, somebody wants to bring an add-
on tax in instead of an alternative.

Now, let me ask Mr. Strichman—are you bored with what I am
trying to suggest or——

Mr. StriCHMAN. No. I am trying to make sure I understand it so
I can repeat it to you. I think that what you suggested was expens-
ing, plus the investment tax credit, is that right?

nator LoNG. That's what I am talking about.

Mr. STRICHMAN. Sir, I am with you all the way. Forget 10-5-3.
Let’s do that.

Senator LoNG. Here is the kind of thing that I am talking about.
Why don’t we think in terms of how much can we afford?

ow, with what we have to work with, for example, if the
administration hadn’t budlgeted the funds to cover 10-5-3, I don't
know whether we can afford that much, but assuming we can
afford it, why don’t we go to a system that is as simple, as easy to
administer, as fair and as neutral as we can make it, and it seems
to me that if we move toward an expensing system, that is where
we are going to wind up.

Now, that still doesn’t settle the issue of whether we should or
should not subsidize the purchase of new equipment. That’s an-
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other issue, but it seems to me in terms of saying it is between the
5 year, 10-5-3 and all that and ffiUSt the first year expensing, I
would think we would be better oft with it, expressly for E:)okkeep-
ing ﬁurposes--you haven’t got to keep up with what year you
bought the piece of equipment and all that.

Dr. JORGENSON. Precisely.

Senator LoNG. You write it off the first year.

Dr. JORGENSON. Precisely, that’s the whole advantage of the first
year capital recovery system. Once you have written it off you are
gone. The Internal Revenue Service can never come back to you
and ask, you know, what did you invest last year, what did you
invest the year before.

They can only ask what did you invest this year. So, once you
have taken care of that, that’s the only information you have to
provide them, and therefore, it is the simplest conceivable system.

Senator LoNG. You two agree with that.

Mr. RaBoy. I think expensing is the simplest conceivable system
and the program which you outlined as was explained by G{eorge
Strichman here, I would support.

[The prepared statements of the presiding panel follow:]
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Real Depreciation, Real Inflation

Official Washington is convinced that a business
tax cut is needed to spur industrial investment. But
that is only half the battle. As the economists Dale Jor-
genson and Peter Navarro point out on the opposite

.page, President Reagan is backing the flawed */10-53"
accelerated depreciation approach over a more effec-
tive alternative. Congress can do better.

In & world of high inflation, the capital deprecia-
tion that companies are permitted to deduct from tax-
able income is often less than it costs to replace worn-
out machines and buildings. Much of what the law
Jabeis as taxabdle profit exists only on paper. Real profit
lalls, and with it, the incentive to invest.

The proposed Reagan answer is to increase the tax
credit for some industrial investment, and allow busi-
nesses to depreciate all investments more rapidly. His
package, labeled 10-53 for the depreciable life of each
of three investment categories, would clearly increase
fnvestment incentives by cutting taxes on profits. But
the drawbacks are equally clear.

Souped-up depreciation, coupled with the more
generous tax credit, favors investment in short-lived
equipment over the more durable sort. Business shrugs
off the problem, concentrating on the certain benefits
of fast tax writeoifs rather than the subtler questions
of incentives. However, at a time when corporate

America is being criticlzed for ignoring long-term
planning, such a bias seems particularly perverse.

Equalty important, 10-5-3 would merely give busi.
ness a headstart in the race with rising costs. It would
not do what most needs to be done: sever the connec.
tion between Inflation and etfective tax rates. If infla-
tion speeded up, business would lose the ground it
gained. If price increases slowed, corporate tax rates
would fall, perhaps even below zero!

The Jorgenson-Navarro alternative would match
tax depreciation schedules as closely as possible to the
actual useful lives of various typcs of equipment. It
would also break the link between inflation and invest.
ment incentives by what Prolessor Jorgenson and his
other Harvard colleague, Alan Auerbach, call “first
year” capital recovery.

Instead of providing regular depreciation allow-
ances whose real value is determined by future price
levels, the entire tax break would come in the yeur of
the investment. That way, high inflation wouldn't raise
the tax rate on corporations. Nor would low inflation
reduce it. Business could live with 10-5-3 — and surely
live better than with no change in the depreciation sys-
tem. But that's not the real issue. Since everyone
seems to agree that business taxes ought to be cut, why
not make it a reform for all seasons?

.

S
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10-5-3:
‘Deeply
Flawed’

By Dale W. Jorgenson
and Peter Navarro

CAMBRIDGE, Mass. — There is
now bipartisan consensus on Capitol
Hill that business needs 3 tax cut to
stimulate ¢capital investment in order
to improve productivaty ard gencrally
Jevitalize America. Urfortunately,
that consersus is coalescing around
the Reagan Administration's highly
touted, but non:theless deeply flawed,
*10-5-3'' tax writc-off pregram,

Ostensibly, 10-5-3 removes the erip-
pling **irflation penalty®” that the cur-
rent business tax imposes. The penalty
arises because tusinesses must deduct
depreciation expenses according to

- original, rather than replacement,

'costs.’ At highier inflation rates, these
deductions are worth less, so inflaticn
fn effect levies an additional tax.

The 10-5-3 approach seels to lift this
penalty tisrough a super-accelerated
depreciation plan that would aliow
businesses to write oft depreciation en
structures over 10 years, equipment
obver 5 years, and vehwles over 3
years. To further stimulate invest.
ment, 10-5-3 would also substantially
increase the investment tax credit.

Itis clear, however, that 10-53 does
not really sever the link betweeninfla.
1ion and investmant. Instead it merely
tries to “‘outrun’ infiation. However,
when 10-5-3's super.depreciation inter-
acts with the souped-up investment
lax credit, the perverse result is to
{ransform the corp~rate income tax
.into a very large corporate subsidy.
For example, at today's douhle-dszit
inflation, 10-5.3 would provide busi.
.nesses with an 85 cent deduction on
every dollar invested in a ‘'S-year
asset” period. The souped-up invest-
.ment credit would add the equivalent
of another 20 cents in write-olfs so that
the total tax deduction would be worth
. $1.05, or a Scent subsidy! Moreover,
this subsidy would rise as inflation
feil. Indeed, if the Administration
.reached its low-infiation target, the
+subsidy would balioon. That in tum

. would mean cither higher personal .
come taxes, or a bigger budget delicit
and renewed infiation.

. The falure 1o sever infiation's ca.
pricious Liuk with investmeny 13 not the
only drawback of 10-5-3. The pruposal

_also significantly widens the gaps that
ROW €X:0% B veen tax Burdens tae dif-
ferent anvestnents, These gops arise
tecause the varrent sysiem provides
better tax Lreaks for sonie assets and

irduitnes than for othess. That en.
ccurazes a chansel nn of funds toward
tax shelters and away from economi-
cally sound trvestments. Under 1053
these pare would arproximately dou-
ble, reculting in an even less.produc-
tive application of investment.

1t is clear then that 10-5-3 contuses
the real purpose 3{ a business tax cut,
wiiich is not capital formation ficr se

but rather improved productivity. In -

doing so, it raises the prosp:ct of
large-scale, unfair, and iunelficient
business subsidies that would rise and
fall with thenflation rollercoaster.

But con a business tax be designed
that neither peralizes nor subsidizes
business, is inNation-neutral, and en-
courapes the bestuse of capital?

We think that these objectives can
be obtained by using the first-year
capital-recovery system,

Under this system, b.:sinesses would
deduct a first-year allowance in the
year that an asset Is acquired. Depreci-
ation write-offs that would normelly
stretch out over the entire life of an
asset would be cenvened into a <ingle
deduction, taking tnto account different
lives of assets and the time value of
money. For example, the allowance for
a computer would be €2 cents on cach
dollar, while the aliowance on a longer-
*lived'’ building housing that computer
would be 23 cents.

The advantages of th:e first-year sys-

tern are obvious.

Firsl, by allowing businesses o ¢e-
preciate assets in the same dollars
they aie purchased in, 1t completely
eliminates theinfiation penalty.

Second, by matching 1ax wnite-olfs
with the economic cost ol deprecia-
tion, it would equalize tax burdens
among all assets, alinwing investors
from all industries and regions to com-
pete cn equal terms. That would be
fairer and enlarge the cconomic pie by

makirg the most productive use of

every investmentdollar.

Third, the first-year system is even
simpler than 10-53 and would provide
businesses with another important
kind of tax reliel — namely, frecdom
{from complex reporting require.
ments, Indeed, the first-year allow-
ance wou.d be the only deduction that
ataxpayer wnuldever have to report.

The primary disadvantage of the
first-year system s, of course, its nov-

elty.

While 10-5-3 has been kicking around
Congress for more than a year and has
the Reagan Administration's endorse-
ment, the first-year system is stilj a
relatively new. idea germinating in
Congressional committees,

Despite 1t3 Jow profile, the svstem
docs renresent aconstrictive altema.
tive to the seductively simple, but ulti.
mated)y crror-prone, super-deprecia.
tiondunce of 10-53.

Dale W, Jarpenscn s profesar cf ocn
romics and Prter Navarroasa hooohe
1ng fellow in eccreormucs, botn at Her-
vard University.

i1
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by A F. EHRBAR

One of the most encouraging develop-
ments in American political atlitudes is
the new consensus that our tax system
has become a formidable barrier to eco-
nomic growth and that it nceds to be dras-
tically overhauled to restore incentives to
work and invest.

With Congress no longer in the re-
distributive frame of mind that shaped
tax legislation in the late Sixties and mid-
Seventies, there is a glittering opportunity
10 enact a reform program that will spur
productivity and growth The Reagan
Adm:nistration seems cleazly determined
to modify the steeply progressive struc-
ture of the personal income tax Marginal
tax rates—the rates on last-doliar income
that dstermine whether a person is will-
ing to take on a more exacting job or in-
vest his money at higher risk—have risen
substantially as inflation has pushed wage
and salary earreers into higher and higher
brackets. About 20% of all taxpayers are
now in the 307% bracket or higher, as
against a mere 2% in 1965.
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A cut in rates is sorely nocded, but it is
only the beginning. Two other reforms
are essential to relieve the costly drag
that the tax system imposcs on the econ-
omy. One is 10 remove the syslem’s blas
against persoral savings, and the other is
to eliminate the debilitating distortions
caused by taxes on business profits. FOR.
TUNE has some radical proposals 10 ac-
complish these objectives. :

A minus return on investment

The proposition that Americans con-
sume too much and save too little seems
indisputable. With savings rates—and ac-
cordingly, the supply of capital for in-
vestment—at depressed levcls, industry
is adding to plant and equipment at only
half the rate of the late Siaties, the amount
of capital per werker has acturlly been
shrinking, and productivity growth is at
a standstill,

The way we tax investment retumns has
contributed to the decline in savings. At
high levels of inflation, taxes on dividends
and interest often exceed the real retumn to
the invesior, so that investors end up
poorer than they started. When inflation .
at, 53y, 10% and bonds yicld 13%, the re:!
return s only 3%. But the bondholder pays
taxes on the whole 13%. If he is in the
30% bracket, his real aftar-tax return
is minus 0.8%. In the top, 70%

bracket, it is minus 5.5%.

The surest way to erad-
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’ First, effective incentives to divert more dollars
o . from spending to savings. Second, depreciationreforms
to encourage productive business invesimerit.

Renew the Economny

jcate that savage bias agiinst savings
would be 1o eliminate all taxes on capital
income. That wouldn't be as unconscion-
ably regressive as it might seem. For one
thing, the rich can already escape laxes
by putting their money in tax shelters
that don’t do much for economic growth
or in assets that don't leave a paper trail
for the IRS. As economist Mikon Fried-
mman obscrves, “The problem isn't really
a bias againsl savings, but a bias against
productive investment. The tax system en-
courages the wealthy to put their savings
irto gold, art, and other things that pro-
vide infiation hedges and escape taxes®
Lew-incorne workers would plain'y ben-
efit if the wealthy shifted their savings
from old Packards to new factories.
Congress isn't about to let the Mcllons
and McCormicks off the hock, of course,
but it could achueve the same measure of
savings slimulus in a way that thould be
politically attractive. This is to allow
everyone to set up lax-deferred invest-
ment and savings accounts along the hines
of Keogh plans and Individual Retirement
Accounts. (Eznployees who aren’t covered
by company pension or profit-sharing
plans ate allowed to invest 15% of their
eamings, tax-deductible, up to a $1,500
annual bmit, in IRAs; the self-ermmployed
oan put up 1o $7.500 a year in Keogh
plars) Under FORTUNE's proposal there
would be no limit on deductible contri-
butions, whether they were in the form
of savings-account depasits of purchases
of securities; but all withdrawals—includ-
ing principat as well as camings—would
Research assonate Kathieen Corroll Smyth

be subject to taxation st ordinary rates.

In its result, the tax-deferral scheme is
precisely equivalent to making invest-
ment income tax-exempt An individuat
who invested pretax dollars and paid tax-
es on total withdsawals would end up
with the same amount as oné who in-
vested after-tax dellars and paid no taxes
on the investment income. However, the
lax-deferral method has an important eq-
uity advantage. It exempts only income
from new savings, so that people without
capital get the same break, relative to thair
incomes, as the wealthy. For instance, if
all investment income were simply ex-
empled from taxes, an individual with
$50,000 of dividends on past invesiments
and no wage or salary income would pay
1o taxes at alt, while a persen with a $50,-
000 salary and no income from past sav-
ings would pay the same taxes as he dous
now, This would obviously be urfair, But
with lax-deferred accounts, both would
pay identical taxes if they saved the same
portion of thewr $50.000 incomes.

Critics of tax-deferred accounts com-
plain that they 2re regressive beczuse peo-
ple with high incomes reap most of the
benebts. That is quite true, but the tax sys-
tem imposes such an enormous burden
on the economy precisely bocause it has
become so progressive. It's a defensible
assumplion thzt people st the low end
of the income spectrum have more to
gain from gocd jobs than they do
from soaking the rich, and a tax sys-
tern that encourages saving and in-
vestment is a bey 10 cealing jobs.

Universal tax deferral on invest-

ment income would take » large bite out
ol the tax base and require higher rates
on the remauung taxable income By
Congress could make up the lost teverze
by knocking of some other daductions
Prime candidates are the Jcducticrs now
permitted for state and local taxes, prop-
erty laxes on ovinur-occupied horzes, and
interest payments. Any tampenng with
these would be sure to provele a how! of
protest from middle-income homeounrers.
But 2 good case can be made trat they
wili come out as well or better with tax-
deferred savings accounts than they do
now with thair read-estate deductions
Those with a tash propersity to save
would do a lot ketter than the rest—but
then that is the pint of the whole tung,

A deadly deduction

In any event. the deduction on interest
paid has lo be repealed if large taxCe-
ferred investment accourts are permitted
Otherwise, an individual couid “game™
the tax system by borrowing whatever
he contnbuted to 2 tax-ceierred 2ccount.
By deducting his interest costs as well 23
his contributions, he could get a sizable
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The Irresistible Charms of
the Indexed Mortgage :

The most practical way to correct the
tax system’s bias against personal sav-
ing is 10 allow everybody o set up an

limited Keogh-type inv plan,
in which contributions and income
would not be taxed until withdrawal
(see main text). The hitch is the pro-
vision now in the tax code that makes
interest payments deductible. By bor-
rowing the money he put in his In-
vestment plan, an individual could get
the tax break without doing any sav-
ing st all. But any attempt to end the
deductibility of interest paid would en-
counter the bitter-end opposition of
homebuilders and realtors—as well as
millions of homeowners—who regard
the deducuibility of mort-age interest
as s life-and-death matter.

There is, however, an ingenious way
of handiing mortgage payments that
might overcome the opposition. This is
o permit homeowners to treat down
payments and payments of mortgage
principal as contributions *3 their tax-
deferred investment accounts. The ef-

+ fect would be o reverse the present
treatment of morigage charges: princi-
pal payments would be deductible, but
interest costs would not.

Few people would take that option

. with a conventional mortgage, of
course. Al current interest rates, vic-

1 tvally the entire morigage payment in

{ the early years goes for interest, and

1 hardly any of it goes to reduce the prin-

H

cipal But many home buyers might
choose the reverse tax treatment if they
£01 a mortgage whose outstanding bal-
ance was indexed to the price level. Such
1 a morigage would have a fixed real in-
I terest rate—probably in the 3% to 4%
range (instead of the double-digit rates
! charged in recent months)—but the ba}-
1 ance and \he monthly payment would
' rise each year with the price indexcs.
| The concept has been endorsed by Mil-
| ton Friedman and several other econ-

* homeowners to build u

omists. (See “How Not to Index the
Economy,” FORTUNE, November 17,
1980.) A few simple regulatocy changes

would permut that Lind of mortgage.

It is safe (o assume that a home-
owner’s income would Lecp pace with
his monthly payments over the long
run. And he wouldn't be in any great
trouble even if his salary or wages
lagged behind prices for severa) years
because the monthly pa t on an in-
dexed mortgage would sant out st a
fraction of the payment on a conven-
tional one. The initial paymenl on a 30-
yeas, 3% indexed morigage would be
only a third of the payment on a 15%
conventiona] mortgage; at 12% infla-
tion, the indexed payment wouldn’l
reach the level of the conventional pay-
ment until the tenth year. The home-
owner would continue to get a hefty
tax break. In the first year, 41% of the
monthly payment on a 3% indexed
mortgage would go toward repaying
principal and qualify for a tax deduc-
tion; by the eighth year, more than half
the payment would be deductible.

With indexed mongages and deduct-
ible principal payments, homeowners
would get less of a tax subsidy than at
P but the d d for h 8
probably would rise, because the low
initial payments would ease the cash-
fAow constraint that Leeps many fam-
ilies out of the housing market how.

ftmight appear that more housing de-
mand would leave less capital available
for producuve investment elsewhere
Bult in fact, more capital would be avail-
able. The cusrent tax subtidy is so great
that it pays to have as little equity s
possible in a home. People have an in-
centive 10 borrow and buy housing, but
not to save. Deductible principal pay-
ments, in contrast, would encourage
equity, add-
capital for all

ing to the total supply
kinds of investment.

.=

tax break without doing any real saving
Indeed, the tax code already contains a
plethora of supposed savings incentives—
such as the $200-per-person exclusion of
dividend and interest income that goes
into effect this year—bit the interest de-
duction defeats the purpose.

It would obviously be unfair to end in-
terest deductions all at once. Many peo-
ple have arranged their finances on the
basis of the deduction and could suffer
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large Josses. But Congress could phase it
of

stance, Representative Richard T. Schulze,
a Pennsylvania Republican, is pushing a
10% tax edit, up to $1,000 per person,
on purchases of stocks and bonds. Bro-
berage houses naturally love the idea, but
it's an open invitation to game the sys-
tem. A couple could borrow $20,000, buy
$20,000 worth of bonds, use the interest
income to offset their interest costs, and
spend the $2,000 credit on a trip to Tahith

The false logic of 10-5-3

Any program of lax changes to encour~
age individua) saving should be accom-
panied by revisions that will invite
business 1o make more investmenis to im-
prove productivity. One cssential is to
alter the way business depreciates its fixed
assets, but not for the reasons usually ad-
vanced in favor of faster wrile-offs. The
conventional argument is that Jeprecia-
tion based on original costs is inadequate .
in periods of high inflation Since much
of the write-off comes years after an as-
set is acquired, original costs don’t reflect
the full value of equipment used up in
the production process. By taking inad-
equate depreciation, businesses overstale
their profits and pay too'much tax.

That is the logic behind the “10-5-3"
proposal backed by all the major business
Tobbies. It provides that buildings would
be written off over ten years, equipment
over five years, and cars and light trucks
Over three. By some estimates, 10-5-3
would pare business taxes by more than
$60 bithon in 1985.

‘The analysis of inflation’s effect on de-

t Pprociation is correct, but the excessive-tax-
ation-argument ignores what happens on
the liability side of the balance sheet
P

out by gradually fowering the
interest that can be deducied. As for those
multitudes of mortgage-holding home-
owncrs, Lhere is a novel way 1o induce
them to surtender their cherished interest
deduction (sce box).

Various othcr proposals 10 encourage
thrift have been arculating in Washing-
ton, but none scems as worlable as the
ax-deferred-investment approach. For in-

111-3

panies get an d gain when in-
Aation reduces the value of their fixed
debt. Viewed another way, the interest
rate they pay is set high enough o com<
pensate the lender not only for the use of
his money but also for the deterioration
in its value. So part of the company’s in-
terest costs seally amount 10 repayment
of principal - which would not, of course,
be deductible if it were so defined. 1t turns
continued
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“What we're after is productivity, not capital spending.”

out that aggregate corporate lax payments
wouldn’t change very much if both de-
preciation and interest deductions were
properly adjusted for infalion; some com-
panies would pay less, others more (See
“Unraveling the Mystenes of Corporate
Profits,” FORTUNE, Augusi 27,1979)

The real trouble with the current de-
preciation system is that it's 8 mess with
or without inflation Accelerated depre-
clation write-offs, in use since 1954, re-
sult in different eflective lax rates on
investments with different hives, so that
investment deisions ase based on tax
considerations rather than real returns.
Such misallocation of capital results in
less cutput and slower grovath, even when
prices are stable. Inflation merely shifts
the tax preference to ditferent asscts.

The 10-5-3 plan, and variations on it,
would distort investment returns in Jhe
same way as the current accelerated write-
offs. Morcover, the combination of 10-5-3
and the investment credit would give rise
10 outright tax subsidies. It would be eveh
more generous than simply allowing a
company to deduct the whole cost of a
capital investment when it is made.

A distortion-frec system

Two Harvard economists, Dale Jorgen-
son and Alan Auerbach, have advanced a
proposal that would do away with the
concept of accelerated depreciation and
-match write-offs 10 true econo=tic depre-
clation. Write-oifs would be calculated so
that they corresponded as clozely as pos-
sible with the actual delerioration of a
plece of equipment. But companies would
be allowed to take all depreciation write-
offs in advance, when they acquired the

quip This would eliminate the dis-
tortion caused by inflation bocause pur-
chases and depreciation allowances would
be in dotlars with the same value.

Depreciation that will occur in the fu-
ture would be discounted back to the time
of purchase at 8 4% interest rate—so that,
for instance, the $1 million of depreciation
that would take place in the second year
would be wrilten od immediately, but
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the company would take a tax deduction
of only §961.538. Why 4%? Because Jor-
genson and Auerbach beheve that is the
best estimate of the average real retum
on business equipment. That figure may
be open to dispute, but it's hard to fault
the basic concept.

The Jorgenson-Auerbach approach,
known as “present value” depreciation,
sounds complex but is really quite sim-
ple They figure that all asscts can be di-
vided into just 12to 14 categones, ranging
from construction machinery lo commer-
cial buildings. To establish the depreci-
ation, you would just consult a [reasury
table for the category “factor,” and mul-
tiply the factor by the cost.

As part of thelr scheme, Jorgenson and
Avuerbach favor dropping the investment
tax credit The credst applies only 1o cap-
ital equipment, not structures. There s
no doubt that it has boosled spending on
equipment (and the number of doctors
driving Mercedes-Benzes). But a study
that Auerbach and Lawrence Summers,
an MIT economist, did for the National
Bureau of Fconomic Rescarch suggests
that more than half of the added invest-
ment attributable to the credit came at
the expense of other kinds of investment,

. namely in housing and industrial plant

To that extent, the aredit aowded out
other prospective investments that offered
higher economic retumns. As Jorgenson
observes: “What we're after is productiv-
ity, not capital spending.”

The bankers’ lobby

A second change in corporate taxatich
that weald foster larger and more pro-
ductive investment is to climinate the
double taxation of dividends. (The cor-
poration pays dividends out of after-tax
profils, and stockholders then pay per-
soral income tax on the dividends)

posed giving shareholders 8 1ax credin for
part of the laxes paid by the corposation
The flaws in Ullman’s plan were, first,
that it didn’t go far enough; second, that
the tax credit wouldn't have boen asuii-
able 15 tax-excmpt investors such as pen-
sion funds; and third, that sharehniders
wouldnt have received a credit for for-
eign tax payents. Even so tha dividend
credit was a beginning, and its shorticom-
ings could have been correcied later.

Unfortunately, business—natably the
big banks—helped hill the idea. One Con-
gressman recalls, “David Rockefcller was
down here Jobhying door to door in the
House office buildings 1o stop Lilman”
The banks objected 10 the plan because
their large foreign tax payments and th=ir
special legal right to deduct interest costs
whule investing in tax-cxempt bonds Jeave
them with extremely low US. tax bilis
Thus they had less to ga.n than other cer-
porations from a dividend tax credit, and
they feared that Ullman's plan v..uid
erode some of the comparative advantage
they enjoy in the competition for tap tal
Since then, double taxation has dropped
out of sight as a reform 1<sue.

The pursuit of special sdvantage, has
also figuied in the lobbying for deprecis
ation changes. While the Jorgenson-
Auerbach present-value depreciation
would foster more economic gromth, it
is less generous than 10-5-3 lo capital-
intensive industries such as aulos, steel,
sirlines, and ulilities. Their lobbies have
stuck by 10-5-3.

Business's dismal record of putting
its parochial interest above the gereral
good is the darkest cloud aver Wash-
ington’s new approach to taxes. Congress,
after all, is & feactive body Lhat ul-
timately adopis the mcasurcs the elec
totate demands. An important prereq-
uisite for successful rclorm is that

Double taxation distorts i t by
causing capital to flow 10 hon-corporale
ventures (for example, limited partner-
ships in shopping centers and motcls). In
1978, Al Uliman, then chairman of the

i one of the loudest and most
effective lobbics, get behind changes that
promote gencral efficiency and growth
In the Jong run, such reforms wil} re-
dound 1> the meater beneSt of both

House Ways and Means Commiftce, pro-

i1i-4

busi and society. &
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spend his money for the’
maximum increase in efficiency,
and not just to take advantage
of a new tax wrinkle. 74
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A Better Way to Boost Capital Spending

“Supply-side e onemics™ 15 Washington's
fa~hionable new vubric for wx cuts designed
10 cucourage Fusinessmen Io spend more on
mew plart wond cguipment Moee capatal in-
awsted per worker means higher productivity,
kesher real incames, and bower tnflation

As supply-siders see it, capital spending

iias been crypled ocause the tax deductions
conipanies can take for the depreciation of
their e:sets are unrealistically low The de-
ductions are spread out aver periods ranging
up 10 40 years or more, and they are tomited
to tite purchase price of le assels, cucn
Hhough the cost of replacing assets in & pe-
rioed of hugh infation may ave teipled.

The supply-srde proposal with tlie broadest
suppxort 1s 1he Capital Cost Recorery Act in-
troduced last year by Barber Conable, the
ranking mivtority member of the House Ways
and Moans Conomutlee, and James Jones, 2
commttee menbor fron the Do vatic side.
Thewr bull u ordd ailow much faster write-offs
for most acsets~ten years for structures, five
for ejeryricat, cod three for vehucles. This is
acride but effective solution. The arhficielly
raprd deprecration schedules mighl roughly
comiponcate cornpances for the Tugher costs
they ould be fasing once the equipment real-
Iy did wear out. .

Two of the most keowledgeshle cribes of
“ten-fioe-three” are Dale Jorgensen, a Har-

rd ccononns professor who has done o Tot
of ieerd e produdtivity problems, and Alan
Aucrbacl:, an assistant profe~sce al Harvard,
Mey support the aims of Conable and Jones
but thenk that t.e offects of inflation on the
cost of rep tacnyg ascetsgan be deall with in a
more precise and scientific way They dis-
cussed Lireir altornative 1o the Conable-Jones
proposal u stk FORTUNE's Edu ard Meadous.

Q. What's wiong with bon-fivethree?

Jarctason. 1t doesn’t get st the biggest
problem CUndur ten-Gre-three, deprecia-
tion atlowances are sull based on histor-
il cents, though the allow ances are much
more gencrous than under the present sys-
tem The faitness of any vapital recovery

scheme thatis based on histarical costs and
is spaced out uner time 1s going 1o be af-
fected dramatically by changes in the in-
Ration rate. When inflation goes up, 2
company is going to get less benehit, ta the
extent that the dollars it can deduct for de-
preciation are less valuable than the ones
itused lo buy an asset.

Just how 3 company would fare on any
given inyestment under ten-fis e-three de-
pends on two offsetting factors: the ben-
cfit of a rapid depreciation schedule on the
one hand and the ravages of inflation on
the other. | won't burden you with the
arithmetic, but the results we get for an
investment in construction machinery,
which qualifies for the investment tax cred:
it and would have a five-) car write-off pe-
110d under Conable-Janes, are these: At a
12% inflationrate, the purchaser would pay
an effective tax rate of 16% --not bad com-
pared with the corporate tax rate of 46%,
At 6% inflahion, which we had as recently
as 1976 and could have again, he would
enjoy a tax suksidy of 23%.

A sccond problem with ten-five-three is
that it gives corporatiuns incentives to buy
some hinds of assets lhat may not raise

7 what they would by westh thnyeer

product