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ADMINISTRATION'S FISCAL YEAR 1984 BUDGET
PROPOSALS-II

TUESDAY, JUNE 28, 1983

U.S. SENATE,
COMMITTEE ON FINANCE,

Washinton, D.C.
The committee met, pursuant to notice, at 10:03 a.m., in room

SD-215, Dirksen Senate Office Building, Hon. Robert Dole (chair-
man) presiding.

Present: Senators Dole, Danforth, Long, Moynihan, and Bradley.
Also present: Senator Metzenbaum.
[The press release announcing the hearing and the opening state-

ment of Senator Dole follows:]

FISCAL YEAR 1984 BUDGET PROPOSALS

Senator Robert J. Dole (R., Kans.), Chairman of the Senate Committee on Fi-
nance, today announced hearings for June 15, 16, 22, 23, 28, and 29, 1983, on budget
proposals for programs within the jurisdiction of the committee.

"The Williamsburg Summit Conference produced a clear message that Congress
must act to reduce the projected Federal budget deficits to avoid jeopardizing the
global economic recovery." Senator Dole stated, "In my view, the only 1984 budget
blueprint that is likely to result in actual reduction of the deficit will be one that
places the primary emphasis on spending reductions rather than on tax increases."

"Any new revenue-if needed-should come from tax reform not tax increases.
The hearings I am announcing today should assist the Finance Committee in pre-
paring to implement any balanced and responsible budget compromise that may
emerge," Senator Dole concluded.

The hearings will begin on each day noted at 10:00 a.m. in Room SD-215 of the
Dirksen Senate Office Building.

The following is a schedule of hearings:

TAX EXPENDITURES

The hearings on June 28th and 29th will review the list of Federal tax expendi-
tures. In announcing the hearings, Senator Dole noted, "While there may be a con-
sensus that certain tax expenditures are justified such as the home mortgage deduc-
tion, for example, we have an obligation to review special tax breaks enjoyed by cer-
tain individuals or businesses to decide whether they are still functioning as intend-
ed and whether a particular incentive is justified in today's economy or could more
carefully designed to accomplish the desired public policy goal more efficiently."

PREPARED STATEMENT OP SENATOR DOLE

TAX EXPENDITURES IN HISTORICAL PERSPECTIVE

Seventy years ago, the Sixteenth Amendment to the Constitution was adopted
authorizing the taxation of income "from whatever source derived". In the same
year, Congress imposed a graduated individual income tax, with tax rates ranging
rom one percent, to seven percent. That top rate of seven percent was reserved for

those taxpayers whose income exceeded $500,000.
(1)
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Last year, the maximum Federal income tax rate of 50 percent was imposed, for
marred couples, on income earned in excess of $85,600. But, as everyone in this
room today knows, the Federal income tax was not imposed equally on all incomes
"from whatever source derived", as the Constitution permits. Rather, it was im-
posed 9 uite differently on different individuals, and corporations, with similar eco-
nomic incomes.

The principal reason for the vast discrepancies in tax treatment experienced
today under our Federal income tax system are the $295 billion of annual tax ex-
penditures authorized by the Internal Revenue Code. Those tax expenditures, depar-
tures from a relatively strict definition of taxable income as economic income, are
the subject of the hearings scheduled for today and tomorrow before the Senate Fi-
nance Committee.

- TAX EXPENDIrURE8 IN ECONOMIC PERSPECTIVE

I know that numbers like $295 billion are difficult to comprehend. So, I would like
to try to put the tax expenditure figures in perspective. For corporations, the figures
are quite dramatic. In 1983, the corporate income tax provisions are estimated to
raise less than $35.3 billion, while the corporate tax expenditures authorized by the
code are more than $56 billion for the same year. In other words, we are foregoing
more corporate taxes through the tax code than corporations are paying in taxes
under the tax code.

PURPOSE OF HEARINGS

Let me state that it is not my view that all tax preferences should be eliminated,
or that, as a matter of principle, the tax code should be used only to tax economic
income, strictly defined. My point is that we are in no imminent danger of achiev-
ing either of these goals. To the contrary, the abundance of tax expenditures have
contributed to the complexity of the tax system, the perceived unfairness of the tax
system, and the necessity for keeping tax rates higher than they would be if we did
not provide exceptions, exclusions, and preferences almost as much as we impose
taxes.

Because of the impact of tax expenditures on our tax system, I believe it is our
responsibility to examine them with an eye towards curtailing or eliminating those
tax subsidies that are unwarranted, or too ineffective or inefficient to be justified.

I look forward to hearing the testimony of our distinguished witnesses on the gen-
eral subject of tax expenditures, and on any specific provisions they may wish to
address.

The CHAIRMAN. We are about to begin our hearing this morning
on tax expenditures.

In view of the vote on the budget resolution, I assume this com-
mittee will have extensive responsibility for trying to come up with
some package, and I just thought that we ought to look at tax ex-
penditures as we look at every other expenditure.

Seventy years ago the 16th amendment to the Constitution was
adopted authorizing the taxation of income from "whatever source
derived." In the same year, Congress imposed a graduated individu-
al income tax, with tax rates ranging from 1 percent to 7 percent.
That top rate of 7 percent was reserved for those taxpayers whose
income exceeded $500,000.

Last year, the maximum Federal income tax rate of 50 percent
was imposed for married couples on income earned in excess of$85,600. But as everyone in this room today knows, the Federal
income tax was not imposed equally on all incomes "from whatever
source derived," as the Constitution permits; rather, it was imposed
quite differently on different individuals and corporations with
similar economic incomes.

The vast discrepancies in the tax treatment experienced today
under our Federal income tax system are primarily the result of
the $295 billion of annual tax expenditures authorized by the code.
Those tax expenditures, departures from a relatively strict defini-
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tion of taxable income as economic income, are the subject of the
hearings scheduled for today and tomorrow before the Senate Fi-
nance Committee.

I know that numbers like $295 billion are difficult to compre-
hend, so I would like to try to put the tax expenditure figures in
perspective. For corporations, the figures are quite dramatic. In
1983, the corporate income tax provisions are estimated to raise
less than $35.3 billion, while the-corporate tax expenditures au-
thorized by the code are more than $56 billion for the same year.
In other words, we are foregoing more corporate taxes through the
Tax Code than the corporations are paying in taxes under the code.

Let me state that it is not my view that all tax preferences
should be eliminated, or that as a matter of principle the tax
system should be used only to tax economic income, strictly de-
fined. My point is that there is no imminent danger of achieving
either of these goals. To the contrary, the abundance of tax expend-
itures has contributed to the complexity of the tax system, the per-
ceived unfairness of the tax system, and the necessity for keeping
tax rates higher than they would be if we did not provide excep-
tions, exclusions, and preferences almost as much as we impose
taxes.

Because of the impact of tax expenditures on our tax system, I
believe it is our responsibility to examine them with an eye to-
wards curtailing or eliminating those tax subsidies that are unwar-
ranted, or too ineffective or inefficient to be justified.

And I would also add that I would rather we take a look at these
matters in our committee before the Budget Committee decides to
extend their jurisdiction further than they have.

I would also like to include in the record at this point a letter I
received yesterday from five of my Republican colleagues on this
committee, Senator Roth, Senator Symms, Senator Armstrong,
Senator Wallop, and Senator Grassley, indicating that they will not
vote to raise any taxes for fiscal-year 1984, despite the passage of
the budget resolution. They point out that we have done a substan-
tial amount of revenue-raising in this committee, and I would like
their statement to be made a part of the record.

I include their letter to indicate that it is not easy, even though
the budget resolution may have passed, to put together any pack-
age that might approach the $73 billion that we are reconciled to
come up with over the next 3 years.

So it is my hope that these hearings and the hearings we have
had in the past will help us address that problem.

[The letter follows:] U.S. SENATE,

Washington, D.C., June 24, 1983.
Hon. ROBERT DOLE,
Chairman, Senate Finance Committee,
Washington, D.C.

Dear Bob: As you consider the agenda for the Finance Committee in the coming
weeks, we want to inform you that we intend to oppose efforts to raise any taxes in
fiscal year 1984, despite the passage of the Budget Resolution.

We believe that the Budget Resolution that passed the Senate is economic insan-
ity, and we greatly regret that the Senate did not defeat the resolution. The country
needs recovery far more than a budget resolution that raises $73 billion in taxes at
just the time that economic stimulation and growth are needed.
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In order to deal with deficits, this resolution should have focused on spending
cuts, not tax increases. Instead, this measure is $15-22 billion over the President's
request for total spending for fiscal year 1984. This resolution will insure that fully
24 percent of the nation's output will be consumed by the federal government's on.
budget outlays alone. That's 24 percent that is denied to the private sector which
would otherwise use it for job creation and economic growth. Including off-budget
items and state and local government, at least 40 percent of the GNP will be ex-
tracted from the private sector. There is only one word for this situation: Intoler-
able!

We believe that the revenue targets ordered in th6-measure should be ignored
and hope that you agree with us. It is literally impossible to find tax increases of
the magnitude suggested in the resolution without doing serious violence to the eco-
nomic recovery now taking place. Those who have come up with these tax numbers
are deluding themselves if they'-think their figures can be met without creating
major equity and growth problems in future years.

In the last ten months, the Finance Committee passed a $267 billion tax increase
in TEFRA, a $22 billion gas tax increase and a $66.3 billion Social Security tax in-
crease. Enough is enough. We flatly refuse to vote for another major tax increase at
this stage in the economic recovery.

Therefore, we urge you to use your position to prevent the Finance Committee
from becoming a part of this economic charade.

Sincerely y,
WILLIAM V. ROTH, Jr.,
WILLIAM L. ARMSTRONG,
STEVEN D. SYMMs,
MALCOLM WALLOP,
CHARLS E. GRAssxiy.

The CHAIRMAN. Senator Long, do you have anything?.
Senator LONG. No comments at this time, Mr. Chairman.
The CHAIRMAN. Pat.
Senator MOYNIHAN. Yes, Mr. Chairman, I would just like to take

note of all of the things you said and to put it in a certain context.
The Lord works his way in-no, I should ask Senator Danforth.
How is it the Lord works his way? In a wondrous manner?

Senator DANFORTH. You tell me. [Laughter.]
Senator MOYNIHAN. I think he's forgotten already.
But just 2 years ago we adopted the 1981 legislation, the Econom-

ic Recovery Tax Act, which had foregone about $750 billion in rev-
enues over a 5-year period. The New York Times had a financial
section article by Professor Nordhaus of Yale, who had been a
member of the Council of Economic Advisers under President
Carter, on the 1981 act. It was a long lament for the demise of tax
reform, commenting that there was no tax reform in ERTA and
that this great and honorable tax movement had now succumbed to
the forces of greed and aggrandizement.

I had the opportunity to write a response to Professor Nordhaus'
article, in which I said simply, "Tax reform lives!" I said: The
simple fact is the Treasury is now empty, and the administration is
committed not to raise taxes. There will be no choice but to find
reforms and loopholes and to discover, Mr. Chairman, that corpora-
tions receive more in the form of tax expenditures than they pa in
taxes. This is something that would make corporations tremble if
they heard it from the Democratic side of the aisle, but now they
have to hear it from the other side.

I think it is in fact a duress which ought never to have come
about. The $200 billion deficits as far as the eye can see, are a
direct result of that tax cut which we all voted for.

We may in fact have a serious opportunity to remove inequities
from the Tax Code, which are there and which have been consum-
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ing tax dollars for so many years. And I hope, Mr. Chairman, be-
cause we must do something, that we do the one thing that has
been long looked to as needed and equitable and in the large inter-
est of the tax system. That is, we must make the tax system a just
an equitable one.

Thank you.
The CHAIRMAN. Thank you.
Senator Danforth.
Senator DANFORTH. We are happy to have as our first witness of

the morning, Senator Howard Metzenbaum from Ohio.
Senator Metzenbaum, we are pleased to have you here. Your

entire statement will be made a part of the record, and you may
proceed in any way you wish.

STATEMENT OF HON. HOWARD M. METZENBAUM, A U.S. SENATOR
FROM THE STATE OF OHIO

Senator METZENBAUM. Thank you, Mr. Chairman.
Mr. Chairman, this is a hearing on what might properly be

called fairness and equity, because I think the issue before you has
to do with the fairness and equity of the tax policies of our Nation.

There isn't much doubt that additional revenue is needed. Con-
gressional action over the last 2 years has cut taxes by $860 billion,
increased defense spending by $285 billion, cut nondefense social
programs by $387 billion through fiscal year 1988, and as a conse-
quence will add a whopping $757 billion to the deficit from 1982 to
1988, and the total deficit in the next 5 years will be $1.1 trillion.

Now, what is so shocking to me, and made it so difficult for me
to digest my breakfast this morning, was the fact that five Republi-
can Senators have just vowed to fight tax increases. And they say
that they are urging you to disregard the budget-all of $12 billion
in the first year, $15 billion in the second, and $46 billion in the
third. And they talk about it being "economic insanity."

Mr. Chairman, I believe their position is economically irresponsi-
ble, I think it is morally decrepit, and I think it involves political
buffoonery, because the facts are that we have a responsibility.
These are the very same people who just a couple of years ago were
talking about the need for a balanced budget and they are now
saying we no longer worship at the shrine of a balanced budget-a
100-percent reversal.

I would say to you and to them that I would like to go to their
States and let them defend publicly some of the matters about
which I am to discuss this morning, having to do with tax loop-
holes, about why corporations pay no taxes, about why some corpo-
rations get more advantages in the tax laws than do others, be-
cause, frankly, Mr. Chairman, I don't believe some of the tax loop-
holes are defensible.

There is a distinction between tax increases and tax loopholes,-
but I would suppose some would say it comes out the same way.

In a recent Washington Post article, you said that our current
income tax base resembles swiss cheese.

I differ with that description, Mr. Chairman, on the grounds that
it is unfair to the cheese. [Laughter.]
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But I certainly agree with your observation in that article that it
is "simply unfair to raise tax rates when so many special tax
breaks undermine the tax base and encourage inefficient allocation
of resources." I couldn't agree more.

I want to suggest to the committee today a number of areas in
which we can raise very substantial revenues in a manner that is
both fair and economically efficient. I don't believe that the tax
laws should be punitive, nor do I believe that they ought to provide
for special privilege.

The first of these, Mr. Chairman, is enactment of a minimum tax
on the income of profitable corporations. Now, I can't even claim
credit for that idea-it's not a new idea-nor can anybody claim it
as being a partisan idea. In presenting his fiscal year 1983 budget,
President Reagan suggested enactment of a corporate minimum
tax. He was right and we ought to do it. The intent was to insure
that 90,000 profitable companies now paying little or no Federal
tax will pay at least some tax on their profits.

Going back 3 years ago to 1980, the only figures available, there
were 343,850 profitable companies in this country paying no tax at
all. And I can't urge upon you strongly enough that your staff and
committee inquire into why there should be any Government
policy that makes it possible for companies making profits not to
pay any taxes.

As a matter of fact, 16 Republican Senators in December 1981 ex-
pressed serious reservations about the decline in corporate tax rev-
enues, and in a letter to the President they wrote-and incidental-
ly, I think some of them are on this particular letter that you re-
ceived today-"We are gravely concerned that by 1985 as many as
half of all corporations may be paying no corporate taxes at all." I
hope that in June 1983 they are as gravely concerned.

In the first 6 months of this year the Treasury collected $4 bil-
lion from corporations, and they paid out $12.6 billion in refunds,
or a net that was-46 percent less than last year.

If you talk to any tax attorney in this community or anywhere in
the country, they will tell you that the corporate income tax has
now become a big joke. If you can't figure out a way, with ACR's
and investment tax credits and various other procedures that are
available to you-research and development credits and energy
credits-and can't find out a way to keep from paying taxes, you
ought to get yourself a new tax lawyer.

This year receipts from corporate income taxes will be 20 percent
lower than' last year's level. In 1950, corporations paid 31 cents on
every Federal tax dollar; in 1983 they will pay only 12 cents on the
dollar that is derived from that source.

The rate of taxation has also fallen. Effective corporate tax rate
fell from 50 percent in 1950 to 39 percent in 1980, and according to
the CBO the effective rate will continue to drop, reaching a new
record low of 26.2 in 1988, a drop from a high of 50 percent to 26.2
percent.

In industry after industry the pattern is clear. A Joint Tax Com-
mittee study reports that in 1981 the Da er and wood products in-
dustry had U.S. income of almost $1.4 bill ion. Now, on that kind of
money they ought to pay some fair amount of taxes. The industry
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received refunds or tax credits of $193 million and they made $1.4
billion.

And frankly, I don't blame them; I blame us. We make the laws,
and if we don't have sufficient courage to enact laws to see to it
that there is some fairness and equity in our tax laws, then it is
our fault, not theirs.

The railroads had $1.7 billion in income, and they received re-
funds and credits totaling $129 million. How can anybody explain
making $1.7 billion and getting a refund of $129 million and paying
no taxes?

The top crude oil producers earned nearly $1 billion in income
but paid only $31 million in taxes, a 3.1 percent effective rate.

The chemical industry earned $3.1 billion but paid only 5 percent
of that amount in taxes. That's a lower rate than any wage earner
pajn this country.

t March,- General Electric reported that it had earned $1.8
billion in 1982. What did it pay in taxes? Not a darned penny. It
received a tax refund of $146 million. They have to be laughing all
the way to the bank about the stupidity, about the indifference of
those of us in Congress who make that possible.

And why are profitable companies receiving refunds from prior
year taxes and tax credits and reduced future liabilities? Mr.
Chairman, we all know the answer to that, because over the years
the special interests have successfully lobbied for tax subsidy after
tax subsidy, and today the tax code is this Nation's most massive
entitlement program.

The high profile issues are fod stamps and social security, and
medicare, medicaid, and AFDC as the entitlement programs. But
look at the tax subsidy program, because it provides billions and
billions of dollars in subsidies to some of this Nation's most profit-
able corporations.

Since the current administration assumed office, Congress has
made a thorough review of every direct-spending program. Truly,
drastic cuts have been made.

The President talks about cutting spending. We have done that.
We have cut a total of $389 billion that have been taken from
social programs between 1982 and 1988 fiscal years; but we have
not undertaken that same detailed and exacting review of tax sub-
sidy programs. We have cut medicaid and medicare, but we haven't
reviewed the appropriateness of hospital revenue bonds or research
and development credits for pharmaceutical companies. We have
cut employment and training programs, but we haven't thoroughly
reviewed the effectiveness of the targeted jobs credit.

We have reduced housing aid for the poor and elderly, but we
haven't paid the same attention to the interest deduction for vaca-
tion homes.

We have reduced our commitment to weatherization and to low-
income energy assistance programs, but we haven't reviewed tax
subsidies for oil and gas producers.

If we are truly serious about reducing deficits, we need to look at
more than one budget. We have the direct Federal budget, the one
that contains Federal revenues and direct expenditures; but there
is another Federal budget-an indirect budget that includes public
subsidies for a vast range of activities.
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Some items in the second Federal budget are clearly in the
public interest, and I do not challenge them. One of those is the
mortgage interest deduction for homeowners, a provision that has
enabled millions of Americans to purchase their own homes. And
over the years it has created millions of jobs in the home construc-
tion industry.

Tax subsidies that encourage retirement savings are easily defen-
sible as well, as clearly being in the public interest. If we enable
individuals to be financially independent at retirement age, we
reduce the future costs of Federal programs, and these programs
increase the savings pool, providing badly needed capital.

Mr. Chairman, I find the remotest policy justification for a
number of the other tax subsidies in the second Federal budget.
One of the least defensible of all is the half-billion dollar a year tax
subsidy for the timber industry. I note with interest that they will
be speaking today, and well they should, because I believe that
their position is an indefensible one. They may tell you that their
business isn't as good as it used to be, but that doesn't justify their
not paying any taxes on the profits that they do make.

Since 1943, the timber industry has had a tax entitlement that
permits them to treat the sale of timber as a capital gain. This
means that instead of paying a tax rate on their profits as high as
46 percent, they need pay only 28 percent. The timber industry is
one of the least taxed sectors of our economy. According to a recent
study of corporate tax rates, the paper, fiber, and wood industry
paid a 4-percent-4-percent-effective tax rate on U.S. income in
1981. A similar study conducted by the Joint Tax Committee re-
ported that the paper industry paid-What?-a negative 14.2-per-
cent rate.

The industry, in other words, receives so many tax writeoffs that
companies either received a refund on prior taxes paid or a credit
to reduce future tax bills.

I am not alone in my belief that the timber industry is not
paying its fair share. In testimony before the Senate Finance Com-
mittee, your committee, John Chapoton, the Assistant Secretary of
the Treasury, characterized timber as one of the most tax-favored
of the domestic industries. He pointed to the capital gains treat-
ment of timber, observing that profits received by manufacturers
and producers of every other product are taxed at ordinary rates,
and he pointed out that the timber industry receives a 10-percent
tax credit and rapid depreciation for reforestation expenses.

Mr. Chairman, you comtfrum Kansas and I come from Ohio.
The gentleman next to you comes from Missouri, and the gentle-
man on the other side from Lousiana. The farmers in each of those
States, when they make a profit on the products they grow, pay
their taxes at ordinary tax rates. But those who grow timber,
which is planted in the same manner as other crops, are allowed to
treat their profits as capital gains. It is deeply ironic, Mr. Chair-
man, that timber growers enjoy preferential tax treatment even
when they cut on Federal lands, a subsidy for having taken no risk
at all.

I do not believe there is any justification for continuing to subsi-
dize the timber industry, and I suggest to the committee that the
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timber tax subsidy be made a prime candidate in looking for the
$73 billion in tax revenues.

I do not mean to suggest that all of it can be found in that area,
but it is far from our only candidate. Banks and other financial in-
stitutions today enjoy a tax subsidy that will cost the American
taxpayers $4.2 billion through 1988. And as the chairman knows, I
offered an amendment to eliminate that particular item on the
floor of the Senate the other day. You urged upon me at that time
that I not press that amendment, and that these hearings were to
be held, and that the commitee intended to look into that as well
as into other matters. I do hope that you will.

I have already testified before this committee about the fact that
this Nation's largest banks paid only $53 million in taxes in 1981
on profits of $1.9 billion. That is a tax rate of 2.7 percent. Part of
that has to do with the bad-debt deduction, which is an artificial
bad-debt deduction that no other business has.

How can we defend a billion dollar annual subsidy for an indus-
try that earns billions in profits and pays so little in taxes? And
how can we do so at a time when the administration says we don't
have the money to help unemployed Americans save their homes
from foreclosure by those same subsidized banks? The bank bad-
debt deduction cannot be justified. It should be repealed.

Insurance is another of the Nation's specially favored industries.
As the result of numerous special tax prov~jions, some of which go
back as far as 1921, the six largest insurance companies were by
1981 paying an effective tax rate of only 13 percent.

In 1982, Congress repealed modified coinsurance, a practice
through which insurance companies were able to enter into insur-
ance arrangements among themselves and, in the process, treat as
nontaxable the income that would otherwise be subject to taxation.
Together with several other changes, this action will bring in ap-
proximately $4 billion in revenues by the end of this year.

It is my understanding that the committee is currently consider-
ing whether or not to extend several of the modifications made in
the 1982 bill. I hope that the committee will proceed in this area on
the presumption that insurance should be treated like any other
industry. Those who wish to depart from that principle should bear
the burden of proving that insurance industry tax subsidies are, in
fact, in the public interest.

In addition, Mr. Chairman, I wonder why it is that we are subsi-
dizing the oil industry to the tune of $28 billion through ,1988?

In recent years the major oil companies of this country have
used their profits to buy real estate and department stores, to enter
the office equipment and newspaper business, to gobble up coal,
uranium, and solar energy companies. They have taken a beating
on some of those investments, but it is the American taxpayer who
is taking the real beating by subsidizing these highly profitable
companies. And to those who believe that tax entitlements for the
oil companies should continue I say, "The responsibility is yours to
prove your point."

Finally, I do not want to let this opportunity pass, Mr. Chfir-
man, without commenting on the latest holes made by the Con-
gress in our swiss cheese of a tax code.
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Earlier this month the Senate passed the President's enterprize
zone proposal and did so without hardly a word of debate. Its costs?
To be honest, nobody really knows, but according to one Joint Tax
Committee estimate, enterprize zones could cost $17.2 billion over
the next 5 years. The bill includes a number of new supply-side tax
benefits.

A 50-percent increase in the regular investment credit for ma-
chinery and equipment; a new 10-percent tax credit for structures;
a new 10-percent tax credit for wage payments; a new 50-percent
tax credit for wages paid to economically disadvantaged individ-
uals; and the elimination of tax on long-term capital gains.

The result of all these new subsidies? A company investing in an
enterprise zone will receive more than a dollar in tax writeoffs for
each dollar in profit.

I hope that all of this will work; but, very frankly, I think that
the time has come to call a halt to the practice of throwing tax sub-
sidies around without regard to their cumulative effect on the
budget. The best thing I can say about the enterprise zone legisla-
tion is that rumors are around that it won't get through the confer-
ence committee, and, if so, the American people will say a loud
thank you.

I think it's time to take another look at the entire list of special
tax entitlements. The hidden Federal tax budget for fiscal year
1983 includes $295 billion in tax subsidies through 109 different tax
entitlement programs. There is no argument-some are worth-
while; many are not. Each should be reviewed. Each should be
judged as to the public purpose they serve. And those which are
inefficient and indefensible should be modified or repealed. -

I sympathize with the concerns expressed by the chairman and
others about the difficulties of raising $73 billion in tax revenues
mandated by the budget resolution. I believe, however, that these
funds can be raised-and raised without imposing new taxes on
working Americans.

The President has proposed new taxes as a means of reducing
the budget deficit: a 5-percent surcharge on individual and corpo-
rate income taxes-that would be most unfair.

A $5 per barrel oil excise tax, or 12 cents a gallon to the average
person. How unfair that would be.

The taxation of employer-provided health insurance above cer-
tain levels. That's not the right answer.

These proposals would raise about $150 billion through fiscal
year 1988.

Mr. Chairman, I believe these proposals are unnecessary and ir-
responsible. The job of raising the $73 billion can and should be ac-
complished by doing to the hidden Federal tax budget what has al-
ready been done to direct spending.

Mr. Chairman, I stand ready to work with the chairman and the
committee in any effort you might undertake to repeal billions of
dollars in unproductive tax subsidies.

I thank you for tolerating the length of my statement, Mr. Chair-
man.

(The prepared statement of Senator Metzenbaum follows:]
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STATEMENT OF SENATOR HOWARD M. METZENBAUM

Mr. Chairman, in a recent op-ed piece in the Washington Post, you described our
current income tax base as "resembling swiss cheese."

I differ with that description, Mr. Chairman, on the grounds that it is unfair to
the cheese. But I certainly agree with your observation in that article that "it is
simply unfair to raise tax rates when so many special tax breaks undermine the tax
base and encourage inefficient allocation of resources."

I want to suggest to the Committee today a number of areas in which we can
raise very substantial revenues in a manner that is both fair and economically effi-
cient.

The first of these, Mr. Chairman, is enactment of a minimum tax on the income
of profitable corporations.

This is by no means a new idea, nor can it by any stretch of the imagination be
described as partisan.

In presenting his fiscal year 1983 budget, President Reagan suggested enactment
of a corporate minimum tax. The intent was to ensure that 90,000 profitable compa-
nies now paying little or no Federal tax will in the future be liable at least for some
tax on their profits.

In December, 1981, Mr. Chairman, sixteen Republican Senators expressed serious
reservations about the decline in corporate tax revenues. In a letter to the Presi-
dent, they wrote "We are gravely concerned that b7 1985, as many as half of all
corporations may be paying no corporate taxes at all.'

This year, receipts from corporate income taxes will be twenty percent below last
year's level.

In 1950, corporations payed thirty one cents on every Federal tax dollar. In 1983,
only twelve cents on the dollar is derived from that source.

And the rate of taxation has also fallen.
The effective corporate tax rate fell from 50 percent in 1950 to 39 percent in 1980.

And according to the Congressional Budget Office, the effective rate will continue to
drop, reaching a new record low of 26.2 percent in 1988.

In industry after industry, the pattern is clear.
A Joint Tax Committee study reports that in 1981, the paper and wood products

industry had U.S. income of almost $1.4 billion. Yet, the industry received refunds
or tax credits of $193 million.

-Railroads had $1.7 billion in income. They received refunds and credits totaling
$129 million.

-The top crude oil producers earned nearly $1 billion in income, but paid only
$31 million in taxes, a 3.1 percent effective tax rate.

-The chemical industry earned $3.1 billion dollars, but paid only 5 percent of
that amount in taxes.

Last March, General Electric reported that it had earned $1.8 billion in 1982. Yet,
it received a tax refund of $146 million.

Why are profitable companies receiving refunds from prior years taxes and tax
credits to reduce future liabilities?

Mr. Chairman, we all know the answer to that. It is because over the years the
special interests have successfully lobbied for tax subsidy after tax subsidy. And
today the tax code is the nation s most massive entitlement program. It provides
billions and billions of dollars in subsidies to some of this nation a most profitable
corporations.

in ce the current Administration assumed office, Congress has made a thorough
review of every direct spending program. And truly drastic cuts have been made-a
total $389 billion taken from social programs between the 1982 and 1988 fiscal
years.

But we have not undertaken that same detailed and exacting review of tax sub-
sidy programs.

We have cut Medicaid and Medicare, but we haven't reviewed the appropriateness
of hospital revenue bonds or research and development credits for pharmaceutical
companies.We have cut employment and training programs,-but we haven't thoroughly re-

viewed the effectiveness of the targeted jobs credit.
We have reduced housing aid for the poor and the elderly, but we haven't paid

the same attention to the interest deduction for vacation homes.
We have reduced our commitment to weatherization and to low income energy

assistance programs, but we haven't reviewed tax subsidies for oil and gas pro-
ducers.
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If we are truly serious about reducing deficits, we need to look at more than one
budget. -

We have the direct Federal budget-the one that contains Federal revenues and
direct expenditures.

But there is another Federal budget-an indFect budget that includes public sub-
sidies for a vast range of activities.

Some items in the second Federal budget are clearly in the public interest.
One of those is the mortgage interest deduction for homeowners, a provision that

has enabled millions of Americans to purchase their own homes. And over the
years, it has created millions of jobs in the home construction industry.

Tax subsidies that encourage retirement savings are easily defensible as clearly in
the public interest. If we enable individuals to be financially independent at retire-
ment age, we reduce the future costs of Federal programs. And these proposals in-
-creas the sayings pool, providing badly-needed capital.

But, Mr. Chairman, I find the remotest public policy justification for a number of
the other tax subsidies in the second Federal budget.

One of the least defensible of all is a half billion dollars a year tax entitlement for
the timber industry.

Since 1943, the timber industry has had a tax entitlement that permits them to
treat the sale of timber as a capital gain. This means that instead of paying a tax
rate on their profits as high as 46 percent they need only pay 28 percent.

The timber industry is one of the least taxed sectors of our economy.-According to
a recent study of corporate tax rates, the paper, fiber, and wood industry paid a four
percent effective tax rate on U.S. income in 1981. A similar study conducted by the
Joint Tax Committee reported that the paper industry paid a negative 14.2 percent
rate. The industry, in other words, received so many tax write-offs that companies
either received a refund on prior taxes paid or a credit to reduce future tax bills.

I am not alone in my belief that the timber industry is not paying its fair share.
In testimony before the Senate Finance Committee, Assistant Secretary of the

Treasury John Chapoton characterized timber as "one of the most tax favored of
domestic industries." He pointed to the capital gains treatment of timber, observing
that profits received by manufacturers and producers of every other product are
taxed at ordinary -rtes. And he pointed out that the timber industry receives a 10
percent tax credit and rapid depreciation for reforestation expenses.

The farms of my state of Ohio, when they make a profit from growing corn,
wheat, or soybeans, pay their taxes at ordinary tax rates. But those who grow
timber, which is planted in-the same manner as other crops, are allowed to treat-
their profits as capital gains.

It is deeply ironic, Mr. Chairman, that timber growers enjoy preferential tax
treatment even when they cut on Federal lands-a subsidy for having taken no risk
at all.

I do not believe that there is any justification for continuing to subsidize the
timber industry. And I suggest to the Committee that the timber tax subsidy be
made a prime candidate in looking for the $73 billion in tax revenues called for in
the budget resolution.

But it is far from the only candidate.
Banks and other financial institutions today enjoy a tax subsidy that will cost the

American taxpayers $4.2 billion through 1988.
I have already testified before this Committee-About the fact that this nation's 20

largest banks paid only $53 million in taxes in 1981, on profits of $1.9 billion. That's
a tax rate of 2.7 percent.

Part of the reason for this low effective tax rate is a tax subsidy known as the
artificial bad debt deduction. Since 1951 the banks have enjoyed this special treat-
ment. No other business has it.

If other businesses have bad debts, they write them off. But under this special
entitlement, banks and other financial institutions are permitted to compute and
deduct amounts far in excess of their actual losses.

How can we defend a billion dollar annual subsidy for an industry that earns bil-
lions in profits and pays so little in taxes?

And how can we do so at a time when the Administration says we don't have the
money to help unemployed Americans save their homes from foreclosure by those
same subsidized banks?

The bank bad debt deduction cannot be justified. It should be repealed.
Insurance is another of the nation's specially-favored industries. As the-result of

numerous special tax provisions, some of which go back as far as 1921, the six larg-
est insurance companies were by 1981 paying an effective tax rate of only 13 per-
cent.
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In 1982, Congress repealed "modified coinsurance," a practice through which in-
surance companies were able to enter into insurance arrangements among them-
selves and in the process, treat as non-taxable income that would otherwise be sub-
ject to taxation. Together with several other changes, this action will bring in ap-
proximately $4 billion in revenues by the end of this year.

It is my understanding that the Committee is currently considering whether or
not to extend several of the modifications maie in the 1982 bill. I hope that the
committee will proceed in this area on the presumption that insurance should be
treated like any other industry. Those who Aish to depart from that principle
should bear the burden of proving that insurance industry tax subsidies are, in fact,
in the public interest.

In addition, Mr. Chairman, I wonder why it is that we are subidizing the oil in-
dustry to the tune of $28 billion through 1988.

In recent years, the major oil companies of this country have used their profits to
buy real estate and department stores, to enter the office equipment and newspaper
businesses, and to gobble up coal, uranium and solar energy companies.

They've taken a beating on some of these investments. But it is the American tax-
payer who has taken the real beating by subsidizing these highly profitable compa-
nies. And to those who believe that tax entitlements for the oil companies should
continue, I say "prove your point."

Finally, I do not want to let this opportunity pass, Mr. Chairman, without com-
menting on the latest holes made by the Congress in our "swiss cheese" of a tax
code.

Earlier this month the Senate passed the President's enterprise zone proposal and
did so with hardly a word of debate.

It's cost?
To be honest, nobody really knows. But according to one Joint Tax Committee es-

timate, enterprise zones could cost $17.2 billion over the next five years.
The bill includes a number of new supply-side tax benefits:
A 50 percent increase in the regular investment credit for machinery and equip-

ment;
A new 10 percent tax credit for structures.
A new 10 percent tax credit for increased wage payments;
A new 50 percent tax credit for wages paid to economically disadvantaged individ-

uals; and,
The elimination of tax on long-term capital gains.
The result of all these new subsidies? A company investing in an enterprise zone

will receive more than a dollar in tax write-offs for each dollar in profit.
I hope that all of this will work; but very frankly, I think that the time has come

to call a halt to the practice of throwing tax subsidies around without regard to
their cumulative effect on the budget.

I say that it's time to take another look at the entire list of special tax entitle-
ments.

The hidden Federal tax budget for fiscal year 1983 included $295 billion in tax
subsidies through 109 different tax entitlement programs.

Some are positive. Many are not.
Each should be reviewed. Each should W" judged as to the public purpose they

serve. And those which are inefficient, and indefensible should be modified or re-
pealed.

I sympathize with the concerns expressed by the Chairman and others about the
difficulties of raising $73 billion in tax revenues mandated by the Budget Resolu-
tion. I believe, however, that these funds can be raised-and raised without impos-
ing new taxes on working Americans.

The President has proposed new taxes as a means of reducing the budget deficit.
-- a 5 percent surcharge on individual and corporate income taxes.
-a $5 per barrel oil excise tax.
-the taxation of employer-provided health insurane above certain levels.
These proposals would raise about $150 billion through fiscal year 1988.
Mr. Chairman, I believe that these proposals are unnecessary and irresponsible.
That job can and should be accomplished by doing to thehidden Federal tax

budget what has already been done to direct spending. And I stand ready to work
with the Chairman and the Committee in any effort you might undertake to repeal
billions of dollars in unproductive tax subsidies.

The CHAIRMAN. Thank you very much, Senator Metzenbaum.
Somebody handed me last Friday's June 24 Wall Street Journal,'

where it indicates the budget deficit hit a high in May of almost

24-865 0-83---2
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$30 billion. In that story it indicates that tax refunds to corpora-
tions exceeded collections by $302 million in May, marking the
fourth negative corporate tax collection month since the start of
the fiscal year, and the corporate tax collections for the first 8
months of the year totaled $16.7 billion compared with $31.4 billion
a year earlier.

Of course a lot of that is due to the recession. Many corporations
I know of have not made any profit, so I assume that's a primary
factor for the loss; but even if you looked at the Carter budget as-
sumptions, the corporate collections would be around $70 billion,
and we are now suggesting they may be about $26 billion. So they
are much due to the recession, but they still, as you indicated, are
a rather sharp reduction.

Senator Long, do you have questions?
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. Senator Metzenbaum, you have pointed out a

number of areas where you think the tax incentives or tax benefits
are unjustified. You have also stated that there are some areas
where they are justified, and you hive suggested, for example, the
mortgage interest deduction.

I wonder if you c6uld at some point furnish us with a list of
those tax expenditures which you believe should be repealed and
an estimate as to how much we would collect in additional revenue
if we were to repeal them.

Senator METZENBAUM. I would be very happy to do so, and I
might say that I'm not alone in that approach. Mr. David Stock-
man, with whom I have oftentimes disagreed, in his testimony
before the Budget Committee made it clear about a year or two ago
that he had actually discussed the matter of some of these tax loop-
holes at the White House and had not been successful.

When I asked him to go through a list with me, he responded
that just about each of them that I was talking about had been
raised in that discussion. And in his Atlantic Monthly article he
confirms the fact that he did indeed discuss those.

I would be very pleased. We do have the list available, and I will
make the list available to you very promptly. I thank you for your
input.

[The list from Senator Metzenbaum follows:]



President's FY 83 Corporate
Minimum Tax Proposal

Artificial Bad Debt Reserve
for Financial Institutions

Eliminate Capital Gains
Treatment of Timber Income

Freeze the Estate Tax Unified
Credit and Maximum Tax Rates

Repeal Expensing of Intangible
Drilling Costs

Require Cost Depletion Instead
of Percentage Depletion for Oil
and Gas

Lengthen the Recovery Period
for Real Property to 25 Years
and Require Straight-line
Depreciation

Require Full Basis Adjustment

Governmental Lease Financing
Reform Act

Delay Indexing

Eliminate Tax-Exempt Hospital
Bonds for For-Profit Hospitals

Curb Income Averaging

15

($ Billions)

FY 84 FY 85 FY 86 Total

4.8 4.5 3.7 13.0

0.4 0.8 0.9 2.1

0.2 0.6 0.7 1.5

0.7 1.6 2.3

2.6 4.5 4.2 11.3

0.9 1.7 1.9 4.5

0.6

0.3

1.0

0.1

1.7

2.3

1.3

1.0

6.2

0.3

1.9

4.6

2.6

1.0

16.6

0.6

2.1

7.5

4.2

3.0

22.8

1.0

5.7

12.6 2S.-9 40.6 . 79.1Total
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The-CHAIRMAN. I would just say there are some who say you
shouldn't try to make a laundry list now, "you ought to go for the
big-ticket items," that there ought to be some big-ticket items out
there, if in fact we can raise the $73 billion.

My view is, before you start raising anyone's taxes we ought to
make certain that we've at least addressed some of the glaring
areas that should be addressed. That is not easy, but--

Senator METZENBAUM. Mr. Chairman, I might say to you that I
think the one that really could fly and could be justified and I
think would be hard to oppose is the minimum corporate tax, be-
cause it was in the first instance a suggestion of the President, and
it's pretty hard to defend corporations making substantial profits
and paying no taxes. It is much more difficult to say that some-
body s taxes should be raised than it is to say that somebody who is
paying no taxes ought to at least pay some tax, at whatever that
rate might be. And that would be a substantial factor if you en-
acted a minimum corporate tax.

Senator LONG. I would like to just ask about one subject, Sena-
tor. You referred to various companies as paying no taxes. I know
you mentioned oil companies as among those.

Senator METZENBAUM. No, as a matter of fact, they are not in
that category as much. I think they are paying an effective rate of
about--

Go ahead. I don't mean to interrupt you.
Senator LONG. Well, you list them among those who pay very

little tax.
Senator METZENBAUM. That's right.
Senator LONG. Can you tell me, how much are those companies

paying in windfall profits taxes this year?
Senator METZENBAUM. I cannot give you the specific number, but

I will be very happy to make it available to you. But I would say to
you that the figures I provided you with, I'm quite certain included
the effects of the windfall profits tax as well as the regular corpo-
rate income *taxes.

Senator LONG. My impression is that on the average the oil in-
dustry paid about 5 percent of gross in taxes-State, Federal, what-
ever.

Now, the oil industry in Louisiana, where I'm familiar with it,
pays about 12 percent severance tax on oil when it takes it out of
the ground. Then, in addition to that, it pays a windfall profits tax
varying from 30 percent to 70 percent, and that tax of course ap-
plies on the price above roughly $14. So the industry is paying, on
about half of that, it is paying a tax anywhere from 30 to 70 per-
cent.

Now, just to try to reach an average, I would say it must be
paying about 25 percent. I think it is safe to say it is paying about
25 percent of its gross income in windfall profits tax, and with the
12-percent severance tax that would be about 37 percent, compared
to an average of about 5 percent on net income.

Neither one of those two taxes do we call an income tax, but it's
a tax on their gross income rather than a tax on their net. That
works out to be a great deal more than industry on the average
pays.
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Now, that's not a tax they can pass on in the price of their prod-
uct. Anybody is going to pass the tax on, if he can, but that one
they can't; the price they charge is governed by the world market
price, and that's what they have to compete with.

Are you aware of the fact that half oui rigs are shut down right
now?

Senator METZENBAUM. I am aware of the fact that there is a sub.
stantial decline in demand for oil by reason of the economic condi-
tions that exist in the country. That I'm aware of. But I think that
condition will change.

And I think, Senator Long, what I'm saying is, I'm not denying
whether they pay severance taxes in Louisiana and perhaps other
kinds of taxes in other States, but the thrust of my concern is that
the tax laws of this Nation be fair and equitable. And all compa-
nies pay various kinds of taxes. The utility companies in this com-
munity pay a special kind of tax, and in other States you have
other kinds of intangible taxes.

The bottom line is, what is left after that? And how much of that
do you pay to the Federal Government in order to make this Gov-
ernment of ours run?

Somebody has to pay part of that burden. And when you don't,
you have a deficit of the kind we are talking about, $1 trillion over
the next 5 years.

With that, the money that they have will be worth so much less
because inflation is bound to return and interest rates to go up.

All I am really saying is that this committee has a tough job, but
if you bite the bullet, and once you start to move in and eliminate
some of the tax preferences that exist-and I'm not saying some
don't have some justification-then I think you will take a long
step forward in bringing about a better economic condition in this
country and also a feeling among more people in this country that
our tax laws are fair and equitable.

Senator LONG. Well, Senator, you are on the Energy Committee,
are you not? _

Senator METZENBAUM. I surely am.
Senator LONG. If you are not familiar with this fact, I urge you

to familiarize yourself with it: the price of oil has gone down; it has
gone down while Mr. Reagan has been President. I think that is
one of the principal reasons why inflation has gone down. They
might say something else, but that's the principal reason inflation
has not gone up as much as it was going up prior to that time. The
big decliningfactor has been the drop in oil prices.

In fact, I have had economists tell me that 70 percent of the in-
flation that occurred under Mr. Carter, and 70 percent of the de-
clining inflation that has occurred under President Reagan, is due
to the decline in energy prices; oil and gas, but mainly oil.

When the oil price went down-I can speak for Louisiana be-
cause we produce more per acre than any State in the Union-that
decline in the price gave all the oil companies, big and little alike,
a genuine cash flow problem.

To try to meet that problem, they did what any good business
ought to try to do, they got their costs down. That industry is not
unionized as much as most industries are-much less, in fact-and
that made it easier for them to do something that other companies
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would have had greater difficulty in doing: they laid off a tremen-
dous number of people, which means that Louisiana is one of the
higher unemployment States, because of that.

Those whom they kept they called in and said, "Now look, we
want to keep you on here, but you are going to have to take about
a 30-percent pay cut." So out of those that they kept, which were
their best, those employees had to take a big pay cut.

Of course, doing all of that, and doing what they could to cut
their transportation and materials costs, that enabled them to
reduce their costs, which helps to keep the industry going to the
extent that it is.

We've only got about half of our rigs operating, and the country
needs all that energy. We need all that oil. It helps with our bal-
ance of payments.

But I would submit to you that that industry right now is having
a difficult time of it, and you are going to run into that more and
more as you go into this natural gas bill. They are having a tough
time making it. With this additional tax you are talking about, I
don't think it could help. I don't care what you call it, it is a tax.

Senator METZENBAUM. I don't want any additional tax; I just
don't want them to have an unfair preference that other taxpayers
of the country do not enjoy. And if they do, then I think this com-
mittee should eliminate it.

Senator LONG. But, Senator, since when does a tax fail to be a
tax because it's not an income tax? Or because you call it by a dif-
ferent name?

Senator METZENBAUM. Well, I don't believe it is a tax if you're
not paying it. It's no tax if you aren't paying it. It's only a tax
when you pay it.

Senator LONG. But if I am paying the Government let's say 37
percent of my gross income, if I'm paying that without knowing
whether I will have a profit or not, if I am paying 37 percent and
the average tax paid in manufacturing is 5 percent, can you fairly
call me a "favored taxpayer"?

Senator METZENBAUM. Well, I think it becomes a question of
whether you are paying 37 percent in Federal income taxes or
whether you are talking about 37 percent in all of your taxes, in-
cluding the severance taxes and the State taxes. You've got to com-
pare apples with apples.

I would say to you that if you can prove to your fellow Senators
on this committee that the oil industry pays a 37-percent tax and
the rest of corporate America pays 26.9, my guess is they will have
difficulty in changing the law. I think you may have some difficul-
ty in proving that point.

Senator LONG. Well, let me just tell you, Senator, if I'm not right
about this, why, I would be pleased for you to show me I'm wrong.

One of the reasons that the industry pays less in income tax is
because it pays so much more in other taxes.

Senator MEMZENBAUM. But also it is a fact that it has the deple-
tion allowance, it has the foreign tax credit, it has the ACRS ad-
vantages, and the intangible writeoffs that other corporations don't
have. So it does have a number of preferential treatments that
have been put in the law.
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All I am saying is: Make the tax laws fair and equitable. That's
the only premise on which I stand, and I think you would have to
agree, Senator, that that's a pretty hard position to challenge. All
I'm saying is make them fair and equitable.

Senator LONG. Well, please understand what I'm saying: First,
this is a depressed industry today. Second, it is an industry that we
need very much because we need the energy. We need it for our
security. We need it for our own people as well as for a serious
emergency. Third, the industry pays a huge amount of taxes that
other industries are not paying.

Senator MEMZENBAUM. It pays no tax on its losses. If it's de-
pressed and not making money, there are no income taxes on that.

Senator LONG. When you pay a huge tax on your gross income,
and then people give you no credit for it, it seems to me that at a
minimum you have a right to ask that you take a look at that.

Senator METZENBAUM. I don't think the question is a tax on
gross. I used to be in a business where I paid as high as 99 percent
of my gross receipts as my rent and still wound up making a profit.
To me the only question was could I make a profit. And I think the
only question here is what's fair and equitable, and not whether it
is a high percentage of the gross.

I'm afraid that the chairman is looking at me and saying, "I'd
like to get rid of you, sir."

The CHAIRMAN. No; I'm just looking at the witness list here.
Senator METZENBAUM. Whatever you say, sir. -

Senator LONG. Well, let's just assume, Senator, that out of $100
of income you take $50 of it in taxes. Then you proceed to say that
on the $50 that's left I'm only paying a tax Qf 2 percent; but in
both cases you were taxing income. In one case you are taxing
gross and in the other case you are taxing net. What have you got
left after taxes?

When you think in terms of how much someone is paying it just
seems to me you ought to look at the entire amount he is paying
on his income rather than at the final tax you hit him with.

Thank you, Senator Metzenbaum.
Senator MErZENBAUM. Thank you very much for your patience.
The CHAIRMAN. Thank you very much, Senator Metzenbaum.
For our next witness we are pleased to have Dr. Rivlin, Director

of the CBO--Congressional Budget Office.
Dr. Rivlin, you have been a frequent visitor to our committee.

We have always appreciated your testimony, and we would be
pleased to hear you now. We didn't give you much notice either.
We appreciate that. Your entire statement will be part of the
record. Thank you.

STATEMENT OF DR. ALICE M. RIVLIN, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, D.C.

Dr. RivmN. Thank you very much, Mr. Chairman.
I am very pleased to be here. You have a hard problem and I

think a very important one. The threat of Federal deficits over the
next several years is an exceedingly serious one. If spending and
taxing policies are not changed in accordance with the budget reso-
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lution or some other way, deficits will mount in the future even as
the economy improves.

Nobody likes to raise taxes, but nobody likes deficits either, and
at the moment the deficits seem a worse threat to the continuation
of the recovery now underway than the pain caused by some reve-
nue increase and some spending cut. The resolution calls for both,
and I think it is clear that not all of the deficit gap can be closed
on either side; it is going to take some spending cut, which will be
painful, and some revenue increase, which will also be painful.

But as has been stated earlier, in part this difficult situation cre-
ates an opportunity. It creates an opportunity to improve the tax
system, to make it more fair, and to structure it so that it exerts
less drag on the economy.

I know that you are considering some major proposals for re-
structuring the tax system, perhaps moving more toward consumer
taxation; but those major proposals will take time, and the problem
of the moment is to close the deficit gap and to raise some revenue
in the near term.

So the options before you would seem to be, in addition to some
restructuring for the future, how to raise revenues in a less drastic
way.

One set of possibilities includes shifting to consumer taxation as
in excise taxes or increased energy taxes, some of which, despite
the difficulties for the energy industry, might have other benefits,
such as increasing the incentive to conserve.

Or, alternatively, one could broaden the base of the income tax
itself, moving along the line that this committee did last year in
TEFRA but going toward further base broadening, which might
have the benefits of making the system fairer in the process.

We have suggested a few of those -points in this testimony, and
let me pick up on page 8 with some of the specifics:

POSSIBLE BASE-BROADENING OPTIONS

The Congress could also raise additional revenues by eliminating
or reducing several tax expenditure provisions. This base-broaden-
ing approach was used last summer in TEFRA. Broadening the tax
base in this way can make the economy more efficient, by reducing
the Federal Government's role in determining the allocation of re-
sources and increasing the influence of the free market. It can also
make the tax system more fair by treating incomes from different
sources more alike. Below is a list of possible options for base
broadening; a much more extensive list can be found in CBO's Feb-
ruary 1983 report on reducing the deficit.

One possibility is repeal of the percentage depletion allowance
for oil and gas. Independent oil and gas producers are allowed to
use percentage depletion instead of cost depletion to recover the
costs of discovery and development of oil and gas wells. Eliminat-
ing percentage depletion would increase Federal revenues by $0.9
billion in fiscal year 1984 and by about $4.5 billion for the fiscal
years 1984 through 1986. [These are all detailed in table 2 of Dr.
Rivlin's prepared statement.] The provision was intended to en-
courage domestic energy production by relatively small-scale pro-
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ducers, but the sharp rise in oil and gas prices in recent years may
provide sufficient incentive to potential producers.

Another possibility is repealing the expensing of intangible drill-
ing costs for oil and gas. Taxpayers engaged in oil and gas drilling
may deduct the amount they spend on intangible drilling costs in
the year the expenditure is made, instead of amortizing the
amount over the life of the well. While TEFRA cut back this provi-
sion somewhat, repealing expensing entirely would increase Feder-
al revenues by $2.6 billion in fiscal year 1984 and by about $11 bil-
lion in fiscal years 1984 through 1986. Proponents of tax incentives
available to the industry provide sufficient encouragement; oppo-
nents want to retain the provision in order to help promote a more-
independent national energy supply.

Another possibility is to limit the consumer and mortgage inter-
est deductions to $10,000 per taxpayer. Limiting all consumer and
mortgage interest deductions to $10,000, paralleling the limit on in-
vestment interest deductions, would affect 1 percent of all taxpay-
ers and would raise about $0.6 billion in fiscal year 1984 and about
$4 billion in fiscal years 1984 through 1986. The proposal would
limit deductions of all interest payments on home mortgages, auto
loans, installment purchases, credit card carryovers, and other con-
sumption borrowing.

One could lengthen the building depreciation period to 20 years.
Since the enactment of ERTA, both new and newly purchased
buildings can be depreciated over 15 years, using the 175 percent
declining balance method. Lengthening the tax life for structures
from 15 to 20 years would raise $0.4 billion in fiscal year 1984 and
about $6 billion in fiscal years 1984 through 1986. While a longer
period might introduce some distortion of investment allocation, it
would more closely approximate the structure's useful life.

Repealing the net interest exclusion. A tax exclusion of up to
$450 of net interest income will be available to individuals starting
in 1985; up to $900 for joint returns. Repeal of the exclusion would
raise about $4 billion in fiscal years 1985 and 1986. The provision
was enacted to reduce taxes on savings, but savings could also be
encouraged-at a further revenue gain-by restricting existing tax
incentives for consumer borrowing.

One could require full basis adjustment for the investment tax
credit. To reduce the overlap of benefits from accelerated depreci-
ation and the investment tax credit, in TEFRA, the Congress limit-
ed the depreciable basis of an asset to its price minus 50 percent of
the eligible investment credit. A full basis adjustment would re-
strict depreciation to a firm's net cost of the asset-90 percent in
the case of the regular investment credit. If applied to investments
in machinery and equipment, this proposal would increase Federal
revenues by $0.3 billion in fiscal year 1984 and by about $4 billion
over the 1984-86 period.

One could tax nonstatutory fringe benefits. If the Congress per-
mitted the Internal Revenue Service to issue regulations governing
the taxation of most fringe benefits, including, for example, private
use of a company car, reduced price meals, and discounts on em-
ployers' products, the revenue gain would be about $0.6 billion in
fiscal 1984 and $3 billion over the 1984-86 period. The present ex-
emption encourages employees to bargain for nonwage forms of
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compensation. This shrinks the tax base and misallocates re-
sources. Taxing certain fringe benefits, however, could be compli-
cated and costly.

Along the same lines, one could tax some employer-paid health
insurance. Employees do not pay income tax or payroll tax on
income received in the form of employer-paid health coverage. One
proposal to limit the present exclusion treats amounts exceeding
$160 a month for families and $65 a month for individuals as tax-
able income. This would increase income tax revenues by $2.7 bil-
lion in 1984 and by about $14 billion in the fiscal years 1984
through 1986. It would increase payroll tax revenues, also, by $0.8
billion in fiscal 1984 and by about $4 billion in -fiscal years 1984
through 1986. Many observers feel that the exclusion encourages
overuse of health care services, thereby driving up health care
costs.

The final example would be the elimination of the deductibility
of State and local sales taxes. Eliminating the itemized deduction
for State and local sales taxes would increase Federal revenues by
$0.9 billion in fiscal year 1984 and by about $13 billion in fiscal
years 1984 through 1986. While sales taxes reduce taxpayers' net
income, they are the kind of small, uniform, and predictable ex-
pense that is implicitly taken into account when the zero-bracket
amount, personal exemptions, and general tax rates are estab-
lished.

In conclusion, Mr. Chairman, there are a lot of possibilities-
none of them without objections, but we offer a few in the hope of
finding a solution of this very difficult problem.

[The prepared statement of Dr. Alice M. Rivlin and her answers
to Senator Dole's questions follow:]

STATEMENT BY ALICE M. RIVLIN, DIRECTOR, CONGRESSIONAL BUDGr OFFICE

Mr. Chairman, I am pleased to have this opportunity to appear before the Com-
mittee as you consider the extremely important task of reducing the budget deficits
now looming ahead. The First Concurrent Budget Resolution for F-ca Year 1984
(H. Con. Res. 91), passed on June 23, calls for substantialtax increases and expendi-
ture cuts during the next three years. In particular, the resolution specifies revenue
increases of $12 billion in fiscal year 1984, $15 billion in 1985, and $46 billion in
1986. In the absence of revenue increases, deficits are-projected to remain in the
$180 billion to $200 billion range.

There are many ways of raising revenues in response to deficit-reduction needs of
this dimension: across-the-board tax rate increases, increases in excise taxes, a con-
tinuation of the base-broadening approach exemplified by last year's Tax Equity and
Fiscal Responsibility Tax Act (TEFRA), or a combination of these approaches.

I will first mention major changes for raising revenues that could provide a sig-
nificant portion of the tax increases sought and then I will discuss excise tax in-
creases and tax changes that would broaden the individual and corporation income
tax bases, resulting in increases that could be combined to raise the revenues
sought.

ACROSS-THE-BOARD TAX RATE INCREASES

Discussion is proceeding in this Committee and elsewhere about a basic restruc-
turing of the tax system. Particular changes under discussion include a substantial
broadenin* of the individual income tax base combined with a general lowering and
reduction in the range of rates applied to this base; integration of the corporate and
individual income taxes; and a partial or complete replacement of our present
income tax system with a consumption tax or value-added tax. However, fundamen-
tal restructuring takes time. The question at hand is how best to respond to the
consensus expressed in the budget resolution that revenues should be raised sub-
stantially over the next three years.
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CAPPING THE INCOME TAX REDUCTIONS

Since the third round of the individual income tax rate reductions is scheduled to
be carried out by changes in withholding rates beginning this Friday, the scope of
possible revenue increases from altering these changes is greatly reduced. For exam-
ple, a cap on this rate reduction of $720 dollars per return would raise between $6
billion and $8 billion per year over the 1984-1986 period.

CONTINGENCY TAXES

As part of its budget plan for fiscal year 1983, the Administration has proposed a
5 percent individual income tax surcharge and a $5 per barrel oil excise tax, to go
into effect in 1986 for three years if, by 1985, certain specified conditions are met.
CBO estimates that these temporary taxes would raise almost $40 billion in 1986,
about half from the income tax surcharges and half from the oil excise tax. Part or
all of these increases could be moved forward to reduce deficits sooner.

DELAY OF INDEXING

An automatic rise (indexation) in the zero bracket amount, personal exemption,
and tax rate brackets, provided in the Economic Recovery Tax Act of 1981 (ERTA),
is scheduled to go into effect in calendar year 1985. The rescinding of indexing or its
delay beyond 1986 would increase revenues by about $6 billion in 1985 and $17 bil-
lion in 1986.

Indexing has considerable appeal as a device to prevent the unlegislated in-
creases in real individual income tax liabilities that result solely from the effects of
inflation on the tax system (commonly called "bracket creep"). If the federal govern-
ment is consdered likely to be short of tax revenues in 1985 and thereafter, howev-
er, the revenue gain from repealing indexing might seem desirable both in its
timing and its sensitivity to economic conditions.

A possible drawback to the repeal or postponement of indexing is that it would
have different effects on taxpayers at the low and high ends of the income spec-
trum. Compared with indexation of the exemptions and the tax rate brackets, the
three-year tax rate cuts under ERTA were more generous to upper-income taxpay-
ers and less generous to those with lower incomes. If indexing was repealed, one
might argue that taxpayers with lower incomes would continue to be less than fully
compensated for the bracket creep caused by inflation since the late 1970s.

Indexing can also be justified as a way of continuing the pressure for discipline in
federal spending and tax policy. It assures that real individual income tax revenues
increase at roughly the rate of growth in real incomes, thus requiring that spending
increases be similarly limited if future deficits are not to increase. It also limits the
opportunities for increases in tax expenditures and other special-purpose tax provi-
sions, and imposes pressure to reduce those that now exist.

EXCISE TAX INCREASES

Federal revenues could also be increased through selective changes in excise
taxes, or through the enactment of new excises. New or increased excise taxes
would put the burden of narrowing the deficit on consumption, rather than work or
saving; this would tend to reinforce our long-term push toward more rapid growth
of output and productivity. On the other hand, increased exise tax collections
cannot be so finely targeted on taxpayer groups according to their ability to pay,
and so the perceived fairness of the tax system might suffer.

New or increased excise taxes on energy are high on some lists of suggested reve-
nue raisers. Increasing the price of energy to consumers would encourage conserva-
tion. Improvements in the energy efficiency of our capital stock, and continued in-
vestments in home insulation and more fuel-efficient appliances and autos would
pay dividends for years to come, as well as reduce our nation's long-run vulnerabil-
ity to a sudden interruption of fuel imports. The current lower-than-expected energy
prices may provide an environment in which increases in energy taxes might be
more tolerable.

Possible new taxes on energy would include an oil import fee, a windfall profit tax
on decontrolled natural gas, and a general energy excise tax (see Table 1). An oil
import fee would increase directly the cost of imported oil, thereby conferring a rel-
ative advantage on competing sources of ene g-including domestic oil, gas, and
coal. Domestic energy production and prices and the profits of domestic energy pro-
ducers would increase, while foreign suppliers would likely have to absorb part of
the tax to compete. The increased cost of energy would add somewhat to inflation
and unemployment. Each $1 per barrel of import fee would raise about $2 billion
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per year in revenues, both directly and through higher windfall profit taxes, but the
-reduced employment and increased inflation would cost the federal government
about 25 percent as much in increased outlays and reduced revenues from other
taxes.

Price controls on natural gas are widely held to have caused shortages and misal-
locations. Immediate and full decontrol of natural gas would go a long way toward
eliminating those inefficiencies, but it would also result in windfalls for the owners
of supplies of low-cost gas. Those windfall profits could be taxed in the same fashion
as under the oil windfall profit tax. Such a tax could raise from $2 billion to $5
billion in 1984, but if the tax was limited only to the profits from the acceleration of
decontrol before the scheduled limited decontrol on January 1, 1985, revenues would
drop sharply after the after the first year. An alternative would be a simple excise
tax on natural gas; such a tax would raise about $1 billion per year for every 10
cents on each 1,000 cubic feet. Such a tax would discourage the use of natural gas,
however, which might or might not be in keeping with national energy policy, and
it would also burden homeowners hard hit by raising heating bills.

TABLE I.-ESTIMATED REVENUE GAINS FROM NEW OR INCREASED EXCISE TAXES
[y fiscal year, in billions of doars] .

Options 1984 1985 1986 Cmula 3-year increase

Impose oil import fee ($2 per barrel) ..................................................... 3 4 4 12
impose broad-based tax on domestic energy (5 percent of value) ......... 11 17 19 47
Impose tax on domestic and imported oil ($2 per barrel) ...................... 6 9 9 23
Impose excise tax on natural gas (30 cents per l,O00 cubic feet) ....... 2 3 3 8
Increase gasoline excise tax (5 cents per gallon) .................................. 3 4 4 11
Extend doubling of cigarette excise tax beyond 1985 1 ' ...................................................................... 2 2
Continue 3 percent excise tax on telephone service b beyond 1985 , 3 ................................................ 1
Double excise taxes on alcohol 4 ......................................................... 2 4 4 10

'The revenue effects are net of income tax offsets. Excise tax increases lower income tax revenues because they can be deductible business
.and because, unless monetary policy is fuly accommodating, they lower taxable incomes throughout the economy. Taking both of these

into account, and assuming an economy-wide marginal tax rate of 25 percent, resuhs In a net revenue effect that is 75- percent of the
gross effect

'The doubling of the cigarette excise tax expires Oct 1, 1985, under current law. The extension beyond 1985 assumes no break in tax
colection.

The telephone excise terminates Dec. 31, 1985, uader current law.
The effective date is Jan. 1, 1984.

Sources: Congressional Budget Office, "Reducing the Defait Spendng and Revepue Options" (February 1983), pp. 253 and 258.
Note-Details may sot add to toUts because of running

A general tax on all energy sources could be formulated in several ways; it could
be a tax on each unit of production (tons of coal, barrels of oil, cubic feet of gas), or
on the value or price of the energy produced (ad valorem tax), or on the heat con-
tent of the fuel (generally measured in British thermal units, or Btu). A 5 percent.
of-value tax on all U.S. energy consumption would raise $1-5 billion to $20 billion per
year in revenues.

An existing energy excise tax that could be increased is that on gasoline. Each
one-cent increase in the federal excise tax on gasoline raises about $1.1 billion in
revenues, though offsetting income tax reductions would reduce the net revenue in-
crease by about 25 percent. While the gasoline excise tax increase would be adminis-
tratively easier than creating a new tax, it would repeat the increased burden of the
recent increase and impinge somewhat on a revenue source heavily used by the
states. It would also have differing regional impacts.

Other excise taxes could also be increased. The Tax Equity and Fiscal Responsibil-
ity Act increased the 8-cents-per-pack tax on cigarettes to 1 cents per pack through
September 30, 1985; extending that increase would yield revenues of about $1.7 bil-
lion per year. The 16-cents-per-pack tax represents about 18 percent of the current
cost per pack, still less than the 37 percent of the cost per pack that the 8 cent
excise represented in 1951 when it was last raised prior to TEFRA.

The TEFRA increase in the telephone service excise tax from 1 to 3 percent for
calendar years 1983-1985 could be extended. The revenue yield would be $2 billion
to $3 billion per fiscal year.

Federal excise taxes on alcohol have not fieen increased since 1951. Doubling
those excises would follow the pattern of the tobacco excises set in TEFRA. Distilled
spirits are currently taxed at $10.50 per gallon; doubling that tax would raise about
$2.7 billion per year. Doubling the excises on beer and wine combined would raise
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about $1.3 billion per year. At present, beer and wine are both taxed significantly
more lightly than distilled spirits as a percentage of retail price, so differential
treatment might be called for.

POSSIBLE BASE-BROADENING OPTIONS

The Congress could also raise revenues by eliminating or reducing several tax ex-
penditure provisions. This base-broadening approach was used last summer in
TEFRA. Broadening the tax base in this way can make the economy more efficient,
by reducing the federal government's role in determining the allocation of resources
and increasing the influence of the free market. It can also make the tax system
more fair, by treating incomes form different sources more alike. Below is a list of
possible options for base-broadening; a much more extensive list can be found in
CBO's February 1983 report on reducing the deficit.

Repeal Percentage Depletion Allowance for Oil and Gas. Independent oil and gas
producers are allowed to use percentage depletion instead of cost depletion to recov-
er the costs of discovery and development of oil and gas wells. Eliminating percent-
age depletion would increase federal revenues by $0.9 billion in fiscal year 1984 and
by about $4.5 billion in fiscal years 1984-1986 (see Table 2). The provision was in-
tended to encourage domestic energy production by relatively small-scale producers,
but the sharp rises in oil and gas prices in recent years may provide sufficient in-
centive to potential producers.

Repeal Expensing of Intangible Drilling Costs for Oil and Gas. Taxpayers engaged
in oil and gas drilling may deduct the amount they spend on intangible drilling
costs in the year the expnditure is made, instead of amortizing the amount over
the life of the well. While TEFRA cut back this provision somewhat, repealing ex-
pensing entirely would increase federal revenues by $2.6 billion in fiscal year 1984
and by about $11 billion in fiscal years 1984-1986. Proponents of repeal argue that
high oil and gas prices as we!l as the other tax incentives available to the industry
provide sufficient encouragement; opponents want to retain the provision in order
to help promote a more independent national energy supply.

TABLE 2.-ESTIMATED REVENUE GAINS FROM BROADENING THE TAX BASE
[By fiscal year, in turons of donam]

Options 1984 1985 1986 ComLtive 3-
year cease

Repeal percentage depletion allowance for oil and gas ............................ 1 2 2 4
Repeal expensing of intangible drilling costs for oil and gas ................... 3 4 4 11
Limit nonbusiness, noninvestment interest deductions to $10,000 .......... 1 2 2 4
Lengthen the building depreciation period to 20 years ............................ (') 2 4 6
Repeal net interest exclusion ........................................................................................... 1 3 4
Require full basis adjustment for the investment tax credit .................... (1) 1 2 4
Tax nonstatutory fringe benefits .............................................................. 1 1 1 3
Limit charitable deductions for nonitemizers to $100 ...................................................... 0 2 2
Tax sonr employer-paid health insurance.

Income tax ...................................................................................... 3 5 6 14
Payroll tax ...................................................................................... 1 1 2 4

Freeze estate and gift credit at exemption equivalent of $275,000 ................................ 1 1 2
Eliminate deductibility of State and local sales taxes ............... 1 6 6 13

' Less tha $0.5 bifl.
Socen: Coqwgaa Butel Office, "Reduing the Oeficit Speding and Revenue Options" (Febnay 1983), pp. 250-51.
Note,-Detaits may not amkl to totals because of rounding

Limit Consumer and Mortgage Interest Deductions to $10,000. Limiting all con-
sumer and Lxortgage interest deductions to $10,000, paralleling the limit on invest-
ment interest deductions, would affect one percent of all taxpayers and would raise
$0.6 billion in fiscal year 1984 and about $4 billion in fiscal years 1984-1986. The
proposal would limit deductions of all interest payments on home mortgages, auto
.arts, installment purchases, credit card carryovers, and other consumption borrow-
ntengthen the Building Depreciation Period to 20 Years. Since the enactment of

ERTA, both new and newly purchased buildings can be depreciated over 15 years
using the 175 percent declining balance method. Lengthening the tax life for struc-
tures from 15 to 20 years would raise $0.4 billion in fiscal year 1984 and about $6
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billion in fiscal years 1984-1986. While a longer period might introduce some distor-
tion of investment allocation, it would more closely approximate a structure's useful
life.

Repeal Net Interest Exclusion. A tax exclusion of up to $450 of net interest income
will be available to individuals starting in 1985 (up to $900 for joint returns). Repeal
of the exclusion would raise about $4 billion in fiscal years 1985-1986. The provision
was enacted to reduce taxes on savings, but saving could also be encouraged-at a
further revenue gain-by restricting existing tax incentives for consumer borrow-
ing.

Require Full Basis Adjustment for the Investment Tax Credit. To reduce the over-
lap of benefits from accelerated depreciation and the-investment tax credit, in
TEFRA, the Congress limited the depreciable basis of an asset to its price minus 50
percent of the eligible investment credit. A full basis adjustment would restrict de-
preciation to a firm's net cost of the asset-90 percent in the case of the regular
investment credit. If applied to investments in machinery and equipment, this pro-
posal would increase federal revenues by $0.3 billion in fiscal year 1984 and by
about $4 billion in fiscal years 1984-1986.

Tax Nonstatutory Fringe Benefits. If the Congress permitted the Internal Revenue
Service to issue regulations governing the taxation of most fringe benefits (includ-
ing, for example, private use of a company car, reduced-price meals, and discounts
on employers' products), the revenue gain would be $0.6 billion in fiscal year 1984
and about $3 billion in fiscal years 1984-1986. The present exemption encourages
employees to bargain for nonwage forms of compensation; this shrinks the tax base
and misallocates resources. Taxing certain fringe benefits, however, could be compli-
cated and costly.

Tax Some Employer-Paid Health Insurance. Employees do not pay income taxes or
payroll taxes on income received in the form of employer-paid health care coverage.
One proposal to limit the present exclusion treats amounts exceeding $160 a month
for families and $65 a month for individuals as taxable income. This would increase
income tax revenues by $2.7 billion in fiscal year 1984 and by about $14 billion in
fiscal years 1984-1986; it would increase payroll tax revenues by $0.8 billion in fiscal
1984 and by about $4 billion in fiscal years 1984-1986. Many observers feel that the
exclusion encourages overuse of health care services, thereby driving up health care
costs.

Eliminate Deductibility of State and Local Sales Taxes. Eliminating the itemized
deduction for state and local sales taxes would increase federal revenues by $0.9 bil-
lion in fiscal year 1984 and by about $13 billion in fiscal years 1984-1986. While sale
taxes reduce taxpayers' net income, they are the kind of small, uniform, and pre-
dictable expense that is implicitly taken into account when the zero bracket
amount, personal exemptions, and general tax rates are established.
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CONGRESSIONAL BUDGET OFFICE Ake 11Le~u~cowoausmmtr f u t

WASHNOTON D.C. 30615

Honorable Robert J. Dole
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

Enclosed are my responses to your written questions on tax expenditures,
contained in your letter of June 29, 1993, in reference to my testimony of June 28
before the Senate Finance Committee.

1 hope that these answers are helpful in your deliberations. Please contact
me if I can be of any further assistance.

Sincerely,

Alice M. Rivlin
Director

1. We have already had hearings on the Administration's proposal to cap the ex-
clusion for employer-provided medical expenses.

CBO has also listed this idea as a revenue raiser. Do you have an opinion on the
level at which the exclusion should be capped?

If the exclusion for employer-provided medical expenses is to be capped, choosing
a level must reflect a tradeoff between competing objectives. A lower level would
leidc to a larger revenue gain and a greater impact on the medical care system. On
the other hand, lower levels mean higher additional tax payments by individuals.

Some have suggested setting the cap at the cost of an "efficient" medical care
plan. This is not possible, however, because there is no consensus on thestructure of
such a plan, and the premium for any standard health insurance policy varies sub-
stantially from one part of the country to another.

2. There is no cap on the exclusion for employer-provided dependent care. Pre-
sumably this could mean that the cost of a live-in "Nanny" could be paid entirely
with pre-tax dollars if an employer offered this statutory fringe benefit. Should we
consider a cap on the exclusion for dependent care?

The exclusion for employer-provided dependent care is analogous to the child and
dependent care tax credit, which has a cap. The rationale for the cap is that child
and dependent care can be expanded beyond a basic level virtually without limit as
a form of consumption; one could imagine sending a child to an expensive tennis
camp that peforms the function of child care during the parents' work day, for ex-
ample. Allowing the credit without limit would subsidize such consumption above
and beyond basic but perfectly satisfactory dependent care.

The exclusion for employer-provided dependent care should in principle have a
cap for exactly the same reason; in your example, the live-in "Nanny" could go well
beyond day care, even to in effect one-on-one private education. Tax subsidization of
such -activities would probably violate widely-held standards of fairness, and also
induce misallocations of resources.

The only argument against such a cap is that it could become extremely compli-
cated. Most employer-provided dependent care, at least according to anecdotal evi-
dence, is supplied in dedicated space within the building or building complex where
the parent works. This means that the cost of providing that dependent care really



28

includes an implicit space rent, the cost of light, heat, and cooling, and a share of
any other fixed costs associated with operating the building or buildings. In most
instances such costs are small and could be ignored, but ignoring them does leave
an avenue for abuse through an extravagant physical plant. The dependent care ex-
pense that most people would think of first would be the wages of the dependent
care provider, and a cap would have to cover all labor inputs to the dependent care
process to prevent abuse; it would be necessary, as an example, to include under the
cap the cost of workers who spend only part of their time providing dependent care.

Of course, these safeguards would make little difference in the vast majority of
instances; most employer-provided day care is a basic product. If the purpose of a
cap is to prevent abuse as well as to raise revenue, however, there must be some
regard for the potential for circumventing the cap to perpetuate abuse.

How about an overall cap on statutory fringe benefits?
An overall cap on statutory fringe benefits would perform three useful functions:

it would limit the allocationally distorting incentive to divert employee compensa-
tion into nontaxable forms; it would permit more equitable treatment of taxpayers
with generous fringe benefits and those without; and it would raise revenue.

The precise distribution of statutory fringe benefits among taxpayers is not
known, and so the revenue implications of any particular overall cap could only be
estimated. (The Joint Committee on Taxation has already prepared some estimates.)
In general, however, a cap could be set at a high level to establish a precedent with-
out impinging on many taxpayers or raising much revenue; or it could be set lower
to play an immediate and significant role in a revenue-raising program. The cap
could be set as a fraction of cash compensation, though an additional dollar cap
could be added to prevent the permissible level of tax-free fringe compensation from
growing beyond some point as taxable cash compensation grows.

The major complications with the cap would be defining income and coordinating
with existing caps. The actual income to a taxpayer under a pension plan would be
difficult to determine. A taxpayer who is not yet vested under his company's plan
arguably receives no income at all even though his company might make a contribu-
tion on his behalf. The contribution for a vested employee may or may not equal the
employee's true accrual of pension rights, depending on whether the plan is fully
funded. Pension rights also depend on the plan's provisions for a worker's survivors
in the event of his or her premature death, which is, of course, a hypothetical cir-
cumstance. Other questions might be raised with respect to valuation of health or
life insurance contributions.

Further, there are already caps on two statutory fringe benefits: employer premi-
ums on employee life insurance are tax-exempt to the employee only to the extent
of $50,000 of coverage; and pension contributions are tax-exempt only if they meet
nondiscrimination requirements, and then only up to a maximum limit for top-
heavy plans. Any formula for an overall cap would have to coordinate with these
individual limitations. A question might arise if a particular employee had less than
the overall maximum for the tax-free fringe benefits, but had reached the cap for
life insurance or pension contributions and wanted more of that item. Another
knotty problem might conceivably arise if a taxpayer's pension limit under a gener-
ous but nondiscriminatory formula exceeded his overall limit.

3. The CBO Spending and Revenue Options report suggests placing an overall
limit on itemized deductions and credits.

Could you tell us what itemized deductions would be most affected at various
income levels?

Historical data suggest that the itemizers with the lowest incomes make the heav-
iest relative use of medical deductions. As incomes increase, interest and state and
local tax deductions become more prominent; these deductions are predominant
among middle-income homeowners. At higher income levels, charitable contribu-
tions become relatively important.

Of course, the published historical data provide only total itemized deductions for
erch income group, which are, in a sense, averages. An individual taxpayer with
la'ge itemized deductions in any one year might have an extraordinary medical ex-
penbo, a large mortgage, a large contribution, or any other large item.

4. Yvu also include a limitation on nonbusiness, noninvestment interest deduc-
tions to $10,000.

Would such a limit, in your opinion, have an adverse impact on economic recov-
ery?

A $10,000 limitation on nonbusiness, noninvestment interest deductions would
affect only about 1 percent of taxpayers and would raise only $4.4 billion through
fiscal 1986 (if effective on January 1, 1984). It is unlikely that a step of such limited
magnitude would have any measurable fiscal effect on the economic recovery; nor
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would it by itself nearly meet the revenue targets in the first concurrent budget
resolution. If such a limitation was part of a deficit reduction program, however, it
could prolong the recovery by reducing the pressures on monetary policy and on in-
terest rates, though it would also reduce the net fiscal stimulus embodied in the cur-
rent federal budget deficit.

5. CBO has listed repeal of the net interest exclusion as a potential revenue
raiser. Wouldn't repeal add to the consumption bias of the Internal Revenue Code?

Considered in isolation, repeal of the net interest exclusion would increase the
consumption bias of the Internal Revenue Code-that is, repeal would decrease both
the after-tax reward to lending and the after-tax cost of borrowing. Repeal is some-
times suggested as a revenue raiser, however, because it is arguable whether the
limited impact of the provision on net saving would be worth its revenue cost, and
because other provisions in the law and potential alternatives make the need for the
exclusion uncertain.

The net interest exclusion might have a very limited effect on net saving. It a
plies only to interest income, while saving can also take forms that yield dividend
or rent or capital gains; there is at least some question whether a subsidy limited
only to interest is appropriate. The design of the exclusion also makes it a windfall
rather than a marginal incentive for the taxpayers who do most of the nation's
saving. Home mortgage interest expense does not count against the exclusion; if the
concern is the overall consumption bias of the tax code, then this feature of the ex-
clusion, which encourages borrowing by the vast majority of marginally affected
taxpayers, is certainly questionable.

Further, the need for the net interest exclusion might seem far less pressing in
light of other actual or potential features of the tax law. Any reduction of marginal
tax rates decreases the tax burden on interest income and the tax subsidy for inter-
est expense, and the recent 23 percent across-the-board reduction of marginal rates
was a significant step in that direction. Finally, repeal of the tax deductibility of
some or all interest on consumer borrowing in combination with repeal of the net
interest exclusion would also encourage net saving and would raise revenue rather
than lose revenue.

Is there sufficient revenue involved to put much pressure on raising tax rates?
Repeal of the net interest exclusion (which takes effect on January 1, 1985) would

raise $1.1 billion in fiscal 1986. Obviously, this step could not by itself fulfill the
requirements of the first concurrent resolution or significantly narrow the budget
deficit. Like every other item in the Reducing the Deficit list, it is a potential part
of a deficit-reduction program rather than a program in itself.

6. CBO has also suggested that we might want to consider elimination of the
income averaging provisions. What would be the rationale for this?

What would be your view on limiting averaging to 2 years, for example, rather
than repeal?

The rationale for repeal of income averaging is that the benefits of the existing
provision go to a great extent to other than the intended beneficiaries. Income aver-
aging was designed to cushion thi tax burden exacted by a progressive rate struc-
ture on episodic incomes that sometimes reward lengthy periods of labor-such as
might be received by an author or an inventor, or by an entrepreneur who built up
a business over a period of years. Continuing inflation, however, has enabled up-
wardly mobile wage and salary workers to routinely qualify for income averaging,
even though their incomes might show a uniform increase rather than fluctuation.

Repealing income averaging would end the unintended benefit to those with pre-
dictable but growing incomes, but it would also end the intended benefit to those
with unpredictable and fluctuating incomes. Limiting the averaging period to 2
years would be a compromise solution, though it may restrict the intended benefits
more than the alternative mentioned in CBO's Reducing the Deficit-requiring that
current year income exceed that of the base period. by 40 percent rather than 20
percent before averaging is permitted.

Recent developments in tax and economic policy cut both ways on income averag-
ing repeal. Because the extra tax burden on fluctuating incomes depends on the
steepness of the tax rate schedule, the flattening of the schedule through the 23 per-
cent tax rate cut might suggest that income averaging is less urgently needed and
could be repealed. On the other hand, the recent slowdown of inflation may itself
sharply reduce the unintended benefits of income averaging by slowing the nominal
rate of growth of predictable wage and salary incomes. This would mean that
income averaging might be more efficient in delivering relief to those with fluctuat-
ing incomes, and might therefore be retained.

7. Are the tax credits for rehabilitating older buildings effective? Are they suffi-
ciently targeted?

24-865 0-83---3
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Current law provides a 15 percent credit for rehabilitation of nonresidential build-
ings 30 to 40 years old, and a 20 percent credit for those over 40 years old. Struc-
tures certified as historic and used as income-producing property are eligible for a
25 percent tax credit so long as the renovation is judged to preserve the historic
features. The depreciable basis of a renovated structure must be reduced by the full
amount of the 15 and 20 percent credits, but by only half the amount of the 25 per-
cent credit.

The tax credits substantially reduce the cost and therefore raise the profitability
of rehabilitation. This is true even after netting out the basis adjustment. Under
typical conditions, the basis adjusted 15 percent credit yields a 10 percent cost re-
duction, the 20 percent credit yields a 14 percent cost reduction, and the half-basis
adjusted 25 percent credit yil a 21 percent cost reduction.

Observers of rehabilitation activity report increased activity in 1982, although it
is premature to determine the portion attributable to ERTA's incentives. Industrial
and commercial rehabilitation grew 17 percent in 1982 while similar new construc-
tion declined slightly. A recent Business Week (April 4, 1983) reports numerous
cases of old factories being converted to office, retail, and residential use, and a
realty financial advisor quoted there stresses the importance of tax incentives in
stimulating the conversions.

Certified historic rehabilitation grew particularly strongly in 1982. From 1976
through 1981 under the pre-ERTA incentive, a total of 3,138 projects qualified for
benefits; in 1982 alone, 1,802 more projects qualified. Furthermore, applications for
determination of historical significance, the first step in qualifying for tax benefits,
rose four- to eight-fold. Effects on historic rehabilitation of the TEFRA-imposed par-
tial basis adjustment are yet to appear.

If the tax credits are intended broadly to encourage rehabilitation at the expense
of less costly new construction, the credits must be available broadly, as are the 15
and 20 percent credits. If the credits are intended to preserve a small number of
outstanding architectural examples, the credits can be narrowly focused and con-
trolled, like the historic credit.

The 15 and 20 percent credits are broadly available because roughly half of all
business structures are 30 or more years old. Probably well over half of all rehabili-
tation activity is concentrated on these structures simply because younger ones are
less likely to need rehabilitation.

In contrast, the historic credit is narrowly focused. Buildings must first be judgedby local and Interior Department panels as having historic vale and then the reha-
bilitation separately must be certified as preserving the historic value. As of 1981,
there were only 25,000 listings on the National Register of Historic Places, although
some listings were historic districts with many structures. However, the number of
registered buildings has been growing rapidly.

The historic certification process provides a means for targeting tax credits and
therefore limiting revenue losses. Imposition of a limit on the number of structures
certifiable in a year would further control revenue losses from the 25 percent tax
credit. However, as long as the nonhistoric rehabilitation credits remain so lucra-
tive, restricting just the historic credit would not greatly limit revenue losses from
the rehabilitation tax credits.

8. CBO lists elimination of the tax exemption for small issue industrial develop-
ment bonds as a revenue option. Why aren't the limitations enacted last year suffi-
cient?

In accordance with TEFRA, small issue industrial revenue bonds (IRBs) will be
eliminated on December 31, 1986. An earlier sunset date would, of course, result in
some revenue gains. If the bonds were eliminated at the end of 1983, revenue gains
over the period from fiscal year 1984 to fiscal year 1988 would amount to $3.7 bil-
lion.

As an alternative to an earlier sunset date, further restrictions on the use of IRBs
might make sense, particularly in view of the possibility that the scheduled date
could be extended or repealed. Under TEFRA, firms that finance projects conven-
tionally can take accelerated depreciation; firms that use tax-exempt financing are
limited to straight-line depreciation over the ACRS recovery period. This limitation
will have little effect on the volume of small issue IRBs. At most, the volume of
small issues will be 20 percent lower than it might have otherwise been. More
likely, the reduction would be no more than 10 percent because IRBs, coupled with
straight-line depreciation over the ACRS recovery period, provide significantly
greater benefits to private firms than accelerated depreciation coupled with conven-
tional financing. For three- and five-year uipment, the benefits exceed expensing.
As a result, the revenue gains from the EA limits will be modest until 1987,
when small issues will no longer be permitted. The other restrictions in TEFRA,
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which include primarily public hearings and approval of bond issuances by elected
officials, will also not significantly reduce the volume of issues.

In 1982, the Senate Finance Committee reported out a bill that would have had a
greater effect on the volume of small issues than the provisions in TEFRA. The Ad-
ministration proposed even more stringent limits. All of these proposals would have
required firms using IRBs to depreciate their property over longer recovery periods
than the 3 to 15 years permitted under current law. A bill recently introduced in
the House-H.R. 1635--would require firms using tax-exempt financing to depreci-
ate property over periods ranging from 5 to 25 years. The Senate Finance Commit-
tee approved a similar measure last year. The effect of such a provision would be to
reduce substantially the use of IRBs for real property acquisition. For a comparison
of the benefits under current law with those under alternative proposals, see the
attached table, which was included in testimony before the Committee on Ways and
Means on tax-exempt financing for private purposes, June 15, 1983. A copy of the
full testimony is enclosed, together with a report on the use of small issue IRBs
during the past two years.

PRESENT VALUE OF AFTER-TAX SAVINGS FROM ALTERNATIVE METHODS OF FINANCING AND
DEPRECIATING A $10 MILLION INVESTMENT IN EQUIPMENT OR REAL PROPERTY 1

_ [In thousands of dollars]

ao 3-year 5-year 10-ya 15ya pbi 15-year real
equipent' equipments eqi=t' Ir=~ prpety'

Epensing ....... ....................... 4,600 4,600 4,600 4,600 4,600
AC8S, ITC, and conventional financing ............................. 4,097 3,875 3,310 2,860 3,070
Current law alternative-(straight-line depreciation over

ACRS recovery period) ................................................ 4,775 4,752 4,359 4,035 3,715
H.R. 1635 alternative (straight-line depreciation over

5- to 25-year recovery periods) .................................. 4,439 4,353 3,888 3,653 3,051
Administration's 1982 proposal (straight-line depreci-

ation over 5- to 35-year recovery periods) ................. 4,439 3,920 3,259 3,022 2,649

Assumes a 3 percentage pnt differential between tax-exempt and taxable interest rates and a 46 percent corporate tax rate. The terms of the
bonds vary as indicated, with e type of property being fimanced. Tax savings are stated in present value terms, using a 10 percent fiscout rate.
Present va dscoun is a pr e used to ssign a value to f that wi be received at pe future dates. fl is designed to take into
account the lact that the promise of funds in the future is less valuable than having the money current in hand

'Assumes a 7.year bond term.
"Assumes a I -year b nd term.
'Assumes a 15-year bond term.
*Assumes a 20-year bond term. The TC is inappliable. Lowincome housing is excluded.

Do IRBs increase the amount of investment or just shift investment dollars
around?

Since not all projects are eligible for IRB financing, the bonds clearly affect the
allocation of investment dollars. A general business tax cut would have less specific
effects.

IRBs lower the cost of capital for firms qualifying to use the bonds. This may
result in increases in investment and consequently in GNP, provided that new sav-
ings become available to finance new investment. The critical element in the chain
of economic responses to the issuance of IRBs is whether or not savings increase,
permitting increases in overall investment to go forward. Such increases may occur
under two conditions:

(1) If there is some initial unemployment, expanded investment plans may them-
selves stimulate increased saving. Firms planning new projects order new equip-
ment or hire construction firms, and the increased wages and profits that result
give rise to increases in saving. Moreover, the "multiplier" effects may expand in-
comes and savings further. This process would not go forward, however, if the feder-
al government offset the expansionary effects of the increase in IRB supplies with
increases in other taxes or reductions in other spending programs.

(2) Even with no significant initial unemployment, an increase in saving may
occur as a direct result of the tax exemption for interest on the new IRBs. The tax
exemption represents an increase in the after-tax rate of return to saving, which
may induce individuals to increase the portion of income that they save, thus ex-
panding the total supply of savings.

If, however, few unemployed resources are available and if the sensitivity of the
savings rate to the after-tax rate of return is low, investments may be financed by
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savings attracted away from other projects; in that case, there may be no net in-
crease in investment.

Unless the increase in saving that is stimulated by the tax exemption is large
enough to finance the entire increase in outstanding IRBs, there is likely to be an
increase in the interest rates on other borrowing instruments that will partially
choke off new investment. Under these conditions, some of the funds invested in
new IRBs must be attracted away from other financial assets-other tax-exempt
bonds, fully taxed bonds, bank accounts, corporate stocks, mortgages, or other
assets. When this happens, interest rates on these alternative financial assets may
rise, increasing the cost of investment and at least partially offsetting the original
investment-stimulating effects of the expansion in IRB supplies.

9. CBO has also listed repeal of the parental personal exemption for students as a
revenue option.

What would be the rationale for this?
Families with children who are students but who also earn more than $1,000 can

claim personal exemptions for them, even though they file their own tax returns.
Children who earn more than $1,000 but are not students cannot be claimed as de-
pendents by their parents. The extra exemption for parents of students is therefore
a kind of subsidy for education, a subsidy some would argue is not very efficient.
The extra exemption is worth the most to taxpayers in the highest tax rate brack-
ets, Who need the subsidy the least. From this viewpoint, repeal would foster tax
equity while having only a limited impact on the availability of funds for education.

10. CBO's Revenue Options report discusses reduction in the credit for increment-
al research expenditures. Do you have any ideas for a more efficient R&D incentive?

We have no suggestions at this time. Subsidization of R&D through the tax
system is necessarily complicated by problems of-objectives, measurement, and ad-
ministration. Therefore, even though the current law R&D tax credit may be un-
satisfactory in several respects, it does not follow that there are simple ways to im-
prove it.

There are several features in the law intended to reduce the revenue loss and
thereby make the 25 percent R&D income tax credit more efficient. The credit is
restricted to applied research and development in a firm's current lines of trade or
business. Only incremental research in excess of the average for a three-year base
period qualifies, but the credit may be claimed for no more than half of total ex-
penditures. Sixty-five percent of amounts paid for contract research or basic re-
search performed by a university on a written agreement with a corporation quali-fy.

These restrictive features, however, also reduce or eliminate the incentive for per-
forming some forms of R&D. The requirement that R&D expenditures apply to a
trade or business in which the firm is already involved prevents some new firms
from taking part, and prevents existing firms from claiming the credit for R&D
used to explore new fields. The restriction of the credit to incremental R&D above
the average over a three-year base period eliminates the incentive for firms with
ongoing R&D projects to continue at the same level rather than cut back. The credit
generally does not support basic research, or supports it only at a reduced rate.
Loosening any of these restrictions to encourage more R&D, however, would add to
the revenue loss.

Another efficiency concern is the difficulty of identifying true R&D. Some fear
has been expressed that ordinary operating expenditures will be classified as R&D
for purposes of claiming the tax credit, whether to avoid taxes or through confusion
as to whether a particular expense qualifies. There is no way to guarantee that such
misclassification will not occur.

In the final analysis, subsidization of R&D expenditures through the tax system
must either be restrictive, to minimize the revenue loss, or generous, and therefore
expensive. If the Congress determines that applied R&D is a fitting object for gov-
ernment subsidization (and the case for subsidization of applied R&D, with its likeli-
hood of profitability, is probably weaker than that for more speculative basic re-
search), then some inefficiencies are probably inevitable.

11. CBO also notes the possibility of limiting the tax deduction for business enter-
tainment and meals to 50 percent of the amount spent.

Presumably there is some difficulty for both taxpayers and the IRS in deciding
whether entertainment costs are ordinary and necessary business expenses. Would a
50 percent limit help in this area?

In virtually all cases, business entertainment and meal expenditures are income
to the employee, in that they substitute for expenditures that the employee would
otherwise make on his own behalf. In many cases, an expense account is considered
a nontaxable salary supplement. Because such expenditures are also deductible to
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the employer, the employee has an interest in converting salary income into enter-
tainment and meals expenditures, and employers are indifferent. As a result, there
is a misallocation of resources toward compensation in the form of entertainment
and meals expenses.

The ideal solution would be to make taxable the part of entertainment and meals
expenses that substitutes for cash compensation. This solution is not feasible, be-
cause it is impossible to determine how much of such expenses in fact substitutes
for salaries. An employee may consume an expensive expense account meal that he
would not contemplate purchasing out of his own aftertax income, and so including
the total price of that meal in his taxable income would be unfair. Similarly, an
employee on business may take a client to a sporting event in which he has little or
no interest, and so including the admission price in his taxable income would again
be unfair.

The alternative solution proposed in CBO's Reducing the Federal Deficit was to
reduce the firm's deduction to one-half of employee meal and entertainment ex-
penses. The purpose of this approach is to offset the incentive in current law to shift
income from cash compensation to meal and entertainment expenses because of the
nontaxability of such expenses to both employer and employee. If such a restriction
was enacted, firms could be expected to consider their meal and entertainment ex-
penses more critically, restricting such expenses more than presently to those that
actually have a business purpose.

This is an imperfect solution to the problem. Any actual income resulting from
meal and entertainment expenses is clearly the employee's rather than the employ-
er's; thus, it ideally should be taxed at the employee's marginal tax rate, rather
than at the employer's as provided here. Further, if a particular meal or entertain-
ment expense in fact is productive, the absence of a full deduction may inhibit a
firm from undertaking it. This policy option and any other workable solution to the
meal and entertainment problem would fall short of the ideal, and must be judged
by the seriousness of its flaws in comparison to the distortions in the current tax
treatment.

The CHAIRMAN. Thank you very much, Dr. Rivlin.
I think, under the early bird rule, Senator Moynihan was first

here.
Senator Moynihan, do you have any questions?
Senator MOYNIHAN. Not so much a question, Mr. Chairman, but

in welcoming, once again, Dr. Rivlin to this hearing room I would
ask if she wouldn't want to reflect a little bit on the situation that
brings us here, which is the enormous deficit-$200 billion, as far
as the eye can see, according to Mr. Stockman. I don't know if Mr.
Stockman read that briefing book that the Carter administration
put together or not, but--[Laughter.]

There is just something, it seems to me, worth discussing. Has
there been a great failure in our tax policy? Did this committee
and this Congress act in 1981, Using assumptions that have proven
themselves to be flawed?

Alas, with any luck, Dr. Rivlin, you are going to be set free one
of these days, although I'm sure there are three people in this
room whose job is to see you don't suddenly dash off to Union Sta-
tion and report that you have left the Budget Office for good. But
what do you think we did in 1981 that led us to such a travail as
we are going to have in this committee? We have been instructed
to increase taxes by the budget resolution. One-quarter of the com-
mittee announced by letter this morning that under no circum-
stances would they follow the instruction, and the rest of the com-
mittee is conspicuously absent to hear the various possibilities that
you present. Do you think we made a great mistake in 1981?

Dr. RIvIAN. Oh, I think there is room for apportionment of blame
in a lot of directions, Senator. What has happened since 1981 is, of
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course, that the Congress cut taxes without cutting spending com-
mensurately, and that's a way to guarantee a large deficit.

Senator MOYNIHAN. But wait. We were told that there would be
no loss of revenues from the reduction of rates; right? -

Dr. RIVLIN. No. To give the administration it's due, it never
made that extreme claim.

The CHAIRMAN. Some of our Members did.
Senator MOYNIHAN. Some of our Members did. I didn't say any-

thing. -
Dr. RIVUN. Certainly, the economic estimates on which the Con-

gress was proceeding in early 1981 proved extraordinarily overopti-
mistic. Some of us pointed that out at the time. It should be noted,
though, that even the Congressional Budget Office was more opti-
mistic than in fact was justified by events. The economy has not
taken a great leap forward under the impact of the new policies of
1981; indeed, we suffered, as you all know too well, a deep reces-
sion, from which we are only now recovering.

But the basic problem, I think, is that everybody wants more
from their Government than they are willing to pay for, and the
tax cut was indeed too large if spending cuts were not undertaken
at the same time.

Senator MOYNIHAN. Well, all right. But, Dr. Rivlin, I am a little
surprised at you. You know the role of ideology in economics as
well as in other things; you know perfectly well what the Laffer
Curve asserted. And in May 1980, in Flint, Mich., the President of
the United States, as he is now, said, "We would take the increased
revenues from this 'tax' decrease and use it to rebuild our defense
capabilities." Now, you know he said that; right? And it was said in
this committee and everywhere else.

The CHAIRMAN. I think that was Jack Kemp.
Senator MOYNIHAN. I think somebody from my State said that.
The point I just want to make is that there was a doctrinaire

ideological assertion of an empirical economic theorem, which was
wrong. Is that right?

Dr. RIVLIN. It was not reasonable to expect that revenues would
rise when tax rates were cut. That is correct.

Senator MOYNIHAN. Alice, you have been around here too long. I
think you need a sabbatical. [Laughter.]

And then you can really tell us what you think about it all.
[Laughter.]

Thank you very much. And you know the regard and affection
with which you are held by this committee.

Dr. RiVLXN. Thank you, Senator.
The CHAIRMAN. Senator Danforth.
Senator DANFORTH. Dr. Rivlin, I would like for you to comment

on an observation that I would make.
We have gone through an agonizing couple of years of budget

cuts on specific items in the budget, most of which have been very
controversial. Last year we went through an agonizing process of
trying to improve our ability to collect taxes in kind of an ad hoc,
very specific way. We now have-before us the possibility of loop-
hole-closing measures, and you furnished us with a number of
them, each of which would be very, very controversial.
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I think that the battle might be worth fighting; but my proposi-
tion to you is this: Regardless of what projections we use for an eco-
nomic recovery, we are likely to have deficits of at least $150 bil-
lion a year, as far as the eye can see, unless we are willing to oper-
ate in a very broad-based way, unless we are willing to put togeth-
er a package which both increases revenue and controls the growth
rate of the entitlement programs.

In other words, while I think that it's worthwhile going through
an exercise of trying to close loopholes, I think the problem with
that kind of approach is that it tends to say that there is somebody
else out there who we can nail-there is somebody else's loophole
we can close; it's all going to be very painless, and we can come up
with enough odds and ends to get the deficits down to a manage-
able level.

But my proposition to you is that, regardless of what kind of job
we do in closing loopholes, and regardless of what kind of job we do
in halting waste, fraud, and abuse, and all the things people want
to sift out of the budget, we are going to have $150-plus deficits
unless we have a very broad-based approach which includes a con-
tainment of the growth rate of the entitlement programs.

Dr. RIvLN. I agree with the basic proposition, Senator. There is
no painless way out of this situation, either on the tax side or on
the spending side.

As you look ahead on the spending side, the major growth items
are medicare, social security, and defense. I think that you can't
solve the spending problem, in the sense of controlling the rate of
growth in Government spending, unless you take a hard look at
the defense spending increase-which you have just done in pass-
ing Jhe budget resolution-and at the entitlement increases as
well. There isn't enough left after that; the rest of the budget is
essentially not growing.

On the tax side, there are no easy answers, either. I think that
there are basically two approaches that you can take to raising
more revenue other than just raising rates in the income tax, by a
straight rate increase or a surtax, which would strike me as prob-
ably not the most desirable.

I think you should take this opportunity to look at the tax
system and try to restructure it in one of two ways: One would be a
major base-broadening effort that would give you a fairer income
tax; the other would be a shift toward consumer taxation. But none
of those things are going to be easy. There is no free lunch.

Senator DANFORTH. it is also true, isn't it, that regardless of
what we do on the tax side, we- are going to have to do something
on the spending side, as well? In other words, we are going to have
to put together a package which is politically intolerable, that is
very, very difficult for us as politicians to put together; but it
seems to me that the first thing we have to do is to face up to the
truth, and the truth is that there is no laundry list which is going
to come up with enough numbers. That's not to say that the laun-
dry-list approach isn't worth doing; but there is no laundry list in
either taxation or spending which is going to come up with enough
money to get that deficit under, say, $150 billion a year.

Dr. RIVLiN. There is nothing that won't hurt somebody. I think
that it is possible through base-broadening of the income tax-a
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"laundry list," if you like-to come up with very substantial
amounts of new revenue in a way that might make the tax system
fairer. But it certainly is a tax increase. There is no way of getting
around that.

Senator DANFORTH. And even with the numbers that you have
come up with on your very controversial list, that adds up to $71
billion over 3 years, against a 3-year deficit of-what?-close to
$600 billion.

Dr. RIVLIN. That's right. It's in the ballpark called for by the
budget resolution, which does make very substantial progress
against those deficits; so I wouldn't minimize it.

Senator DANFORTH. But even that budget resolution leaves defi-
cits of $130 billion plus.

Dr. RiVLIN. That's right. And the only way that sounds like a
small number is to think about what it would be otherwise. For
1986, if you don't do anything, either on the spending side or on
thet- side, you will have a deficit of more like $250 billion.

Senator MOYNIHAN. For what year is that?
Dr. RIVLIN. 1986.
Senator MOYNIHAN. Thank you.
The CHAIRMAN. Senator Long.
Senator LONG. Ms. Rivlin, you have made reference to the intan-

gible drilling expense provision. I would like to urge you to com-
pare the information that you have with what the Joint Tax Com-
mittee staff has on the same subject, to compare the 5-year writeoff
for new equipment, plus the 10-percent investment tax credit, with
the intangible drilling expense provision.

I am advised by the outstanding members of the Joint Tax Com-
mittee staff that the 5-year writeoff of the equipment, when added
to the 10-percent investment tax credit, is just about the same as
this first-year expensing. And the first-year expensing of those in-
tangible expenses-that is, the manpower expense and the trans-
portation that goes into drilling a well-is about on a par with
what we've done for other industries.

That provision was an advantage to the oil industry at the time
when they had their intangibles and the other people did not have
the rapid tax writeoff plus the investment tax credit. But I wish
you would check it out to see to what extent that changes the pic-,
ture, because I'm led to believe that the benefits are now about the
same.

Dr. RIVLIN. We will certainly look into that. I am not aware that
we have any differences with the Joint Tax Committee, but we will
certainly look-atit.

rAnswer to Senator Long's question:]
Senator Russell Long, in answer to your question during th-e Senate Finance Com-

mittee hearing of June 28, the comparison of/the treatment of five-year equipment
under the accelerated cost recovery system .(ACRS) and intangible drilling costs is
rather complex.

Before the passage of the Tax Equity and Fiscal Responsibility Act (TEFRA), the
treatment of five-year property was more favorable than expensing under most con-
ceivable rates of inflation (the inflation rate is a factor in the effect of cost recovery
systems in which deductions are allowed over several years, such as ACRS, but is
not a factor under expensing).

TEFRA, however, restricted the cost recovery system in two respects: it repealed
the acceleration of recovery allowances scheduled for 1985 and later years, and it
required a 50-percent basis adjustment for the investment tax credit. With these re-
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strictions and at moderate rates of inflation, ACRS treatment of five-year equip-
ment is less favorable than expensing.

The ultimate comparison between these two forms of cost recovery will depend on
actual inflation. While the benefit of expensing is invariant with inflation, ACRS
becomes more generous as inflation slows. Therefore, continued deceleration of in-
flation could make ACRS again more generous than expensing.

Senator LONG. Well, Mr. Wetzler will have a knowledge of the
subject.

Dr. RIVLIN. Yes. I see him right over there.
The CHAIRMAN. The man with the sun tan there.
Senator LONG. Yes. I don't always agree with him, but I think I

do this time. [Laughter.] -
Senator LONG. Now, with regard to the percentage depletion al-

lowance, as you know at one time that was 27.5 percent for both
major companies and for independent producers. It was eliminated
for the majors. For the independents, it went down to 18 percent
last year; it goes down to 16 percent this year; and next year it
goes down to 15 percent. I believe you would agree that there is
such a thing as depletion. Whether for tax purposes you compute it
using a flat percentage or whether you compute it well by well,
there is such a thing as depletion of an oil or gas well.

Dr. RIVLIN. Oh, yes.
Senator LONG. There was a time when the major companies had

percentage depletion as well as the independents; now that has
been taken from the majors. The independents still have it, but it
has been reduced from 27.5 percent, and next year I think it will
go down to about 15 percent; so that's a major reduction. So the
benefit of percentage depletion is not near as much as you might
have computed it to be some years back.

Dr. RIVLIN. Oh, no. That's certainly true. I think the question
that remains is really whether treating independents different
from majors still has a justification. It is always a disadvantage to
be a small company where there are big companies in the industry,
but in the oil industry; there are special provisions for that which
there are not in other kinds of industries.

Senator LONG. You are certainly aware, and I know you are con-
cerned, about the energy situation in the country. And I would
assume you would want us to take into account what our problems
are with regard to trying to make headway against our country be-
coming more energy dependent. I would hope you would agree with
me that we ought to try to get all those idle rigs back to work.

Dr. RIVLIN. I didn't catch the last phrase.
Senator LONG. I said I would hope you would agree with me that

we should try to get those idle rigs to work. Are you aware that
more than 50 percent of our rigs are not working today?

Dr. RIVI.IN. Yes. I think the economy may do that for you as it
picks up.

Senator LONG. I don't believe it is just the economy that is re-
sponsible. In that particular industry, the way I'm led to believe it,
the problem they have is a real cash-flow problem. They are having
great difficulty finding the capital to put those rigs to work. And I
really think that is something we ought to look at.

I am not saying that the problem should be addressed just with
taxes. But whatever it takes to do it we ought to find a way, be-
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cause someone just quoted me some figures the other day showing
that 6 years from now, just looking at natural gas, about 40 per-
cent of what we are producing if we are producing* our require-
ments will have to be found between now and then. We will need
to have more production activity-a lot more, rather than less-in
that area.

In looking at our economy, it is not just a matter of trying to bal-
ance the budget; we have other problems beside that that we have
to be looking at. I am sure, with the responsibilities that come your
way, you are very much aware of that. Aren't you?

Dr. RIvLiN. I am.
Senator LONG. Thank you very much, Ms. Rivlin.
Senator MOYNIHAN. Mr. Chairman, could I just ask a couple of

little questions?
The CHAIRMAN. Just let me ask a couple, then I will be happy to.
You know, we are not certain what we are going to be able to do

on this committee, but I certainly believe your suggestions, for the
most part, have a great deal of merit.

I was just asking the staff-in TEFRA I think there are around
25 separate provisions; maybe you could call it a "laundry list."
One of those was tax compliance, which breaks that into about 30
other areas where we tightened up some areas. And so far, we have
only lost about a half of one of those-the withholding. _We've lost
the "with," and we're still holding. [Laughter.]

But we'll still get half the revenue, and as much as 70 percent of
that by 1988.

That's why I believe it is essential-and this may not be a view
shared by everybody-before we start saying, "Well, we ought to
raise marginal rates," or do some other things on ACRS that we
just did in 1981, that we ought to go through the code. There are a
lot of areas that could be tightened up without any great pain or
suffering, at least in my view. Now, I have a little different list
than you have, but we didn't want to leave anyone out. But it is
not a list that we have any votes for. We have asked the staff to go
through this document, which you published in I think February of
this year, and work with the Joint Committee and with Treasury.

We have had hearings. Just last week Senator Grassley had
hearings on abusive tax shelters, and some of those areas where we
have an obvious responsibility. We are now getting into areas
where colleges are leasing their campuses and the Navy is leasing
ships, and that's about a $14 billion loophole if we don't close it
rather quickly, over the next 5 years, I guess. So we have those
other additions.

But I certainly appreciate your testimony. I have a number of
questions which I would like to submit, because we didn't give you
enough notice-and there may be some you haven't had a chance to
look at. Would that be all right?

Dr. RIvLiN. That would be fine, Mr. Chairman.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Yes, just briefly.
I wanted to understand your statement correctly, Dr. Rivlin. You

said that the 1986 budget deficit would be $250 billion. In what cir-
cumstances, would this have occurred?
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Dr. RIVUN. That is, if you take the President's defense program
and hold all other laws constant. It is what we call a current policy
estimate.

Senator MOYNIHAN. Yes.
Dr. RIVUN. Under those assumptions, you would have the deficit

growing from about $200 billion this year to about $250 billion in
1986, to about $300 billion in 1988. It grows very rapidly if you
don't take actions on either the spending or the tax side.

Now, the budget resolution would cut from the deficit in 1986
roughly $100 billion-a little more. And part of that on the tax side
and part of it on the spending side, to get it down to about $130
billion.

Senator MOYNIHAN. It takes it down to about $130 billion, so the
deficit is bein reduced by about $120 billion.

Dr. RIVUN. Right.
Senator MOYNIHAN. Yes, and that's what we did in the budget

resolution?
Dr. RIVLIN. That's what you did in the budget resolution.
Senator MOYNIHAN. Yes.
The other thing I would like to say is: We will have a declining

deficit, if we can keep to our resolution and if the assumptions
work out in terms of revenues, and so forth.

Dr. RIVUN. That's right. And the pattern of deficits under the
resolution and under the President's budget is rather similar, and
also both call for tax increases in 1986. The difference is simply in
the composition of the spending cuts and in the timing of the tax
increases, because the resolution calls for revenue somewhat
sooner than the President's budget.

Senator MOYNIHAN. This is a point I think Senator Danforth will
be interested in. He and I are having a friendly disagreement on
this subject, or really trying to think about how to address the
issue of entitlements.

You spoke of the problem that if social security, medicare, and
the defense programs continue their present growth, we aren't ever
going to get hold of the Federal budget.

But isn't it the case-and I'm talking here a little bit beyond our
normal horizons-the early 1990's-that the trustees have just re-
ported that the social security funds are in surplus now and will
meet the expected requirements of the next 75 years, barring some
great disaster.

And as an economist, wouldn't it be the case that there is going
to be a very rapid buildup of these funds in the 1990's, for about 20
years between 1990 and 2010? Isn't that right?

Dr. RIv N. Yes; that seems likely. I didn't mean to imply that
you hadn't solved the problem of the Social Security Trust Fund.
With the help of the commission of which you were a member, you
certainly did. And the prospect now is that the Social Security
Trust Fund will be in good shape, and indeed will build up surplus-
es in the years in which there are not so many older people, when
the depression babies retire in the 1990's and around the turn of
the century.

Senator MOYNIHAN. My point here is that there ought to be a
little cheer to come out of this meeting. An economist would seri-
ously-at least an economist when you and I were first in Washing-
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ton, and Walter Heller was worrying about fiscal drag-might seri-
ously wonder whether the Social Security Fund should accumulate
an additional $30 billion in a given year. It might not be a good,-
economic policy.

And in terms of handling some of the other entitlement pro-
grams, we do face the prospects of the generation of surpluses each
year in the Social Security Fund.

Senator DANFORTH. Well, could I ask Mrs. Rivlin if she would
just then continue her answer? What did you mean to say with re-
spect to the entitlements?

Dr. RiVUN. You solved the problem of the Social Security Trust
Fund, but you didn't solve it by cutting social security spending,
except for delaying the COLA 6 months. What you did was to solve
it on the other side, by getting more revenues into the trust
funds-some from payroll tax, some from other sources. So it is
still true that social security is a large growth item in the Federal
spending picture altogether.

The other major growth items are medicare and medicaid, espe-
cially medicare, where you do have serious trust fund problem in
addition to a general spending problem. The next big trust fund
problem to be faced is medicare.

But if you are just looking at Federal spending, those are the
- growth items-social security, medicare, and to a lesser extent

other entitlement programs, but mostly social security and medi-
care, plus defense and interest.

Senator MOYNIHAN. Well, I think that-clarifies the issue. But
there is the point in terms of future generations. We have a period
of surplus in those trust funds. Is that correct?

Dr. RIVLIN. One might regard that as either good or bad. I think
building up a surplus-I think one could argue for a surplus in the
Federal budget generally, not just in the trust funds-as a possible
way of financing increased investment in that period.

Senator MOYNIHAN. Right. Thank you.
Senator LONG. If I might just interject, I would hope that if we

start building up the trust funds that we don't have the same expe-
rience we had when there was a surplus last time. Every time we'd
take a social security bill out on the floor, we had some Senator
with an idea about how we. could spend more money-free toupees,
free hearing aids, and so forth-so the first thing you knew, the
surplus was all gone.

The CHAIRMAN. Thank you very much, Dr. Rivlin. And I will
submit about 10 or 15 questions. I would rather do it that way, if it
is satisfactory.

Dr. RIVUN. Fine. We will do our best to answer them.
The CHAIRMAN. Thank you.

STATEMENT OF DR. RICHARD ROWBERG, MANAGER, ENERGY
AND MATERIALS PROGRAM, OFFICE OF TECHNOLOGY ASSESS-
MENT, ACCOMPANIED BY DR. RICHARD THORESON
Dr. ROWBERG. Thank you, Mr. Chairman.
It is an honor for us to be here today. With me is Dr. Richard

Thoreson, from our staff.
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My testimony, which I will briefly summarize, is based on a
study, Industrial Energy Use, which we are releasing today.

The CHAIRMAN. Is that a copy of the study?
Dr. ROWBERG. Yes.
The CHAIRMAN. You might hold it up so the members will see it.

Will that be released today?
Dr. ROWBERG. Yes, the report is being released now and we

brought some copies along. We will be sending more over. Thank
you.

While we understand that the committee is interested in the
whole issue of tax expenditures, we were asked today to present
some findings about a particular tax expenditure which we ana-
lyzed in some detail in this study. I will first just touch on the find-
ings of that study.

For many years to come, energy need not be a constraint to eco-
nomic growth in the United States. We project that in the next two
decades energy efficiency improvements, changes in product mix,
and technological innovation can lead to improved industrial pro-
ductivity and competitiveness and to increased energy efficiency.

We found that investments in new processes or process technol-
ogies would save large amounts of energy and reduce overall costs
by improving productivity and product quality. Furthermore, such
investments probably will be necessary in order for U.S. industry
to remain competitive. Such process shifts will entail capital out-
lays which in turn will require general economic growth for over
many years.

One of the principal goals of this study was to examine various
policy alternatives, including tax provisions, which might provide
additional incentive to invest in energy-saving technologies.

We found that policies directed specifically at improving energy-
efficiency in industry has little influence on investment decisions.
Because energy must compete with other factors of production
when investment choices are made, policy incentives directed at
energy demand alone will be just one of a number of considerations
in making these choices.

We examined several policy options in detail, which are summa-
rized in the written testimony. I will highlight one option, the
energy investment tax credit.

The energy investment tax credits at a 10-percent level we found
had little direct influence on capital allocation decisions in large
American firms, and thus had little influence on energy consump-
tion. These credits appear to be too small to exert any change on
the returns on investment of most projects or on the cash flow of a
company. Energy is just one of many factors determining produc-
tivity of a given process, and a targeted incentive such as the
energy investment tax credit is diluted to the degree energy effi-
ciency must compete with other factors.

For an energy investment tax credit to be effective for general
process equipment, it would have to be substantially increased-
probably--to numbers greater than 40 percent.

We also touched upon some other measures in our testimony, as
I mentioned, concerning policy questions about incentives for
energy use.
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In conclusion, then, we found that investments in new technol-
ogy are driven principally by judgments about future profitability.
This in turn is affected by increased product demand, productivity,
and changes in the product mix.

The policy options we investigated do not affect perceptions of
profitability nearly as much as thee more macroeconomic consid-
erations. Policies which attempt to discriminate between different
types of investments-in -other words, on the smaller or micro
level-are not effective. Given a healthy economy and reasonable
access to capital, however, industry will make investments over the
next few decades that will increase productivity and profitability
and will have a positive effect on energy efficiency. This improve-
ment can take place without additional Federal incentives. The key
is reasonable and stable economic growth, without which even
much larger incentives than we have mentioned or considered will
be of much value.

Thank you, Mr. Chairman. That concludes my statement. We
will be happy to address any questions.

The CHAIRMAN. Thank you very much.
[The prepared statement follows:]

TESTIMONY OF DR. RICHARD E. ROWBERG, MANAGER, ENERGY AND MATERIALS
PROGRAM, OFFIcE OF TECHNOLOGY ASSESSMENT

My name is Richard Rowberg, and I am the Manager of the Energy and Materials
Program for the Congressional Office of Technology Assessment. With me is Dr.
Richard Thoreson, the economist on the OTA Energy and Materials Program staff.
The purpose of my testimony is to present the findings of our study, Industrial
Energy Use, which is being released today. In particular, I will discuss those find-
ings which concern the effects of various tax policies on decisions by industry to
invest in technologies to improve energy efficiency. This study was requested by the
Subcommittee on Energy and Agricultural Taxation of the Senate Committee on Fi-
nance, and by the House Committee on Energy and Commerce. The project director
was Dr. James Ryan of the OTA Energy and Materials Program staff.

Our objectives in this study were to determine the potential for increased energy
efficiency in the United States industrial manufacturing sector, the kinds of tech-
nology that could contribute to improved energy productivity, and the principal fac-
tors that affect decisions to invest in those technologies. We focused particular at-
tention on the four most energy intensive manufacturing industries in the U.S.-
pulp and paper, steel, petrochemicals, and petroleum refining. Our analysis and
findings are applicable to the entire U.S. manufacturing industry, however, and it is
these findings which I will discuss today.

FINDINGS

For many years to come, energy need not be a constraint to economic growth in
the United States. We project that in the next two decades energy efficiency im-
provements, changes in product mix, and technological innovation can lead to ir.
proved industrial productivity and competitiveness, and to increased energy efficien-
cy. As a result, the rate of industrial production can grow considerably faster than
the rate of energy use needed to fuel that production. More specifically, we project
that given a GNP growth rate of 2.7 percent between now and 2000, energy use in
manufacturing need not grow more than one percent per year over the same period.

In 1981 the industrial sector used 23 quads of direct fuel, electricity,' and fossil
fuel feedstock, of which petroleum and natural gas constituted 73 percent. Over the
past decade, soaring energy prices have led to significant changes in the absolute
amount and mix of energy used in industry. Energy used per unit of product in the
industrial sector decreased by almost 20 percent. This improvement was accom-
plished by housekeeping measures-e.g., plugging leaks and cleaning boilers, equip-

' This is final demand, so that electricity is accounted at 3,412 Btu per KwH.
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ment retrofits-e.g., insulating steam lines and installing heat exchangers, and new
process technologies that produce existing products and new product lines.

While industry has made significant strides in lowering costs by reducing energy
use, opportunities for further gains in energy efficiency from technical innovation
are substantial. Because capital stock has not turned over as quickly in recent years
as it did in the 1960's-about 55 to 60 percent of industrial capital stock in this
country was older than 25 years in 1980-there is a large backlog of retrofit im-
provements to be made. Furthermore, high capital costs and the limited capital pool
have kept many new process technologies from penetrating product markets. We
found that new processes or process technologies would save more energy than
would retrofits and housekeeping measures, and would reduce overall costs by im-
proving productivity and product quality. Furthermore, such investments probably
will be necessary in order for U.S. industry to remain competitive. However, such
process shifts will entail large capital outlays, which in turn, will require general
economic growth over many years. Without such growth, there will not be enough
capital to finance these productivity improvements. Under these low economic
growth conditions, energy use would still grow slowly, but more as a result of low-
ered economic activity than efficiency improvements.

A product mix shift away from producing energy-intensive products will also con-
tinue to contribute to the decline in energy use growth rates. This phenomenon ac-
counted for about 10 percent of the reduction in industrial energy use in 1981 rela-
tive to the 1950-73 trend. Product mix shift will occur within specific industries
(e.g., a shift from basic chemical production to agricultural/specialty chemical man-
ufacture) as well as from one industry to another (e.g., a shift away from steel to
aluminum and plastics in auto manufacture). These shifts are driven by changing
demand patterns and international competition, as well as by increasing energy
prices.

We also examined how firms decide upon investments in large capital projects,
such as those involving new process technology. We found that coporations have a
strategic planning process that evaluates and ranks investments according to a vari-
ety of factors: product demand, competition, cost of capital, cost of labor, energy and
materials, and Government policy. In analyzing energy-related investment behavior,
we found no case in which a company accorded energy projects independent status.
Although energy costs are high in each of the four in ustries we examined, costs of
labor, materials and capital financing are also high. Thus, energy-related projects
are only part of a general strategy to improve profitability and enhance a corpora-
tion's competitive position.

Most firms regard energy efficiency as one more item in which to invest and not
as a series of projects that are different from other potential investments. This view
differs significantly from the view of firms that produce energy or energy-generat-
ing equipment where the entire investment is focused on increasingenergy produc-
tion. This difference has important policy implications because incentives aimed at
reducing energy demand must usually compete with numerous other factors and are
therefore diluted. Energy incentives directed at increasing energy supply suffer no
such competition.

POLICY OPTIONS

One of the principal goals of our study was to determine whether various policy
alternatives, including tax provisions, might provide additional incentives to invest
in energy saving technologies. Over the years, Congress has passed a number of
measures that affect the industrial use of energy. In general, the goals of these
measures have been to reduce oil imports, encourage domestic production of fossil
fuels, and reduce demand through energy efficiency improvements. We found that
legislation directed specifically at improving energy efficiency in industry has little
influence on investment decisions. At the highest levels of corporate financial deci-
sionmaking, there is an awareness of Government tax and industrial policies. How-
ever, we also found that technical decisions and energy project evaluation tend to be
separate from and subservient to corporate financial decisions. Moreover, the deci-
sion to borrow depends not only on an individual project's return on investment, but
also on such corporate-wide parameters as debt-equity ratio, debt service load and
bond rating, and, most importantly, the aforementioned strategic considerations of
corporate decisionmaking. Because energy must compete with other factors of pro-
duction when investment choices are made, policy incentives directed at energy
demand alone will be just one of a number of considerations in making these
choices. Unless such incentives are substantial, they are unlikely to alter a decision
that would have been made in the absence of such incentives.
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To assess in detail the effects of a range of incentives on energy use in industry,
we selected a set of policy initiatives directed at energy specifically or at corporate
investment in general. These options include the following:
Option 1: The accelerated capital recovery system (ACRS) provisions of the 1981

Economic Recovery Tax Act.
Option 2: Addition of a 10-percent corporate income tax credit for investments in

energy efficiency-improving equipment.
Option 3: Imposition of a premium fuels tax of $1.00 per million Btu on petroleum

fuels and natural gas.
Option 4: Lowered interest rates as a surrogate for capital availability.
In addition, we attempted to determine how these policies would most affect the op-
eration of a corporation.

In order to estimate the effect of these options, we first considered a reference
case. This consisted of the current economic and legislative environment, including
the 1981 Economic Recovery Tax Act. In the reference case, we project that pur-
chased energy use per dollar of industrial output should decline from a 1980 level of
over 50,000 Btu per dollar to under 35,000 Btu per dollar by the end of the 1990's.
These projections assume real, energy price increases from 1980 to 2000 ranging
from 0.5 percent per year for electricity to 5.6 percent per year for natural gas.

Two points should be made about this projection. First, improvements in energy
efficiency are due primarily to investments in new processes andprocess equipinbnt.
These investments and the demand for energy, however, depend greatly on future
profitability and, therefore, on economic growth.

Second, projections of the four major sources of industrial energy indicate that
natural gas and oil use will remain more or less steady, electricity use will grow at
about the same rate as total product growth, and coal use will grow at twice the
rate of electricity.

The first option we examined was the effect of the accelerated cost recovery
system of the 1981 tax act. By analyzing what would happen if ACRS were removed,
we found that it acts as a stimulus for investment, provided the industry is profit-
able, Under these circumstances, the ACRS would likely accelerate investment and,
as a result, there would be a corresponding acceleration of energy efficiency im-
provements as old equipment is replaced. Consequently, under conditions of im-
proved economic growth, removal of the ACRS would slow the rate of improvement
in energy efficiency. Currently, however, factors such as high interest rates, high
debt/equity ratios, and low to moderate product demand, are the factors limiting
investment decisions.

The most significant shifts in energy use caused by the removal of the ACRS
would involve cogeneration and capital-intensive conservation technologies. We
project that market penetration of these two categories of equipment would be re-
stricted if depreciation periods reverted to pre-ACRS schedules. A decrease in cogen-
eration would cause a decline in the self-generation of electricity and waste heat
energy recovery by firms. Additional requirements for boiler-generated steam, to-
make up for the loss of steam for cogeneration, would cause an increase in coal use
above that used in the reference case.

Finally, both the ACRS and the energy investment tax credits, discussed next,
create situations where third-party financing for tax shelter purposes can be attrac-
tive to individual investors who wish to shelter personal income. Such situations can
create opportunities for investments that can lead to increased energy efficiency,
particularly cogeneration. However, uncertainty about IRS approval for these ar-
rangements has prevented many of them from occurring.

The next option we examined was the energy investment tax credit. Energy in-
vestment tax credits (EITC's) at a 10-percent level have little direct influence on
capital allocation decisions in large American firms, and thus have little influence
on energy conservation. These credits appear to be too small to exert any change on
the returns on investment of most projects or on the cash flow of a company. A firm
has an overall objective of increasing productivity, and therefore profitability, when
it makes an investment in energy-using equipment. Energy is just one of many fac-
tors determining productivity of a given process, and a targeted incentive, such as
the EITC, is diluted to the degree energy efficiency must complete with other fac-
tors of production for investment priorities.

In particular, the shift-of two to four percentage points brought about by a 10-
percent EITC to a typical 20-percent to 30-percent return on investment on a project
is usually not enough to cause a firm to reorder the priorities of its capital alloca-
tion plan. We found that some firms claimed only 1 percent of the dollar amount for
EITC's compared to that claimed for the general investment tax credit, an indica-
tion of the dilution that exists when targeting just one of several factors of produc-
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tion compared to targeting the entire investment. In this connection, tax credits ap
plied to cogeneration are more effective, particularly to third parties whose only ob
jective is the production of cogeneration equipment. Under these conditions, such
credits can make the difference between going ahead with the investment or not.
For an EITC to be effective for general process equipment, it would have to be sub-
stantially increased, probably to above 40 percent.

The third option we considered was a tax on premium fuels. We found that taxes
at a rate of $1 per million Btu on natural gas and petroleum fuels-equivalent to
about a 25-percent tax, or to $6 per barrel of crude oil-would change the fuel use
mix in industry and would cause energy efficiency to improve slightly. In the case of
coal, a premium fuels tax would only add to an already large price differential, an4
therefore the economic incentive to switch to coal would not be significantly in-
creased. For electricity, the tax would be more important in terms of relative prices,
but the limited existence of new technologies that efficiently use electricity to re-
place petroleum or natural gas will constrain conversion to electricity for several
years.

Efficiency improvements that result from the premium fuels tax would be a few
percent greater than those of the reference case. There are two major reasons for
this small increase. First, the total cost of energy, despite a 25-percent increase in
the price of premium fuels, will increase considerably less than 25 percent, since gas
and oil account for but 60 percent of total industrial fuel use. The net price increase
will not greatly accelerate the incentive industry already has to invest in new proc-
ess technology. Second, a tax just on premium fuels would provide an incentive to
switch fuels, which would not necessarily increase overall energy efficiency.

Finally, we analyzed the effects of lowered interest rates as a surrogate for capital
availability. Corporations have a strong motivation to invest in new production
equipment to maintain or improve their market share. If these corporations also
perceive energy prices to be high and believe they will go higher, they have consid-
erable incentive to make sure those investments also increase energy efficiency.
Therefore, low interest rates affect energy efficiency to the extent that lower rates
may allow a company's cash flow to go further, its debt service to be less burden-
some, and its ability to take on more debt to increase. In all cases, low interest rates
increase the effective availability of capital and therefore allow more projects to be
undertaken. Even with an attractive interest rate, however, investment will be re-
strained unless there is a perception of profitability and increased capacity utliza-
tion through market growth.

We find that the availability of low-cost capital would result in the most signifi-
cant shifts in total sector energy use from that of the reference case. In this situa-
tion capital-intensive technologies, such as cogeneration and heat recovery devices,
would be significantly more attractive and would find greater use. Coal use would
be greater because of increased penetration in both process and boiler applications.

CONCLUSION

We found that investments in new technology are driven principally by judg-
ments about future profitability. This, in turn, is affected by increased product
demand, productivity, and a change in product mix. Where product demand is ex-
pected to grow, as in the pulp and paper and the chemicals industries, inv&tment
in expansion will be large and, consequently, energy efficiency improvements will
be extensive. Where large changes in production technology are necessary to avoid a
substantial loss of market, as in the steel industry, expansion of the industry will
not occur, but investment in new technologies will still be large. Finally, where
product demand is declining but a product mix shift will occur, as in the petroleum
industry, investment will be needed to account for different product slates.

The policy options we investigated do not affect perceptions of profitability nearly
as much as do these product questions. The policy options are primarily aimed at
accelerating investment, once a decision has ben made, or targeting certain aspects
of that investment, in this case, energy. Such policies are most effective when direct-
ed at capital-intensive items that are primarily concerned with energy, such as co-
generation. Even here, however, the attention to product demand and mix is so
dominant that none of the options, with the exception of lower capital cost, changes
the decision pattern of manufacturing by a great amount. Given a healthy economy
and reasonable access to capital, however, industry will make investments over the
next few decades that will increase productivity and profitability and will have a
positive effect on energy efficiency. This improvement can take place without addi-
tional Federal incentives. The key is reasonable and stable economic growth, with-

24-865 0-83----4
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out which even much larger incentives than we have considered will not be of much
value.

Senator BRADLEY. Mr. Chairman, could I ask a question? Are we
going to have hearings any more this week if we are not in session?

The CHAIRMAN. Well, we have hearings tomorrow morning on so-
called tax preferences. Thursday morning we had hoped to be able
to mark up revenue sharing, also health care for the unemployed,
up to a certain point-not reported out, because we intend to pay
for that proposal if we adopt one, and we may wait for the whole
revenue package and put it in there.

And finally, there are three ITC nominations that we had hoped
to get to.

Senator BRADLEY. So that you intend to meet Thursday, even if
the Senate is off?

The CHAIRMAN. Right.
Now, if we finish by tomorrow noon in the Senate, it may be

that, with the agreement of Members, meet tomorrow afternoon, as
some may not want to be around Thursday. Is that all right with
you?

Senator BRADLEY. Yes.
The CHAIRMAN. Senator Long, do you have any questions?
Senator LONG. No questions.
The CHAIRMAN. Senator Danforth?
Senator DANFORTH. No questions.
The CHAIRMAN. Well, let me say, first of all, we know that you

have done a lot of work, and we appreciate it very much. We are
going to be looking at some of the suggestions that you have made.

You indicated in your oral statement as well as in your written
statement that the 10-percent energy investment tax credit was
generally ineffective in encouraging industrial energy-conservation
projects, and you would have to increase that credit to 40 percent
before-it would have any impact. Do you have any idea of what a
40-percent credit would cost in terms of revenue loss?

Dr. ROWBERG. Well, we had some estimates of what the 10-per-
cent credit has cost in the last 5 years when it was in effect, and it
was on the order of $300 million to $500 million. We expect that on
the minimum it would be approximately four times that much over
the period, and possibly greater than that.

The CHAIRMAN. But if it hadn't had any impact, maybe rather
than to increase it we ought to forget it.

Dr. ROWBERG. Well, it seems, from all of the discussions that we
had with people in industry, the Energy Investment Tax Credit
was almost universally accepted as having no impact on their deci-
sions to invest in energy efficiency. They did like the cashflow
when it came in, and they felt it had some merit as an indication
of Government's interest in energy conservation; but in terms of
rearranging priorities, it didn't do anything.

Dr. THORESON. May I say something? I think many of our re-
spondents-we did a lot of survey work in industry, both large
firms and small firms-were very uncomfortable about special tax
treatments when it wasn't clear that the tax treatment really
made much difference that it was justified by economic conditions.
And I think we were quite surprised that there was that much con-
cern on the part of the beneficiaries of this type of special tax ex-
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penditure, that they really didn't know if it was justified, and so
they generally weren't pushing very hard for it.

The CHAIRMAN. Well, if it does have an impact I would assume it
might shelter some income, and things of that kind. If it doesn't
have any impact on production of energy I don't know why we
would want to keep it around.

Dr. ROWBERG. Well, it hasn't, apparently, had any significant
im pact on those investments. There are other considerations which
indust has in mind which are far more dominant.

The CHAIRMAN. That's what I think we ought to do. I think the
fact that you have been talking with people in the business is very
helpful. It might be some great idea that a Member of Congress
has,- but it may not have any merit at all in the real business
world. And if there are other areas we should address, maybe a
substitution of some kind that would have some real impact-and I
think you have some information on that; is that correct?

Dr. ROWBERG. Well, the major impact in terms of trying to gener-
ate savings of energy is to increase general investment, because
when you invest in new processes and new process technologies,
one of the major byproducts of that is to be a far more efficient
process, and that by far will overwhelm any other approach to in-
creasing energy efficiency.

The CHAIRMAN. Well, thank you very much. We appreciate your
testimony, and we will be working with you.

Dr. ROWBERG. Thank you very much, Mr. Chairman.
- The CHAIRMAN. Our next witness is Willard Birkmeier, mayor of
Pekin, Ill.

Mayor, your entire statement will be made a part of the record,
and we hope that you might be able to summarize.

STATEMENT OF HON. WILLARD BIRKMEIER, MAYOR, PEKIN, ILL.
Mayor BIRKMEIER. Thank you, Mr. Chairman.
Mr. Chairman and members of the committee, I am Willard

Birkmeier, mayor of Pekin, Ill. My purpose in appearing before you
today is to stress the importance of the tax-exempt industrial de-
velopment bonds to towns and cities across the United States, as
we continue our efforts upward to bringing the economic recovery.

The jobs created by industrial development bonds, with their
attendant payroll tax and income tax revenues, are precisely what
our State departments of revenue and taxation need, as well as the
Federal Treasury, in order to narrow the gap between Government
revenues and outlays.

While I recognize that Congress is under much pressure to raise
revenues, I would caution that the industrial development bonds
underwent significant revenue-raising revisions in the Tax Equity
and Fiscal Reponsibility Act of 1982. Most of those provisions rela-
tive to the IDB's have been in effect for only 6 months. It seems to
me, Mr. Chairman, that is too soon to prejudge the ultimate effect
of the recordkeeping, reporting, and public hearing provisions by
adding additional restrictions to this program. I am afraid that the
additional restrictions such as I have heard discussed and proposed
would, if enacted, result in less rather than more revenue at all
levels of government.
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At this point I would like to digress from the statement that was
filed with the committee to tell you some of the things that we do
in the Midwest. I am talking about a small community of 35,000
people, and I know most of you are familiar with Pekin, Ill., where
our great friend, the great Senator Dirksen, came from, who this
building is named after.

We have done quite a bit of industrial bonding for a community
of our size, 35,000 people, have done some $150 million worth of it.
Basically what we are interested in is industrial development and
pollution control. These are the things we have used industrial
bonding for in our community. It has enhanced the economy of our
community, helped provide jobs-not only from the construction
standpoint but on the permanent standpoint of onrunning jobs in
industry.

We feel that this Industrial Bonding Act is a very vital situation
to our little community of Pekin, Ill., down in the center part of
the State.

Some of the people that we have done some bonding for are steel
mills-Keystone Steel & Wire. We have done bonding for them.
They employ some 300 to 400 of our people over there who have
done some pollution-control work for those folks. Commonwealth
Edison, which is some 3 miles out of our town; we have done a tre-
mendous amount of industrial bonding for those folks in pollution
control; Anerco, a new CO-2 recovery plant right adjacent to an al-
cohol plant that we have in Pekin, IIU., that we call Pekin Energy,
which is a combined effort between Texaco and CPC International;
and, Mr. Chairman, we have even enhanced one of your good citi-
zens from Kansas to come to our community some 3 years ago-
Midwest Solvents came to our community some 3 years ago with
one employee. They-now employ 130 people.

These folks are very interested in the Industrial Bonding Act.
We help provide minimum cost financing to these folks, and they
in turn create jobs and help stabilize our community.

I do not want to go through the complete text filed with the com-
mittee, soto summarize, Mr. Chairman, I would like to stress that
it is a worthwhile program for small towns as well as the large
communities, based on my experience. We benefit by having the
option of attracting large credit-worthy companies to our com-
munity.

And finally, I respectfully request that if your committee must
raise additional revenues over the next 1 to 3 years, that it not
come from further restrictions on this program. Last year's reforms
ought to be provided a longer trial period.

Thank you, Mr. Chairman, for the opportunity to appear.
[The prepared statement follows:]

TEsTiMONY OF HON. WILLARD BIRKMEIER, MAYOR OF PEKIN, ILL.

Mr. Chairman and Members of the Committee, I am Willard Birkmeier, Mayor of
Pekin, Illinois. My purpose in appearing before you today is to stress the importance
of tax-exempt Industrial Development Bonds to towns and cities across the United
States, as we continue our efforts toward sustained economic recovery. The jobs cre-
ated by Industrial Development Bonds, with their attendant payroll tax and income
tax revenues, are precisely what our state departments of Revenue and Taxation
need, as well as the Federal Treasury, in order to narrow the gap between govern-
ment revenues and outlays.
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While I recognize the Congress is under pressure to raise revenues, I would cau-
tion that Industrial Development Bonds underwent significant revenue raising revi-
sions in the Tax Equity and Fiscal Responsibility Act of 1982, most of whose provi-
sions. relative to IDB's have been in effect for only 6 months. It seems to me, Mr.
Chairman, it is too soon to prejudge the ultimate effectiveness of TEFRA's record
keeping, reporting, and public hearing provisions, by adding additional restrictions
to this program. I am afraid that additional restrictions such as I have heard dis-
cussed and proposed would, if enacted, result in less, rather than more revenue at
all levels of government.

This is certainly my overall impression when I consider the adverse impacts of
proposals that would deny IDB use to any company with over $20,000,000 in capital
expenditures in the three previous years or to any company with $20,000,000 of
IDB's outstanding. Our experience in Pekin with companies that use this kind of
financing is that we would have far fewer jobs today had this kind of arbitrary limit
been in effect in the past. And our experience comes from companies, among others,
that are in the forefront of new energy technologies. In fact, rapidly changing tech-
nology in the electronics, communications and energy fields require major invest-
ments in manufacturing plants over-a very short period of time for firms to main-
tain a lead in the worldwide competition for their products. Twenty million dollar
caps would simply distort the market and disqualify top quality users of IDB's.

My view of other proposals, such as those requiring extended depreciation lives, is
they would destroy the program, not reform it. Property financed with IDB's, with
limited exceptions, already suffers discrimination under ACRS by being limited to
straight line depreciation. I see no reason to add further to this disparate treatment.

Mr. Chairman, I am also aware that some in the Congress feel there are abusive,
unintended uses for which IDB financing has been provided in the past, and that
these practices must be stopped. Far be it from me to urge this or any other Com-
mittee's blessing for IDB uses that strike the average citizen, or government official
as repugnant. Nevertheless, I must point out that the most obnoxious, notorious
uses of IDB's were prohibited last year in TEFRA. Moreover, in TEFRA, Congress
sunsetted small-issue IDB's. It seems redundant and smacks of overkill to return 6
months later and enact yet additional restrictions on a program already destined for
extinction after December 31, 1986.

Nevertheless, those of us that have had favorable, productive experience with IDB
financing in the past, for the general, public benefit of our communities, I might
add, see ourselves confronted today with revenue loss charges and unintended use
accusations that would lead you to believe that IDB's share a significant responsibil-
ity for annual $200 billion deficits, and continue to be used for every reprehensible
purpose mankind can conceive. The fact is the Congressional Budget Office's May
1983 report on small issue IDB's stated that their volume increase between 1981 and
1982 was less than one percent, from $12.6 billion to $12.7 billion. Further, CBO sees
no significant volume increases in 1983 over 1982. Again, I am suggesting the pro-
gram is under control and does not require further restrictions.

With these recent developments and future trends in mind, I would like to turn to
a discussion of factors that affect interest rate levels, in general. IDB's alleged ad-
verse impact on so-called traditional municipal financings, through crowding out
and higher interest rates, is an unfounded charge that must be laid to rest.

The municipal bond market is far too large, Mr. Chairman, and there are too
many other known, significant factors that drive interest rates up and down, on
both taxable as well as tax-exempt securities, to ascribe so much of the blame to
IDB's. Concentrating on the supply of bonds as the sole determining factor of inter-
est rate levels, totally ignores the demand side of the equation, i.e., the demand for
tax-exempt bonds. Among the largest traditional purchasers of exempt obligations
are banks and non life insurance companies. However, their demand for these secu-
rities has decreased sharply since 1979. As their profitability declines, they become
net sellers of municipal bonds, rather than purchasers, driving up municipal inter-
est rates as tax-exempt bond supply exceeds demand.

In addition, and regrettably, in recent years, bond rating services have downgrad-
ed more municipalities' ratings than they have upgraded. This obviously increases
our cost of doing business. From time to time this largely unnoticed bond rating
process becomes the center of attention when a project such as Washington Public
Power Supply System hits the front pages. A recent Wall Street Journal article
noted that the Power System's dilemma, and potential default, would significantly
increase borrowing costs not only for other Washington State authorities, but prob-
ably for the Pacific Northwest as well. Some analysts even expect the impact on
municipal rates to be felt nationwide. However, there is obviously no relationship
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between IDB volume on the one hand, and the consequences for the bond market of
a WPPSS default, on the other.

Federal budget policy and the level of interest rates in general are other external
factors that affect interest rates. We have seen a broad decline in interest rates, be-

nning last fall and continuing through the Spring of this year. This broad decline
as been reflected in significantly lower borrowing costs for states and municipal-

ities. During this period, Mr. Chairman, the steady rate decrease has been inter-
rupted on several occasions. On each such occasion, factors that caused jitters in the
marketplace were reports of large money supply increases, the Treasury's borrowing
needs, the WPPSS problem, and other external events unrelated-to tax-exempt bond
volume.

To summarize, Mr. Chairman, I wish to stress that this is a worthwhile program
for small towns as well as large cities. Based on my experience, we benefit from
having the option of attracting large, credit worthy companies to our community.
Finally, I respectfully request that if your Committee must raise additional revenue
over the next one to three years, that it not come from further restrictions on this
program. Last year's reforms ought to be provided a longer trial period.

Thank you, Mr. Chairman, for the opportunity to present my views.

The CHAIRMAN. Thank you very much, Mayo -I- think that is
probably one of the problems with everybody. They say, "We think
you ought to do something, but don't do it to this program because
that has an impact on us.' And that is going to be difficult.

What is the relative volume of IDB's issued to serve the Pekin
area compared to the general obligation bonds issued for roads,
schools, and sewers? Do you have any idea?

Mayor BIRKMEIER. I can tell you in my own respect with the city
of Pekin. We have no general obligation bonds issued in the city of
Pekin at this point.

The CHAIRMAN. You indicate in your written statement that the
IDB issuance is under control since IDB issuance increased only by
1 percent in 1982 and future increases are not anticipated by the
CBO for 1983. Based on that, would you object to the-imposition of
volume limitations at current issuance level3 to insure that IDB's
remain under control? In other words, if we are going to try to con-
trol the program, and you indicate there isn't any concern about
that, maybe we could devise some way to make certain we keep it
under control.

Mayor BIRKMEIER. Well, I think there are probably ways that
you can put controls on it to control it more regularly; but we have
not had the problem ourselves, is what I'm trying to stress here.
We have not got into the pool halls or the skating rinks, or any-
thing like that. We have used it for what it was designed for, and
we feel very proud that we have had no losses.

The CHAIRMAN. As I also think your statement indicates, you
object to limiting IDB usage to small businesses. If every city and
State can issue IDB's to attract large businesses to their area,
doesn't that neutralize the advantage any city can obtain? If every-
body can do it, what is the advantage?

Mayor BIRKMEIER. Well, I think you have to get down and evalu-
ate what your needs are. I think this is one of the reasons why
some communities might have gotten in trouble with it-they did
not evaluate the situation.

The CHAIRMAN. But it could also be just another subsidy for a big
business who might locate in Pekin, anyway, based on other things,
if anybody can offer the same tax subsidy.

You know, we enact pollution control legislation to require
changes and to protect the environment, and then we promote
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IDB's and other credits to pay the companies for their investment.
Again, there is a conflict, with pollution control on the one hand,
and then bailing out those who are guilty of it on the other
through the Tax Code.

Mayor BiRKMEIER. I think most of it, in our particular area, espe-
cially when businesses have gone out and are acquired by a new
company, they find that there is a tremendous amount of work to
do because possibly the company that went default did not keep up
with new technology.

The CHAIRMAN. Well, I understand it is a very sensitive area.
Mayor BIRKMEIER. It is very sensitive for us.
The CHAIRMAN. Well, it is sensitive generally. There are high

class lobbyists involved. But the efficiencies of IDB's are similar to
mortgage subsidy bonds-GAO thinks there is about a 4-to-1 cost-
to-benefit ratio for mortgage bonds, so for every $4 we spend there
is about $1 in benefit. My point is, if we are going to do that,
maybe there is a better way to do it.

We are looking at alternatives on the mortgage revenue bond
side. We believe that you could have tax credits, even refundable
credits, and save the Government a great deal of money, and
design a program that would truly help low-income Americans in-
stead of a lot of people who are benefiting from the program with
expensive homes just because it is a subsidy.

You know we looked at the food stamp program, and medicaid,
and the WICK program. We cut those programs; but since it is a
tax expenditure, we don't believe we have any obligation to take a
look at tax expenditures, even though they may have some unin-
tended benefit. That's the difficulty have, and it is not going to be
easy to tie a package together that will hold together.

So you understand our problem.
Mayor BIRKMEIER. I understand your problem, Senator. I just

thank you for the opportunity to appear before the committee.
The CHAIRMAN. Well, you have an excellent statement and we

appreciate it very much. Having visited your city, I know it is out-
standing.

Mayor BIRKMEIER. You are always welcome to come back.
[Laughter.]

The CHAIRMAN. I might do that.
Senator Long, do you have questions?
Senator LONG. No questions. Thank you very much.
The CHAIRMAN. Thank you very much. Our next witness is Brian

O'Connell, president of Independent Sector, Washington, D.C. Mr.
O'Connell will be followed by a panel of three witnesses, followed
by another panel of four witnesses which will conclude the hear-
ings for today.

Mr. O'Connell, we hope that you might summarize your state-
ment, and it will be made a part of the record.

STATEMENT OF BRIAN O'CONNELL, PRESIDENT, INDEPENDENT
SECTOR, WASHINGTON, D.C.

Mr. O'CONN L. I appreciate that. Thank you, Mr. Chairman.
I am the president of an organization that consists of a vast

group and a diverse one of the country's foundations, voluntary or-
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ganizations, and business corporations with national giving Pro-
grams. The groups are as diverse as the Planned Parenthood Fed-
eration of America and Catholic Charities, the American Enter-
prise Institute and Brookings Institution, the major oil companies
and the most ardent of the conservationists. All of these groups
have come together because they believe strongly in the impor-
tance of the voluntary and philanthropic impulse in our society.

As this committee knows so well, historically tax policy has en-
couraged the development of voluntary initiatives. Since the Reve-
nue Act of 1917, that encouragement has included the deduction of
contributions.

The deduction has provided a very significant incentive for
giving; but even more important than the dollars involved it -has
served to remind all of us that it is the philosophy and the policy of
the people and our Government that giving is an act for the public
good that is to be fostered.I won't go into the history of tax exemption and tax deduction;
suffice it that through many of the countries from which Ameri-
cans emigrated, through common law and statute, tax exemption
has been a practice and became the common law, and then the
legal practice in this country, including the deduction of contribu-
tions.

I also certainly don't need to review the history of this pluralism
and its impact on our society over the 300 years to now, with the
three members of the committee who are present. You have cer-
tainly demonstrated, all three of you, your support and awareness
of the importance of pluralism participation and what it means to
America.

Let me move, therefore, to the effectiveness of the current tax
policy, particularly the deduction for contributions. And I am on
the bottom of page 4 of our testimony, if you are trying to follow it.

Various studies support the conclusion that the charitable deduc-
tion does increase charitable giving and do so considerably in
excess of the taxes that would otherwise have been paid. In testi-
mony before this Senate Finance Committee, Martin Feldstein
said, "The statistical evidence indicates that the stimulus is sub-
stantial: Each 10-percent reduction in the price of giving induces
an increase of about 13 percent in the amount of giving." Other
studies place that differential as high as 30 percent, and I've seen
one even at 42 or 43 percent.

Coming at it from the other side, Rudy Penner of the American
Enterprise Institute said, again before this committee, "With
regard to the current charitable deduction, I have no doubt that
gving would fall drastically if it were eliminated."

Though I realize we are not talking here about the flat rate tax,
a recent study that we commissioned I think is relevant in terms of
making clear that the tax deduction has worked in terms of induc-
ing greater charitable contributions than have been lost to the
Government through revenue foregone.

Charles Clotfelter of Duke University has analyzed for us all of
the various flat rate tax proposals now before the Congress, and he
indicates, "Even when increased discretionary income is taken into
consideration, giving would drop dramatically." He concludes, "The
adoption of a fat rat income tax, whether or not it contains a de-
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duction for contributions, is likely to reduce charitable giving sig-
nificantly." He indicates further that, if the contributions deduc-
tion were eliminated altogether, "these effects combine to reduce
predicted contributions by almost 20 percent. At upper income
levels the reduction is particularly dramatic, averaging over 55 per-
cent."

I would like to end with a point that I realize might be contro-
versial but I think is important to underscore. I suggest very
strongly to the committee that charitable contributions should
not-should definitely not-in the future be viewed as "tax expend-
itures."

The availability of the charitable deduction produces more public
service and investment than it costs the Government. In addition,
these dollars don't remain with or directly benefit the taxpayers in-
volved. You take a deduction only if you have made a contribution
to a bona fide public charity; thus, the deduction benefits the com-
munity, not the individual.

Taxes transfer income from private use to public use. Private use
consists of private consumption plus private savings. These two
quantities equal a net income, which is the basis of taxation.

Charitable giving is neither a form of personal consumption nor
personal savings. To properly measure net income for tax purposes,
the tax law should always allow an income reduction for charitable
giving.

There is a less tangible but I think even more compelling reason
why a charitable deduction should not be viewed as "tax expendi-
tures." The logical extension of this argument heard more and
more is that if these are dollars that the Treasury loses, the Gov-
ernment should have more say about how the money is channeled
and spent. Increasingly the term "tax expenditure" is translated as
"tax subsidy," and more recently as "indirect grants."

Lest this argument appear abstract, let me report on a confer-
ence which I attended in England last December that dealt with
the future of private philanthropy in the Western World. I was
stunned when the representative of the British Exchequer reported
that his government was actively seeking a periodic evaluation of
all tax-privileged organizations, to be certain they are fulfilling
public needs and priorities as decided by the current government.

I submit that there is nothing more chilling to the independence
of our voluntary organizations than to have the Government decid-
ing what is appropriate and what is not appropriate in their behav-
ior. If we want a pluralistic society, then we have got to allow these
organizations reasonable independence. To treat charitable contri-
butions in the same way as medical expenses or interest payments
is to make the charitable deduction vulnerable to change or elimi-
nation, and to contradict the larger public policy consideration,
which from the start has been to encourage the vast participation
and diversity that are so much a part of America's uniqueness.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. O'Connell.
Senator Long?
Senator LONG. No questions, Mr. Chairman. Thank you.
The CHAIRMAN. Senator Danforth?
Senator DANFORTH. No questions.
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The CHAIRMAN. Again, I have some questions, but I am going to
submit them in writing.

[Mr. O'Connell's prepared statement follows:]

TESTIMONY OF BRIAN O'CONNELL, PRESIDENT, INDEPENDENT SECTOR

TAX EXPENDITURES

i. Introduction and overview
My name is Brian O'Connell, president of Independent Sector, a membership or-

ganization of 500 voluntary organizations, foundations and business corporations
which have banded together to strengthen our national tradition of giving, volun.
teering and not-for-profit initiative.

Our Voting Members are organizations with national interests and impact in phi-
lanthropy, voluntary action and other activities related to the independent pursuit
of the educational, scientific, health, welfare, cultural and religious life of the
nation. The range of Members includes: National Council of Churches, United
Negro College Fund, Shell Companies Foundation, American Association of Muse-
ums, Boys Clubs of America, Duke Endowment, American Enterprise Institute,
Brookings Institution, Cleveland Foundation, Catholic Charities, Planned Parent-
hood, Wells Fargo Foundation, Audubon Society, Goodwill Industries,_Yord Founda-
tion, American Association of Retired Persons, Opera America, National Urban
League, Council for the Advancement and Support of Education, Atlantic Richfield
Foundation, American Association of University Women, YM & YWCA's, B'nai
B'rith, Native American Rights Fund, American Cancer Society, Hallmark Cards,
U.S. Committee for UNICEF, Organization of Chinese Americans, Campfire, Nation-
al Puerto Rican Coalition and 480 other equally diverse organizations. The common
denominator among this diverse mix is their shared determination that the volun-
tary and philanthropic impulse shall remain a vibrant part of America.

Historically tax policy has encouraged the development of voluntary-organiza-
tions. Since the Revenue Act of 1917 which created the income tax structure as we
know it today, this encouragement has included the deduction of contributions. The
deduction has provided a significant incentive for giving but even more importantly
has served to remind all of us that it is the philosophy and policy of the people and
our government that giving is an act for the public good that is to be fostered. These
direct and indirect encouragement- have helped to' maintain and promote the enor-
mous degree of pluralism and citizen participation that are among the country's
most important characteristics.

The desire to do good and to improve the communities in which we live are
among the larger and more significant motivations for giving but the tax deduction
helps influence the size of many gifts and the regular reminder that charitable gifts
are tax deductible makes it clear that giving is encouraged and applauded.

Deductions for charitable gifts should not be considered "tax expenditures" and
indeed the application of that concept and category to the charitable deduction
threatens the original intent of the government to foster participation and diversity.
II. History

Tax exemptions for charities derive from the common law practices of many of
the countries, particularly England, from which Americans emmigrated. More spe-
cifically it is traced to the "Stati.'te of Charitable Uses" enacted in England in the
16th Century during the reign of Elizabeth I. Tax exemptions were a natural part of
the common law of the American colonies and were intended to maintain the essen-
tial separation of Church and State and to encourage dispersion of power and orga-
nized neighborliness.

The deduction of gifts to charitable organizations has been an integral part of the
income tax law since the Revenue Act of 1917. The intent to encourage contribu-
tions to the causes of one choice was reaffirmed and substantially extended in the
Economic Recovery Tax Act of 1981 when the right to deduct charitable gifts was
again provided to all tax payers, including even those who use the "short form."

The same Act increased from 5 percent to 10 percent the allowable deduction for
charitable contributions by business corporations and it reduced to a flat 5 percent
the annual payout requirement for private foundations. In other ways, legislation
and court decisions have affirmed the government's willingness and desire to foster
charitable activities of foundations and businesses.
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III. America s pluralism
There are approximately 350,000 organizations in the United States that have

been officially designated as 501(cX3) organizations which means that they are
exempt from paying income taxes and that contributions to them are tax deductible.
In addition there are at least a like number of churches, which have the same tax
status but which are not required to apply for tax exempt classification. Thus, there
are at least 700,000 public charities. Eighty percent of Americans are contributors
providing $60 billion a year to the causes of our choice. Forty-seven percent of us
are volunteers giving 8.4 billion hours annually that are worth at least $65 billion to
the recipient organizations. These dollars and hours sustain the churches, hospitals,
museums, social service agencies, clinics, historical societies, job training centers,
bird watching societies, nonprofit theatres, civil rights groups, and the thousands of
other organizations that are the fabric of our communities and country. Some are
conservative, some are liberal and many are in opposition to one another on issues
like family planning, free trade or disarmament. They contribute to an enlightened
electorate and represent alternatives by which citizens deal with their problems and
aspirations. They serve the public interest by: Providing essential services to meet
fundamental human needs; serving the basic principles of democracy by encourag-
ing pluralism and social responsibility; providing opportunities for individuals to
effect the quality of life in their communities; and serving as vehicles for innova-
tion, experimentation and social change.
IV. The effectiveness of current tax policy

The government has cmnistently encouraged nonprofit organizations because:
Charitable contributions are discretionary expenditures in support of the social
good; voluntary gifts in support of public activities relieve government of expendi-
ture requirements; and the encouragement of voluntary organizations increases the
degree of volunteered time which in turn expands services and creates a more sensi-
tive and enlightened citizenry.

From the start, it has been the intent of the American people and our govern-
ment to disperse power and to decentralize services. Thus, even tax policies encour-
age voluntary associations.

Various studies support the conclusion that the charitable deduction does increase
charitable giving and does so considerably in excess of the taxes that would other-
wise have been paid. In testimony before the Senate Finance Committee in January,
1980, Dr. Martin Feldstein, then head of the National Bureau of Economic Research
and now Chairman of the Council of Economic Advisors, stated: "The statistical evi-
dence indicates that the stimulus is substantial: Each 10 percent reduction in the
price of giving induces an increase of about 13 percent in the amount of giving."

Other studies place the differential as high as 30 percent.
Looking at it from the reverse side, Rudolph G. Penner, an economist with the

American Enterprise Institute stated: "With regard to the current charitable deduc-
tion, I have no doubt that giving would fall drastically if it were eliminated."

Though all causes would be impacted by removal or reduction of the deduction,
those that are the regular recipients of gifts from persons with incomes above
$30,000 would be hurt the most, including and especially higher education and arts
and other cultural organizations.

Independent Sector recent commissioned Professor Charles T. Clotfelter of Duke
University to analyze the various flat rate tax proposals now before Congress. His

-report indicates that, "even when increased discretionary income is taken into con-
sideration, giving would drop dramatically." He concludes, "The adoption of a flat-
rate income tax, whether or not it contains a deduction for contributions, is likely to
reduce charitable giving significantly." He indicates that if the contributions deduc-
tion were eliminated altogether, "These effects combine to reduce predicted contri-
butions by almost 20 percent. At upper income levels, the reduction is. particularly
dramatic, averaging over 56 percent-." At higher income levels, he says, "the nega-
tive effect of the elimination of the deduction completely swamps the positive effect
on contributions of an increase in after-tax income caused by the approximate halv-
ing of tax liability."

Consideration of elimination or reduction of the charitable contributions deduc-
tion comes at a time when voluntary organizations are being asked to greatly
expand services to help deal with government cutbacks and the increased need for
services. They also occur at a time when Americans of all political and philosophical
persuasion are realizing some practical limitations of big government and are look-
ing to local voluntary organizations to expand their attention to local needs.
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V. Charitable contributions should not be viewed as "tax expenditures"
The availability of the charitable deduction produces more public service and in-

vestment than it costs the government in revenue foregone. In addition, these dol-
lars don't remain with or directly benefit the taxpayers involved. One can take the
deduction only if one has contributed to bona fide public charities. Thus, the deduc-
tion benefits the community, not the individual.

Taxes transfer income from private use to public use. Private use consists of pri-
vate consumption plus private savings. These two quantities equal net income which
is the basis for taxation. Charitable giving is neither a form of personal consump-
tion nor personal savings. To properly measure net income for tax purposes, the law
should always allow an income reduction for charitable giving.

There is a less tangible but I think even more compelling reason why charitable
contributions should not be viewed s "tax expenditures." The logical extension of
this argument, heard more and more, is that if these are dollars that the Treasury
loses, the government should have more to say about how the money is channeled
and spent. Increasingly the term "tax expenditure" is translated as "tax subsidy"
and more recently as "indirect grants."

Lest this argument appear abstract, let me report on a conference which I attend-
ed in England last December that dealt with the future of private philanthropy in
the Western world. I was stunned when the representative of the British Exchequer
reported that the government was actively seeking a periodic analysis of all tax-
privileged organizations to be certain they are fulfilling public needs and priorities
as defined by the government. He said their right to do so was based on the combi-
nation of tax exemptions and tax-expenditures. It was even more chilling to realize
that it was primarily the U.S. delegation that reacted with horror to a proposal that
would so threaten the essential independence of voluntary organizations.

If we want a pluralistic society-of experimentation, alternatives, criticism and
reform-then we cannot overly define what these citizen organizations can and
should do. That would bring prejudice to the very arena where it least belongs. At
the extreme, there is no greater danger to the preservation of liberty than allowing
those in power to have control over their reformers.

To treat charitable contributions and deductions in the same way as medical ex-
penses or interest payments is to make the charitable deduction vulnerable to
change or elimination and to contradict the larger public policy consideration which
from the start has been to encourage the vast participation and diversity that are so
much a part of America's uniqueness.

The CHAIRMAN. I think our responsibility is to make certain we
aren't just creating a windfall for taxpayers who are going to give
in any event. I mean, we may lose more revenue than is donated, if
we are not careful. But it is an area that deserves careful atten-
tion, one that we are certainly going to focus and one that we are
pleased to have your testimony on.

Mr. O'CONNELL. If I might suggest, I take polite exception to the
thought that one could use it as a "windfall." You can only deduct
it if you in fact have made bona fide contributions.

The CHAIRMAN. Well, I think that is essentially accurate, but I
think it is fairly flexible. I know of a few examples myself.

We appreciate it very much, and I will submit some questions in
writing.

Mr. O'CONNELL. I would appreciate it.
The CHAIRMAN. We now have a panel of witnesses. Two of the

three are present: Robin Swift, on behalf of the forest industry's
Committee on Timber Valuation and Taxation, and Richard E.
Morgan, research director, Environmental Action Foundation, on
behalf of Environmental Action.

I have to leave at this point, so let me suggest that they will be
followed by a panel of Dr. Carlson, David Smith, Wallace Wood-
bury, and Mr. Aronsohn, and then that will conclude today's hear-
ing. Senator Danforth has indicated that he would be willing to
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complete the hearing. I need to attend the graveside service of
former Congressman Miller.

Mr. Swift?

STATEMENT OF G. ROBIN SWIFT, JR., ON BEHALF OF THE
FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
TAXATION, WASHINGTON, D.C.
Mr. Swirr. Thank you, Mr. Chairman.
My name is Robin Swift. I am president of Swift Lumber Co., a

small family-owned, lumber-manufacturing concern in south Ala-
bama. I am accompanied by Mr. Bill Condrell, partner in Steptoe &
Johnson, and Mr. Bob Ladig, vice president of Scott Paper Co.

I am here as chairman of the Forest Industries Committee on
Timber Valuation and Taxation. This committee speaks on behalf
of 5 million timberland owners throughout the country. We are ap-
pearing today in support of timber capital gains treatment.

The capital gains treatment of timber has stood the test of time
for almost 40 years now, including many reviews by Congress. And
as Congress originally intended, it provides two basic ingredients:
One is equity, and the other is incentives that are in the national
interest.

In the area of equity, with the creation of timber capital gains,
investments in timber achieved parity, as far as taxes are con-
cerned, with other long-term, high-risk investments. Within our in-
dustry, we gained equity in that those who liquidated and had
always enjoyed capital gains were put on a par with those who
managed their timber for long-term production.

In the area of incentives, without this treatment, Mr. Chairman,
private landowners will be reluctant to enter into the production of
timber.

I have been in this field now since 1950, beginning 6 years after
the establishment of the capital gains treatment, and I have seen it
happen. And I know that it has been well documented that it has
had a great effect on the nationwide growth of timber and the
planting of trees. Without this incentive, in my opinion, the invest-
ment in trees will simply not be made, and the resource will not be
grown.

Mr. Chairman, the timber industry is just climbing out of a 3-
year depression. *One of those years was 1981, a year which has
been singled out in the Pease-Dorgan study of taxes paid by five
major forest products companies. If you will refer to appendix A at-
tached to my written testimony, you will find that we have expand-
ed that 1-year study into a 4-year study, covering the years 1978,
1979, 1980, and 1981. We did this in order to give the concept a
little broader prospect and in order to meet the charges head on.

You will note that the years 1978 and 1979 were more typical
years in our industry, and that these five major companies had ef-
fective tax rates that were very near the norm for industry as a
whole in the United States. -

In the years 1980 and 1981, which were depression years, we had
lower profits, but we had high investments within those-five com-
panies that were already committed. As a result, the investment
tax credit and accelerated depreciation caused rather large tax de-
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ductions. You will note on lines 3 and 4, the 1980 and 1981 lines,
that those reductions in effective tax rates in each instance-both
investment tax credits and depreciation-were higher than the ad-
justment for capital gains. In fact, in 1981, if there had been no ad-
justment for capital gains, it would still have been a negative
figure because of the investment tax credit and excess depreciation.

Finally, Mr. Chairman, I would point out that capital gains treat-
ment in and of itself cannot result in negative effective tax rates,
because the rate is a positive 28 percent.

That concludes my testimony, Mr. Chairman. I will be glad to
* answer any questions.

[The prepared statement of G. Robin Swift, Jr., follows:]
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PREPARED STATEMENT OF G. ROBIN SwIr, JR., PRESIDENT, SWIFT TIMBER, INC., ON
BEHALF OF THE FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND TAXATION

I. INTRODUCTION

Mr. Chairman and members of the Committee, I

anoreciate very much this opportunity to testify on behalf

of the Porest Industries Committee on Timber Valuation and

"axation. Our Committee speaks on behalf of more than five

million forestland owners of all sizes from all regions of

the country.

The principal public policy objective of our

Committee is the attainment and preservation of equitable

federal tax provisions that reflect the lonq-term nature

of forest investments and the unique risks involved. We are

\a nearina today in support of timber capital qains treatment,

one of the dozens of tax expenditures that this Committee is

reviewinq at these hearings.

Timher capital qains treatment was added to the

Code by Conaress in 1944 because the tax treatment of timber

owners prior to that time was inequitable and prejudicial to

our Nation's timber resources. Timber capital gains treat-

ment has since been reexamined by Congress in 1954, twice in

the lQ60's, and three times in the 1970's. Each such reexami-

nation reaffirmed the continued need for its retention.

We welcome this opportunity to appear aqain before

this Committee to review how timber capital qains treatment

promotes equity and assists our Nation in meeting its future

wood and fiber requirements.
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II. TIMBER CAPITAL GAINS TREATMENT -- SOUND,
RESPONSIVE AND NECESSARY

A. Equity Among Timber Owners

Under the specific timber provisions of Section

611, an owner who cuts his timber or disposes of it under a

contract with a retained economic interest is eligible for

capital qains treatment. It is important to recognize that

this section does not apply to a timber owner who makes an

outriaht sale of standing timber. Rather, such an owner is

disposing of a capital asset, and accordingly is generally

taxed the same as the owner of any capital asset.)/

1/ With the exceptions noted in the second paragraph, an
outright sale of standing timber gives rise to capital gains
treatment, since standing timber is a capital asset under
I.R.C. 9 1221, unless the standing timber is deemed to be
used in a trade or business. I.R.C. 9 1221(2). In the
latter case, however, an outright sale of standing timber
obtains capital aains treatment under I.R.C. S 1231(b)(1),
since it is real property used in a trade or business.
(Both fee interests in standing timber and long-term harvest-
inm rights are generally treated as real property under
state law. See, e.o., 73 C.J.S. Property, 5 7c, p. 160, S 8,
o. 17A-75; 9W.J.woods & Forests, 5 2, pp. 688-89; 54
C.J.S. Loos and Loadina, ; 11, pp. 686-88). Note that
capital oains treatment under I.R.C. 5 1231(b)(1) is avail-
able independently from I.R.C. q 1231(b)(2) relatingq to
Section 631 transactions), since an outright sale of such
timber is not covered by Section 631.

Regardless of whether I.R.C. 5 1221 or I.R.C. j 1231
applies, capital gains treatment will be available only
if the standing timber was held for one year (I.R.C.
Q; 1222(3), 1231(b)(1)), and if it was not held primarily
for sale to customers in the ordinary course of a trade or
business {I.R.C. ;S 1221(1), 1231(b)(1)(B)).

I
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Prior to the adoption of the specific provisions

for timber capital gains in 1944, if a timber owner cut his

timber for sale, he was taxed at ordinary income tax rates

on whatever total gain resulted. Thus, such an owner was

taxed at a higher rate than if he sold the timber outright

and let the purchaser come on his lands to do the cutting.

Similarly, under prior law, if a timber owner

cut his timber for use in his business, he was taxed at

ordinary income tax rates on both the appreciation inherent

in the timber before it was cut and the value added after

cutting. For example, a sawmill operator who owned stand-

ing timber and cut it for use in his sawmill had to pay the

higher ordinary tax rates on both the appreciation inherent

in the timber before it was cut and the value added after

cutting. Thus, as a practical matter, the sawmill operator

who owned standing timber would have been better off selling

his timber outright, and then buying logs from another land-

owner as needed in his mill. In this way, he would obtain

capital gains treatment for the appreciation inherent in his

standing timber, and would be subject to ordinary income tax

on profit attributable to the logging and conversion.

Equity was achieved in 1944 by the enactment of

Section 117(k), the predecessor to Section 631(a) and (b).

As a result, an owner who cuts his timber or disposes of it

24-865 0-83--
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under a contract with a retained economic interest obtains

in general the same treatment as an owner who sells his

timber outright. This is the proper tax result since the net

economic result of each of these transactions is the same.

The specific timber provisions merely provide a

means to distinguish the appreciation in timber from the

value added to the resulting logs or timber products. The

appreciation is taxed at capital gains rates, the same as

other capital assets; the latter is taxed at ordinary income

rates, the same as other converting or processing profits.

In contrast to prior law, which resulted in an incentive for

outright liquidations, the present law results in effective

tax policy by removing a penalty against holding and manag-

inq timber for long-term growth. Thus, the specific timber

provisions implement a uniform and consistent tax policy by

providing all timber owners with the same tax treatment,

regardless of which of the various types of timber trans-

actions are employed.

This treatment is altogether consistent with the

underlying provisions of the Code. Real property (including

timber) held for investment has always been defined as a

capital asset. Since 1942, all real property (including

timber) "used in the trade or business," owned for the

requisite period and not held primarily for sale or in the

ordinary course of business has been uniformly subject to

capital gains treatment under what is now Section 1231.
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The specific timber provisions of Section 631 merely

establish equity amona all timber owners consistent with

existing law. They do this by (1) eliminating the previous

discrimination against timber sold under contracts with

retained economic interests and (2) providing those

who cut timber for "use in a trade or business" or for sale

with a simple way to measure the capital qains inherent in

the timber.

B. Commitments Made in Reliance on Long-Standing
Tax Policy

Many businesses and individuals planted and managed

their timber stands relying on the availability of a moderate

timber capital oains tax rate when the timber stand matured.

This tax rate is a critical component in the rate of return

calculations customarily made prior to undertaking any

substantial investment.

A midstream change in the tax rules would be

orossly unfair to those timber owners who have reasonably

based their investment decisions on continuation of a tax

policy which has been the existing law for almost 40 years.

And to change the law only for prospective invest-

ments would create, apart from administrative difficulties,

sionificant inequities and competitive distortions between

the *haves" and the "have nots."
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Moreover, the repeal of timber capital gains would

have deleterious effects on those many communities dependent upon

h____harvestinq and processing our nation's timber resource. Those

communities rely heavily on the timber industry for economic

and fiscal suport, counting on timber as an important source

of jobs and tax revenues.

C. Unique Nature of Timber Investments

Absent capital aains-treatment, the economics of

crowina timber continue to be unattractive. This results

first from the inherent substantial front-end investments

in land and planting costs, the carryinq costs, and the 30-

to 1fO-year Qrowina-cycle for timber. The effect of these

factors is to tie un investments for extended periods with-

out 4av current returns. Second, the return that is gener-

ated is substantially lower than the return available from

other types of investments. Third, substantial risks, such

as fire, insects and disease, and windstorms, exist with

respect to timber. The lone-term growing cycle of timber

results in an increased exposure to these risks far beyond

that of other types of investments. Without capital gains

treatment for timber, there would be an unfair bias in

favor of other more liquid, less risky investments that

receive capital aains treatment.
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D. Dramatic Response in Timber Management and
Reforestation

There is probably a no more dramatic example of

the direct relationship between tax policy and producer

response than that evident in the history of the timber

economy throughout the twentieth century.

Before 1944, the year timber capital gains treat-

ment was enacted, the timber resource was in a state of

alarming decline: The United States had seven billion cubic

feet less timber at the end of every year than at the start.

The enactment of the specific timber capital gains rules

dramatically reversed that trend.

Since 1944 over 30 million acres of private lands

have been planted, compared to only 3 million acres in all

previous years. Scientific forest management is now prac-

ticed in all regions of the country.
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Tables I and II show the impact in terms of timber

orowino stock annual plantings in private forests:

Table I

U.S TIMBER GROWING STOCK

Table II

B. Substantial New
Nation's Future

Investment Required to Meet
Timber Needs

To satisfy our Nation's future timber needs, a

lq80 industry study (conducted in concert with federal and

state agencies) determined that approximately $8 to $10

billion in new investments will be necessary over the next

ANNUAL PLANTNGS IN PRIVATE FORESTS

8
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decade.2/ Were timber capital qains treatment repealed,

such investment would be extremely unattractive.

The Forest Service estimates that domestic demand

for paper and wood products may double by the year 2030 with

the demand for paper and wood products climbing from 13.4 bil-

lion cubic feet in 1976 to 28.3 billion, cubic feet in 2030.1/

Table LII summarizes the projected supply/demand situation:

Table III

Summary of U.S.
and Demand for Timber in

Supply
1976 and 2030 4/

Billion Cubic Feet
Category 1976 2030

Total U.S. demand 13.4 28.3
Exports 1.8 1.3
Imports 2.8 4.5
Demand on U.S. forests 12.4 25.1
Supply from U.S. forests 12.4 21.2
Supply/demand balance 0.0 -3.9

Source: U.S. Forest Service

2/ Forest Industries Council, Forest Productivity Reports
T1980).

3/ In part because of the hazards of making estimates of
What is likely to occur fifty years hence, the Forest Ser-
vice has assumed three alternative economic and demographic
scenarios for its estimates. Thus, based on these scenerios,
the Forest Service has developed three alternative possible
future demand levels -- low-level demand, medium-level
demand, and hiqh-]evel demand. The data presented in this
testimony depicts the results that will ensue if medium-level
demand were to occur.

4/ Assumes medium-level demand (see note 3, supra) and price
Vises, net of inflation, similar t-those experTienced from
late 1950s to mid-1970s.
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The continuation of timber capital gains treatment is

necessary if this shortfall is to be met.

To meet the nation's future forest product needs,

timber must continue to be planted today. Unlike mistakes

in other areas of tax policy, which can be corrected with-

out long-term effects, an adverse change in timber tax policy

will directly result in lost tree growth -- a loss which is

irreversible even with modern forestry technology. Intensi-

fication of future planting effort-s will simply not replace

the lost timber volume in the time frame in which it will be

needed

F. U.S. Forest Products Compete In World Markets

U.S. forest products companies have proven to

be exceptional competitors in international trade and there

is excellent potential for further improving our position

in world markets. However, virtually every industrial

country in the free world has recognized the unique risks

attendant to timber growing, and has in placeLspecial tax

incentives to encourage investment in future timber st3.ns.

It is irrational-for U.S. producers-to develop.tese market

opportunities, only to discover that they are at a competi-

tive disadvantage because of parent country tax disincen-

tives.



69

G. Encouraging the Availability of Lumber and Wood
Products Promotes Conservation of the Environment

During the extended period of time from planting

of timber to maturity, timber growing represents a major

commitment to the conservation, recreation and scenic enjoy-

ment needs of the general public. In comparison to many of

the products with which wood competes, forest products are

produced with relative energy efficiency and structural wood

products manufacturing has made great strides in reducing

fossil fuel dependency, substituting wood residuals (in

addition to those used as raw materials for pulp and paper

manufacturing) as fuel. Pulp and paper manufacturing now

supply approximately 50 percent of its own BTU require-

ments, using process residues for f~qel, a significant

increase in energy self-sufficiency since the early 1970s.

The industry's positive conservation, energy, and environ-

mental accomplishments are a recognized matter of record.

III. MISPERCEPTIONS ABOUT TIMBER

A. Overstated Joint Committee Tax Expenditure
Estimates

The Joint Committee on Taxation (JCT) estimates

that the tax expenditures associated with timber capital
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gains are $515 million in FY 1984, $580 million in FY 1985,

$675 million in FY 1986, $775 million in FY 1987, and $825

million in FY 1988.Y/ These estimates, however, appear to

substantially overstate the revenues that would be generated

if timber capital gains treatment were repealed.

Data from a forest industries survey indicates

that the tax benefit derived from timber capital gains

treatment is significantly-below the JCT projections. We--

estimate on the basis of this survey data that the indus-

trial sector benefited from timber capital gains treatment

by approximately $220 million in FY 1980, $175 million in

FY 1981, and $85 million in FY 1982. Using the Treasury

Department's estimate that 30 percent of all timber capital

gains are attributable to individuals, we extrapolated the

total cost of providing timber capital gains treatment:

$315 million in FY 1980, $250 million in FY 1981, and $120

million in FY 1982.

In light of this decidedly downward trend, we do

not fully understand the assumptions underlying estimates

that would indicate a reversal of that trend to the extent

that the tax expenditures associated with timber capital

gains treatment are projected to be up to three and one-

half times the average benefit realized during the past

5/ Joint Committee on Taxation, Estimates of Federal Tax
Expenditures (March 7, 1983).
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three years. Juxtaposing the results from the last three

years against the projections results in the following

comparison:

Table IV

REVENUE LOSS ESTIMATED TO RESULT FROM THE REPEAL OF
TIMBER CAPITAL GAINS: COMPARISON OF HISTORICAL DATA

WITH JCT PROJECTIONS

8001
700

JCT P ections
600

Millions So

of $ 400;

300,

2001 His orical Data

100 Hso - * -

8 Q818 83 84 85 86 87 88

Not available
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While the-timber industry is currently recovering from the

recession, the JCT projections can hardly be credible since

neither the extent nor the duration of the recovery is known.

The JCT's estimates appear to be based on histori-

cal trends that ignore the experience of recent years. Also,

the tax- expenditure estimates do not take into account the

interrelationship between capital gains and other provisions,

such as minimum taxes. Thus, the tax expenditure data is an

inappropriate basis for estimating the revenues that would

be gained from the repeal of timber capital gains treatment

and are a poor predictor of the revenue increase that might

be expected were timber capital gains repealed.

B. Analysis of Pease-Dorgan Survey

While a survey publicized by Congressmen Pease and

Dorgan indicated that five forest products companies had a

negative effective tax rate for 1981, the survey results are

misleading. One unfamiliar with the industry might assume

that timber capital gains treatment was the major contribu-

tor to the low rate, but this is simply not so. Almost half

of the low effective rate was, in fact, caused by accelera-

ted depreciation and investment tax credit (many of the com-

panies being in excess credit situations) resulting from

significant new investment in plant and equipment even dur-

ing these difficult economic times. While the companies
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still realized timber capital gains benefits, the relationship

of such benefits to the negative effective tax rate is sum-

marized as follows:

Nominal Tax Rate 46.0%

Accelerated Depreciation
and Investment Credit (27.3)

Other Adjustments
(non-timber) (21.0)

Capital Gains ( 6.7)

Effective Tax Rate ( 9.0%)

The year 1981, with the severe recessionary

impact, was not a representative year for the timber indus-

try. In more typical years, the timber industry's effective

tax rate is not dissimilar to the effective tax rates of

other industries. A more complete discussion of an analysis

of the Pease-Dorgan survey is contained in Appendix A.

C. Marginal Rate of Return

Even with capital gains treatment, the return from

investment in timber is marginal. Federal Trade Commission

reports indicate the return on equity from paper and allied

products for the period 1960-1979 to be 11.1 percent, com-

pared with a return of 12.5 percent from all durable and

nondurable goods produced. Although separate numbers for
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timber and wood products were not maintained by the Federal

Trade Commission later than 1973, the comparable figures for

1960-1973 show a similar pattern.

IV. CONCLUSION

Timber capital gains treatment has for almost 40

years provided a powerful incentive for proper management

of our nation's timber resources. By providing identical

tax treatment to comparable timber dispositions, the

specific timber capital gains provisions promote equity

among all timber owners.

Without a tax policy that encourages the proper

management of our timber resources, the timber needs of

future generations will not be met as the required invest-

ment will not be made. Timber, which is subject to unique

risks, has historically had a rate of return below that of

other investments. The specific timber capital gains rules

merely enable imber to compete for investment dollars with

other, more liquid investment opportunities.

Mr. Chairman, I believe that the record amply

demonstrates the continued need for timber capital gains

treatment. We would be pleased to answer any questions that

you may have.
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APPENDIX A

ANALYSIS OF PEASE-DORGAN SURVEY RESULTS

The Pease-Dorgan survey, published in the Congressional

Record last December, indicat-ethat five paper and wood

products companies had a 1981 effective tax rate which was

negative-for both worldwide income and U.S. income. An

analysis of these five companies' effective tax rates dis-

closed that while the five companies did receive significant

capital gains benefits, timber capital gains treatment simply

was not the major contributor to the low rate.

The analysis done using the approach employed by the

Joint Committee on Taxation revealed that the most signifi-

cant cause of the low effective tax rate was the five

companies' substantial new investment in plant and equip-

ment. Excess depreciation reduced the companies' effective

tax rate by 15.7 percentage points with the investment tax

credit further reducing the rate another 11.6 percentage

points, 27.3 percentage points in the aggregate.

From this analysis, it is clear that the capital gains

tax contributed in only a modest way to the 1981 negative

effective tax rate of the five companies as it reduced their

taxes by 6.7 percentage points. In this regard, it should be

emphasized that the timber capital gains rate cannot result

in a negative effective tax rate since the rate on capital

gains is 28 percent.

A single year's data, however, indicates little. As

Congressman Pease stated when introducing the Pease-Dorgan

survey into the Congressional Record,
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While raw numbers are of little interest by
themselves, tracking their year-to-year changes
in future tax studies will allow us to see
growth or decline of industries and their tax
contributions to the operation of our country.

Thus, we computed the effective tax rates of these five

companies over the period 1978 to 1981, and analyzed their

contributing components. This analysis is presented on page

4.

The analysis also indicates that 1981 was not a typical

year for the five companies. Rather, the negative tax rate

in 1981 was the result of significantly lower earnings be-

cause of the recession, at a time when large capital projects

were coming on stream. This combination of events -- rela-

tively low earnings and high depreciation deductions and

investment tax credits--produced net operating losses and

investment tax credit carrybacks resulting in refunds of

taxes paid in prior years, i.e., negative taxes in 1981. For

the remaining years, the five companies had a positive effec-

tive tax rate although the rate for 1980 was low, showing

marked similarity to 1981. For the more representative years

1978 and 1979-- prior to the recession--the five companies'

average effective tax rate was 23.6 percent.

In summary, the analysis indicates that timber capital

gains had little effect on the 1981 effective tax rate; that

the negative effective tax rate was peculiar to the circum-

stances of 1981Y and that the effective tax rate of the five

forest products companies in a normal year approximates the

1981 effective tax rate of the average of all industries

shown in the Pease-Dorgan survey, 25.1 percent.



ANALYSIS OF EFFECTIVE TAX RATE FOR FIVE PAPER AND WOOD PRODUCTS CofpANIES(a)/
0

I

Tax
Year
1978

1979

1980

1981

(1)

Nominal
Tax Rate

48.0

46.0

46.0

46.0

1981 effective tax rate for

1978 to 1981'

(2) (3) (4)
Other Adjustments to Nominal Rate

Tax Depreciation
Over

ITC Book Depreciation.(4.) (5.4)

(5.4)

(10.4)

(3.7)

(8.2)

Other
Adjust ets

Net ?b)/

(2.7)

(3.6)

(16.6)

(5)

Total
Col. 2+3+4

(12.7)

(35.2)

(6)

Adjustments
For

Capital
Gains(1O.03

(11.6)
(7.0)

(11.6) (15.7) (21.0) (48.3) (6.7)

the average of the 22 industry groupings in t e Pease-Dorgan Survey...25

(7)

Pease-Do rgan
Effective TaxRate Mc/
(Col. 1-5-6)

25.5

21.7

3.8

(9.0)

.(l/ Computed by a methodology comparable to that used by the Joint Committee on Taxation in "Taxation of Banks
and Thrift Institutions" (March 9, 1983). The five companies are those selected by the Pease-Dorgan survey.

b/ Including Pease-Dorgan adjustment; excluding capital gains.
c~J Computed in accordance with Pease-Dorgan atudy, Congressional Record (Dec. 20, 1982) at H. 10545.
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Senator DANFORTH. Senator Long?
Senator LONG. No questions.
Senator DANFORTH. Why should somebody who is a grain farmer

be taxed at ordinary income, while somebody whose crop is trees be
taxed at capital gains rates?

Mr. SwirF. Senator, a-grain farmer plants and harvests his crop
all in the same year, usually within a 3- or 4-month span; whereas,
a timber grower plants his trees and does not get any revenue,
even in the South where I live and the cycle is fairly short, for 20
or 25 years, and the real crop harvest is more like 35 or 40 years. It
is a long-term investment as opposed to a short-term investment.

Senator DANFORTH. You don't think that people would be raising
timber but for this tax treatment? -

Mr. Swirr. No, sir, I do not. I think the national statistics will
bear it out. My own experience, however, is that certainly that is
not true.

Our company subsists almost entirely from timber from private
landownerships that are not our own-we have no land base. And I
think if we did not have the capital gains treatment of timber in
effect, our company would be in serious jeopardy from a supply
standpoint.

Senator DANFORTH. Are most of the people really in the tree-
farming business, -or do they just cut trees that happen to be grow-
ing on their property?

Mr. SwiFr. Senator, that's all over the ballpark. You will find
some who just happen to have trees, but there are more and more
who are very seriously in the tree farm business.

Senator DANFORTH. Why would somebody who is just cutting
trees on his property get capital gains? Why would that be any in-
centive? They would have to cut them down anyway, wouldn't
they?

Mr. SwiFT. No, sir. If you don't plant them, in our part of the
world, at least-I can't speak for the United States, but in our part
of the world-if you don't make a serious effort at forestry, trash
hardwoods take the timber stand over and you simply don't have a
harvest after two or three of these inadvertent harvests that you
are talking about.

Senator DANFORTH. OK.
Mr. Morgan?

STATEMENT OF RICHARD E. MORGAN, RESEARCH COORDINA-
TOR, ENVIRONMENTAL ACTION FOUNDATION, ON BEHALF OF
ENVIRONMENTAL ACTION, WASHINGTON, D.C.
Mr. MORGAN. Thank you, Mr. Chairman.
I would like to first correct a typographical error in the state-

ment that we submitted. On page 6, near the bottom it reads,
"Three billion dollars," and that should read "$1.3 billion."

Mr. Chairman and members of the committee, my name is Rich-
ard E. Morgan. I am research coordinator for the energy project of
the Environmental Action Foundation. Today I am testifying on
Federal tax expenditures for electric utilities on behalf of Environ-
mental Action, Inc., which is an affiliate of Environmental Action
Foundation.
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Federal tax expenditures for electric utilities are among the
highest for major industrial sectors of our economy. This is due, in
part, to the unique features of our Nation's electric power industry
and in part to special treatment of utilities by the Internal Reve-
nue Code.

I have calculated that tax benefits provided to electric utilities
costs the U.S. Treasury over $9 billion annually. The magnitude of
these benefits to the power industry is even greater than this
figure indicates, due to the federally mandated accounting treat-
ment for certain major tax benefits received by utilities.

The net result of these Federal tax benefits is that approximately
one-fourth of all power companies do not pay any Federal income
tax in a given year, with most receiving tax refunds.

The entire power industry paid only $1.7 billion in taxes on $17
billion in-rofits in 1981, which represents an effective tax rate of
10 percent-far lower than for most industrial sectors.

I will briefly review specific tax benefits for electric utilities:
First, utilities receive a 10-percent investment tax credit for in-

vestments in new powerplants. This costs the U.S. Treasury about
$1.5 billion annually. For the 53 nuclear units currently under con-
struction, the IT tax expenditures will amount to $12.4 billion, or
an average of $220 million per nuclear unit, and this figure does
not include the tax expenditures for coal plants which are under
construction, for which we do not have comparable figures.

Second, electric utilities can postpone payment of income taxes
through accelerated depreciation and shortened tax lives. In 1981,
depreciation provisions enabled electric utilities to defer approxi-
mately $4.7 billion in Federal and State income taxes. These com-
panies paid only $2.5 billion in deferred taxes from prior years, re-
sulting in a net cost to the U.S. Treasury of approximately $2 bil-
lion in 1981.

The accelerated cost recovery system adopted under ERTA in-
cludes shortened tax life provisions which are very generous to
utilities. A 30-year investment in a coal plant can now be depreci-
ated in 15 years. Nuclear plants receive even more favorable treat-
ment with a tax life of just 10 years.

Electric utilities' deferred-tax accounts are increasing in size, and
the power companies appear to be postponing some tax payments
indefinitely. At the end of 1981 the power industry was holding
over $25 billion in unpaid Federal income taxes. Currently, the
combined deferred-tax accounts are increasing by about $4 billion a
year.

Third, Section 247 of the Internal Revenue Code allows utilities
to deduct a portion of the cost of dividends paid on preferred stock
from their taxable income. This unique provision was enacted in
1942 to aid wartime expansion of utility facilities. It has remained
in the law for 41 years, despite the apparent lack of any rationale
in peacetime. About 30 percent of a utility's preferred stock divi-
dends are deductible under this special provision, costing the Treas-
ury about $300 million annually.

The newest utility tax benefit is the dividend reinvestment pro-
gram enacted by Congress as part of ERTA. It allows certain utility
stockholders to postpone-payment of Federal income taxes associat-
ed with utility shock dividends, provided that these dividends are
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reinvested in new stock of that company. This provision helps utili-
ties to raise capital at a reduced cost, but entails a tax expenditure
by the U.S. Treasury. One year ago, when this committee voted to
eliminate this special program, you expected the program to cost
$900 million for 1983 through 1985. Environmental action com-
mends your action last year and urges a similar initiative this
year.

Finally, electric utilities can reduce their tax liability through
the interest expense deduction. That saved approximately $5.3 bil-
lion in 1981.

While the focus of the hearing today is on tax expenditures, the
full benefit of the tax code for the utilities goes far beyond reduced
tax payments. Currently, the Internal Revenue Code requires that
utility tax benefits receive normalized accounting treatment, re-
quiring utilities to charge their ratepayers for taxes as if no tax
credits are available. We found overcharges of $3.7 billion by elec-
tric utilities in 1981.

In conclusion, the current network of Federal tax benefits to the
electric utility industry is costly 'oth to the Federal Treasury and
to consumers. Environmental a.tlicin urges the Finance Committee
to consider the following changeG in the Internal Revenue Code as
it pertains to electric utilities: First, reduce or eliminate the invest-
ment tax credit for electric utilities; second, equalize the tax lives
for all generating plants at a minimum of 15 years in order to
eliminate the bias against coal plants in the current law; third,
eliminate special preferences for utilities in the tax code such as
the deductions for preferred stock dividends and the dividend rein-
vestment provision; fourth, remove the full 10-percent investment
tax credit from the depreciation base; and fifth, remove Federal re-
strictions on the ability of State utility commissions to determine
the appropriate accounting procedure to be used for electric utility
tax benefits.

Thank you for this opportunity to share with you our views on
the tax treatment of electric utilities.

[The prepared statement of Richard E. Morgan follows:]

PREPARED STATEMENT OF RICHARD E. MORGAii, RESEARCH COORDINATOR,
ENVIRONMENTAL ACTION FOUNDATION, ON BXHAL OF ENVIRONMENTAL ACTION, INC.

Mr. Chairman and members of the Senate Finance Committee, my name is Rich-
ard E. Morgan. I am Research Coordinator for the Energy Project of the Environ-
mental Action Foundation. My business address is 724 Dupont Circle Building,
Washington, D.C. 20036.

Today I am testifying on behalf of Environmental Action, Inc., which is an affili-
ate of Environmental Action Foundation. I appreciate this opportunity to present
the views of Environmental Action of federal tax expenditures for electric utilities.

Federal tax expenditures for electric utilities are amongthe highest for major in-
dustrial sectors of our economy. This is due in part to the unique features of our
nation's electric power industry and in part to special treatment of utilities by the
Internal Revenue Code.

Based on preliminary unpublished figures supplied by the U.S. Department of
Energy (DOE), I have calculated that tax benefits provided to electric utilities cost
the U.S. Treasury over $9 billion annually. The magnitude of these benefits to the
power industry is even greater than this figure indicates due to the federally man-
dated accounting treatment for certain major tax benefits received by utilities.

The net result of federal tax benefits received by electric utilities is that approxi.
mately one fourth of all power companies do not pay any federal income tax in a
given year, with most of these companies receiving tax refunds. In 1980, for in-
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stance, 51 of the 200 private electric utilities reported paying no federal income tax.
(Source: U.S. Dept. of Energy, "Status of Private Electric Utilities in U.S.," 1980).

The entire power industry paid only $1.7 billion in taxas on $17 billion in profits
in 1981, according to unpublished preliminary figures provided by DOE. This repre-
sents an effective tax rate of 10 percent in 1981, far lower than for most industrial
sectors. By comparison, the Joint Committee on Taxation reports 1981 effective tax
rates of 48 percent for motor vehicles; 46 percent for trucking; 36 percent for phar-
maceuticals; 31 percent for tobacco; 30 percent for diversified services; 29 percent for
electronics, appliances and beverages; 27 percent for food processors; 25 percent for
office equipment; 24 percent for industrial and farm equipment 23 percent for retail-
ing; 17 percent for diversified financial; and 16 percent for airlines.

Tax benefits received by electric utilities have increases substantially in recent
years. In 1954, electric utilities paid 12.7 percent of their gross revenues to the fed-
eral government as income taxes, according to the Federal Power Commission's
"Statistics of Privately Owned Utilities". By 1981, federal income tax payments had
dropped to less than 1.5 percent of gross revenues, according to unpublished data

-.from DOE.
Let us briefly consider the major source of tax benefits received by electric utili-

ties.
Investment Tax Credit. Like all other businesses, private utilities receive a 10 per-

cent federal tax credit for investments in new machinery. Since virtually the entire
expense of building a new power plant qualifies for the ITC, a utility may subtract
10 percent of the plant cost from its tax liability.

To illustrate the magnitude of this tax benefit, let us consider recent data on the
cost of the 53 nuclear units currently under construction, compiled -by Salomon
Brothers Inc. (Mark D. Luftig and Mo Ying Wong, "Electric Utility Quality Meas-
urements-Quarterly Review", April 12, 1983). In mixed current dollars, the aver-
age cost per kilowatt is $2200 which, for the average 1000 megawatt plant, reflects a
$2.2 billion investment. This creates a tax expenditure of $220 million per average
nuclear unit. Turning to the aggregate cost of $124 billion for nuclear units under
construction, the Environmental Action Foundation has concluded that federal ITC
-tax expenditures of $12.4 billion will be required for the current utility nuclear con-
struction program. While the foundation does not at present have comparable fig-
ures for the coal units under construction, we can state generally that tax expendi-
tures will be substantial, but lower than for nuclear units due to the lower capital
cost of coal units.

Accelerated Depreciation and Shortened Tax Lives. Electric Utilities derive sub-
stantial benefits from the provisions of the Internal Revenue Code which allow post-
ponement of tax payments through accelerated depreciation aid shortened tax lives.
While rapid depreciation is available to all businesses, the capital-intensive nature
of electric utilities allows them to defer major portions of their income tax liability.

The Accelerated Cost Recovery System adopted in the Economic Recovery Tax
Act of 1981 includes shortened tax life provisions which are very generous to utili-
ties. Under the law, a 30-year investment in a coal plant can be depreciated in 15
years. Nuclear plants receive even more favorable treatment with a tax life of just
10 years. We are not aware of any specific justification for this difference in tax
lives in the legislative history which would indicate a federal preference for one
form of technology over another.

In 1981, depreciation provisions for all income taxes enabled the electric utilities
to defer approximately $4.7 billion in income taxes. These companies paid only $2.5
billion in deferred income taxes from prior years, resulting in a net cost to the U.S.
Treasury of $2 billion in 1981. (Source: unpublished DOE figures on electric utilities
for 1981.)

The tax deferral figures for-1981 are hardly unique. Tax expenditures in preceed-
ing years amounted to $2 billion in 1980; $1.9 billion in 1979; $1.6 billion in 1978;
and $1.5 billion in 1977. Thus while there have been substantial'tax expenditures
each year, there has been a trend of increasing cost to the U.S. Treasury.

Although theoretically these deferred taxes will all eventually be paid to the U.S.
-Treasury, government figures indicate that utilities deferred tax accounts are in-
-_creashig in size and that utilities appear to be postponing some tax payments
almost indefinitely. At the end of 1981, power companies were holding $16.7 billion
in their deferred tax accounts and $8.4 billion in their deferred investment tax
credit accounts, according to preliminary figures from DOE. Thus, at the end of
1981, the power industry was holding over $25 billion in unpaid taxes. Currently,
the combined deferred tax accounts are increasing by about $4 billion each year.
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In addition to tax credits and depreciation benefits, the Internal Revenue Code
contains provisions which are designed specifically to benefit utilities. A discussion
of these benefits follows.

Preferred Stock Dividend Deductions. Section 247 of the Internal Revenue Code
awaiitilities to deduct a portion of the cost of dividends paid on preferred stock
from their taxable income. This unique provision was enacted in 1942 to aid war-
time expansion of utility facilities. It has remained in law for 41 years, despite the
apparent lack of any rationale in peacetime. About 30 percent of a utility's pre-
ferred stock dividends are deductible under this special provision, which the Foun-
dation estimates to cost the treasury $300 million annually.

Dividend Reinvestment Program. This newest utility tax benefit was enacted by
Congress as part of the Economic Recovery Tax Act of MI8I. The dividend reinvest-
ment program allows certain utility stockholders to postpone payment of federal
income taxes associated with utility stock dividends, provided that these dividends
are reinvested in new stock of that company. This provision helps utilities raise cap-
ital at a reduced cost, but entails a tax expenditure by the U.S. Treasury. One year
ago when this Committee voted to eliminate this special program, you expected the
program to cost $900 million for 1983-85. Environmental Action commends your
action last year, and urges similar initiative this year.

Utilities receive still further benefits from provision of the tax code which are
available to all businesses, particularly from the interest expense deduction.

Interest Expense Deduction. The capital structure of the electric utility industry
enables it to take greater advantage of interest expense deductions than other cor-
porate sectors. While any business which raises capital by issuing bonds can deduct
the interest paid on this long-term debt, utilities raise more than half of their exter-
nal capital through long-term debt, compared to only 10-15 percent for most indus-
tries (Source: Christopher P. Davis, "Federal Tax Subsidies for Electric Utilities: An
Energy Policy Perspective," Harvard Environmental Law Review, 4:2, 1980). Utili-
ties are thus uniquely able to deduct the costs of morejban half of their long-term
financing. The Foundation estimates that this provision of the Internal Revenue
Code saved electric companies an estimated $5.3 billion in 1981. This tax expendi-
ture on behalf of electric utilities should be considered when overall tax expendi-
tures for this industrial sector are evaluated.

Depreciation Basis Adjustment. The inclusion of any portion of the Investment
Tax Credit in the depreciation base provides tax benefits to any capital-intensive in-
dustry such as electric utilities. This Committee addressed this matter as part of its
consideration of the Tax Equity and Fiscal Responsibility Act of 1982, which result-
ed in half of the ITC being removed from depreciation base. As long as 50 percent of
the ITC is allowed to remain in the depreciation base, the tax expenditure for elec-
tric utilities should be calculated and included in assessing the overall tax expendi-
tures for electric utilities.

Benefit from Tax Normalization. While the focus of the hearing today is on tax
expenditures, the full benefit of the tax code for utilities goes beyond their reduced
tax payments. Currently, Sections 46(f) and 167(1) of the Internal Revenue Code re-
quire that utility tax benefits receive normalized accounting treatment. This re-
quires utilities to charge their ratepayers for taxes as if no tax credits or deferrals
had been received. Consumers and many regulators prefer an accounting alterna-
tive known as "flow-through", whereby a utility passes its tax savings on to consum-
ers without delay. This practice is not allowed by current federal law.

A utility normalizes its ITC benefits from a new power plant by charging its cus-
tomers as if there were no tax credit. The utility keeps these deferred ITC's in a
special account. This money is refunded to ratepayers over the life of the plant, a
process which may take forty years.

Savings from accelerated depreciation and shortened tax lives are normalized by a
different method. The utility charges its customers as if there were no tax deferrals.
The taxes owed to the Internal Revenue Service are placed in a deferred tax ac-
count and held there until deductible expenditurei-are insufficient to allow further
deferral of tax payments. These funds are available to the utility for its investment
in new power plants.

In a report released just last week by the Environmental Action Foundation, we -

surveyed the nation's one hundred largest power companies and found that the tax
overcharges amounted to $3.7 billion in 1981, as a result of the normalization re-
quirement. These unpaid taxes have come to be known as "phantom taxes," a term
originating with former Federal Power Commission Chair Howard Morgan.

Our survey found-that the-electric utilities studied had billed ratepayers for $5.0
billion in federal income taxes in 1981, but reported paying only $3 billion to the
Internal Revenue Service. Thus, for every dollar paid to the government, the compa-
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nies retained about- $3.00. Commonwealth Edison Co. in Illinois, for example,
charged its customers $208 million for federal income taxes, but recorded paying
only $12 million to the IRS, resulting in an overcharge of $196 million. In addition,
the company was holding over $1.4 billion in its deferred tax accounts at the-end of
1981, according to the company's annual report filed with the Federal Energy Regu-
latory Commission (FERC). For each of the 100 utilities which we surveyed, the tax
overcharge and accumulated deferred tax amounts are listed in the table included
as Exhibit 1 of our testimony. The ten highest ranking utilities in phantom tax
charges and the ten highest in the size of their accumulated deferred tax accounts
are listed as Exhibit 2.

Another provision contained in Section 46(f) allows utilities to profit further from
the normalization of its tax benefits. First, the federal law requires utility rate-
payers to provide capital for ten percent of a new power plant through the normal-
ization of ITC's. Second, the law allows utilities to select a method of normalization
whereby they can include the portion of the plant financed by the ITC in the rate-
base and thus earn a profit on funds provided by ratepayers. Regulators generally
favor a procedure called "economic normalization," which requires that the ITC be
deducted from the rate base. Deferred taxes arising from accelerated depreciation
and shortened tax lives are generally deducted in this way.

Environmental Action Foundation has estimated that-these extra profits current-
ly amount to about $1 billion annually for the electric industry and that the sum
will increase to about $4 billion annually by the 1990's. This additional tax benefit
to utilities needs to be considered when the tax expenditures are evaluated by Con-
gress for this segment of our economy.

State utility regulators are quite concerned that federal restrictions on the regula-
tory treatment of utility tax benefits prevent them from properly exercising their
regulatory responsibilities. The collection of phantom taxes and the additional profit
derived from the tax code should not be outside the purview of state regulators. The
National Association of Regulatory Utility Commissioners has advocated repeal of
Sections 46(f) and 167(1) of the Internal Revenue Code for many years. While state
regulators do not necessarily oppose the use of normalization, they object to having
their regulatory functions interfered with the federal government.

Most of these tax subsidies for electric utilities were adopted at a time when the
power companies were engaged in a large expansion program to meet a rapidly
growing demand fcr electricity. Times have changed. The growth in power demand
has been declining over the past ten years and has now come to a virtual standstill.
The power industry currently has a record 39 percent generating reserve margin.
This excess generating capacity is costing consumers billions of dollars in higher
electric bills, yet the federal government continues to -6ffer the utilities billion-dollar
incentives for investing in new power plants.

These federal tax benefits encourage inefficient management by the power compa-
nies. By providing a large pool of cost-free capital, phantom taxes make the financ-
ing of new construction artifically inexpensive. Moreover, the perpetual postpone-
ment of taxes gives utilities an incentive to keep expanding and building new power
plants, to avoid paying their accumulated deferred taxes. Power companies often
become locked into a growth cycle which is difficult to break out of. According to
former California utility regulator Robert Batinovich: "The desire for tax credits
often undermines the responsibility of prudent utility management to determine
whether growth is reasonable in light of foreseeable customer requirements-The
present tax laws stimulate growth regardless of need within a particular service ter-
ritory." (Quoted from "A Sensible Substitute for the Federal Income Tax of Utili-
ties,' in Public Utilities Fortni.hity July 21, 1977, pp. 13-14.)

Many tax experts have questioned the wisdom of offering investment incentives to
a regulated monopoly. As Rep. Al Ullman pointed out in 1962: "In view of the fact
that utilities are regulated monopolies with guaranteed rates of return and with a
utility-responsibility to provide all the investment needed to meet demand, I can see
absolutely no reason for offering them a tax incentive to do what they are required
to do anyway." (Congressional Record, v. 108, p. 5319, 1962)

In fact, when the ITC was orginally proposes in 1962, Treasury Secretary Douglas
Dillon argued that utilities should be exempted from this provision. In that year,
Congress adopted a 7 percent ITC, but limited tax credits tor utilites to 3 percent.
Not until 1975, when Congress increased the ITC to 10 percent, were utilities al-
lowed the same ITC as other industries.-- Conclusion. The current network of federal tax benefits to the-electric utility in-
dustry is costly both to the federal treasury and to consumers. Further, it encour-
ages inefficient utility management decisions to pursue expensive means of meeting
future generating needs at a time when least-cost approached should be vigorously
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pursued. During this period of mounting deficits, the federal government should not
be offering over $9 billion annually in investment incentives to companies which are
already required by law to make the investment necessary to provide adequate serv-
ice. Environmental Action urges the Finance Committee to consider the following
changes in the Internal Revenue Code as it pertains to electric utilities:

1. Reduce or eliminate the ITC for electric utilities;
2. Equalize the tax lives for all generating plants at a minimum of 15 years, in

order to eliminate the bias against coal plants in the current law;
3. Eliminate special preferences for utilities in the tax code, such as the deduction

for preferred stock dividends and the dividend reinvestment provision;
4. Remove the full 10 percent ITC from the depreciation base;
5. Remove federal restrictions on the ability of state utility commissions to deter-

mine the appropriate accounting procedures to be used for electric utility tax bene-
fits.

Thank you for this opportunity to share with you our views on the tax treatment
of electric utilities.
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Exhibit 2

Top Ten: Electric Utility Phantom Taxes, 1981

Commonwealth Edison Co.
Southern California Edison Co.
Houston Lighting & Power Co.
Florida Power & Light Co.
Carolina Power & Light Co.
Public Service Electric 6 Gas Co.
Georgia Power Co.
Duke Power Co.
Alabama Power Co.
Long Island Lighting Co.

$196.1 million
127.4 million
121.8 million
114.6 million
112.6 million
112.5 million
108.6 million
105.9 million
101.6 million
84.0 million

Top Ten: Accumulated Deferred Taxes and Tax Credits, Dec. 31, 1961

1. Commonwealth Edison Co. $1.408 billion
2. Florida Power & Light CM. 952 million
3. Georgia Power Co. 921 million
4. Public Service Electric & Gas Co. 814 million
5. Duke Power Co. 746 million
6. Consumers Power Co. 693 million
7. Houston Lighting & Power Co. 607 million
8 -Detroit Edison Co. 562 million
9. Carolina Power & Light Co. 545 million

10. Consolidated Edison Co. of New York 542 million

1.
2.
3.
4.
5.
6.
7.
8.
9.

10.
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Senator DANFORTH. Senator Long?
Senator LONG. No questions.
Senator DANFORTH. Wouldn't all of these changes simply in-

crease the rates for the consumer?
Mr. MORGAN. Some of the changes would; however,-the effect of

the accounting treatment, the requirement of using normalization
accounting, is costing utility rate payers about $3.7 billion annual-
ly. And we have calculated that even with some substantial reduc-
tions in the tax benefits that utilities receive, if the State utility
commissions were allowed to use flowthrough accounting, which
would get rid of these so-called phantom taxes, that that could save
ratepayers more than the reduction in the tax benefits, depending
on how big that reduction would be.

Senator DANFORTH. Do you think the utilities will be taxed more
and they will be charging the consumer less?

Mr. MORGAN. Yes. In fact, that could very well happen if there
were reductions in the size of the tax benefits to the utilities, and if
at the same time utility commissions were basically given a free
hand to determine the accounting procedure to use on tax benefits.

Senator DANFORTH. OK.
Gentlemen, thank you very much, and Senator Long may have

some additional questions for you.
Mr. Swift. Could I have permission to submit four other docu-

ments for the record? Shall we name them, or shall we just submit
them?

Senator DANFORTH. No, no.
Mr. SwiFr. Thank you.
[The documents follow:]
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TIMBER VALUATION AND TAXATION
13H Conrectcut Avenue, Waington, D.C. 2003 (202) 223-214

-- July 21, 1983

The Honorable Senator
Robert J. Dole

Chairman
Committee on Finance
United States Senate
221 Dirksen Senate Office
Building

lashington D.C. 20510

Dear Mr. Chairman:

At your recent hearings on tax expenditures, Senator
Metzenbaum referred to a Department of Treasury statement made
in 1981 that timber is the "most tax-favored* industry. As
this statement is incorrect, since 1981 we have met and
corresponded with Treasury Deptrtment officials pointing out
the flaws in their position.

In this connection, we are enclosing for the record:

1. Letter to Assistant Secretary Chapoton from
William K. Condrell, dated December 23, 1981;

2. Letter to Assistant Secretary Chaeoton from
William K. Condrell, dated September 10, 1982,
with attached memorandum.

The December 23, 1981, letter explains in detail
why Treasury's argument is specious. That argument is predicated
upon three erroneous assumptions -- that timber capital gains
treatment results in an unfair benefit to timber owners; that
timber owners mismatch items of income and expense; and that
the mismatching results in a conversion of ordinary income to
capital gains. The letter responds in detail to each of these
claims, noting that timber capital gains treatment provides
the same treatment to all timber owners as is available to the
owners of all other capital assets and to timber owners who
dispose of their timber in outright liquidations that there is
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no mismatching since the expensing treatment available to
timber owners is the same treatment available to all taxpayers;
and that since there is no mismatching, there is no conversion
of ordinary income into capital gains.

The letter dated September 10, 1982, transmits a
memorandum which explains that the Internal Revenue Code
provides timber owners no special expensing treatment. The
memorandum discusses at length how the general rules concerning
expensing have been applied to timber owners.

Additionally, we are enclosing for the record:

3. Response submitted to Congressional Budget
Office; and

4. Response submitted to House Democratic
Study Group.

These materials, whieh were prepared in response to base-
broading options, explain how timber capital gains treatment pro-
motes equity among owners of all capital assets and owners of
timber, and why timber is not inventory or stock in trade. The
response to the Congressional Budget Office also disputes the
estimates of revenue gains that would be realized were timber
capital gains treatment repealed.

Finally, we are also enclosing for the record a copy
of & brochure entitled "Timber," which explains the importance
of timber capital gains treatment to our economy.

Thank you for your consideration in this matter.

Sincerely,

G. Robin Swift, Jr.
Chairman
Forest Industries Committee on
Timber Valuation and Taxation

President
Swift Lumber, Inc.

Enclosures
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TIMBER VALUATION AND TAXATION
1250 Connectcut Avenue. Washington, D.C. 20035 (202) 22$314

December 23, 1981

The Honorable John E. Chapoton
Assistant Secretary for Tax Policy
U.S. Department of Treasury
Washington, D.C.

Dear Mr. Chapoton:

Thank you for taking the time on December 7 to
discuss with us concerns which arose as a result of your
testimony of November 24 before the Senate financee Committee.

As we indicated to you at our meeting, we were
speaking on behalf of the Fof5st Industries Committee on
Timber Valuation and Taxation (FICTYT), which consists of
over 5,000 timberland owners, and which represents the more
than 5,000,000 timberland owners in the nation.

As we stated at that time, we are not now urging
an immediate increase in the limitation on expenditures
eligible for reforestation incentives. While it is the
FICTVT's policy that these limits be increased as Senator
Packwood has proposed, it is recognized that 0ow may not be
the proper time.

In any event, our immediate purpose in writing
to you is to confirm our discussions of December 7th. This
letter will consider and respond to each of the four items --

1. capital gains:

2. mismatching of income and expense:

3. conversion of ordinary income into
capital gains: and

4. minimum tax provision,

which some in Treasury have inappropriately described as
causing the timber industry to be one of the *most tax-
favored* industries, and as a result of which, Treasury
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has indicated that timJber owners should be ineligible for
more effective reforestation incentives. Our comments in
this regard will include responses with respect to several
of the additional points that you raised at our meeting.

Briefly, our comments show (a) that timber capital
gains treatment refl-ects Congressional desire to give timber
owners the same treatment as others entitled to capital gains
treatment regardless of which of thi various types of timber
dispositions are employed; (b) that there is generally no
"mismatching" of timber expenses and income; (c) that there
is no conversion of ordinary income into capital, gains; and
() -the minimum tax argument is irrelevant to the discussion
of reforestation incentives.

I. Capital Gains

With respect to capital gains, the prepared
statement submitted on behalf of the Treasury Department
stated:

u[Under the tax laws, amounts received

by manufacturers and producers for the
sale of their products are generally
taxed as ordinary income. However, a
taxpayer may elect to treat the cutting
of timber as the sale or exchange of a
capital asset, with the result that
receipts from timber sales are generally
taxed at the preferential capital gains
rate. Taxation at capital gains rates
reduced the taxes of the timber industry
by an estimated $350 million in 1978.01/

In considering these comments, it is important to
recognize at the outset that when a timber owner makes an
outright sale of standing timber, he is disposing of a

1/ Statement of the Honorable John E. Chapoton, Assistant
Secretary for Tax Policy, Department of Treasury, Before the
Subcommittees on Taxation and Debt Management and International
Trade of the Senate Finance Committee 3 (Nov. 24, 1981) /
(hereinafter cited as "Trqasury Statement').
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capital asset,2/ and accordingly is treated the same as
the owner of any capital asset.

However, prior.to the adoption of the special
provisions for timber capital gains in 1944, if'a timber
owner cut his timber for sale, he had to pay taxes at ordinary
income tax rates on whatever gain resulted. For example, an
owner who cut and then sold his timber was taxed at a higher
rate than if he sold the timber outright and let the purchaser
come on his lands to do the cutting. -

Similarly, under prior law, if a timber owner cut
his timber for use In his business, he paid tax at ordinary
income tax rates on both the appreciation inherent in the
timber before it was cut and the value added after cutting.
For example, a sawmill operator who owned standing timber-and cut it for use in his sawmill had to pay the higher
ordinary income tax rates on both the appreciated standing
timber and increased value as a result of processing. Thus,
as a practical matter, the sawmill operator who owned standing
timber would have been better oft selling his timber out-
right, and then buying logs from another landowner as needed
in his mill. In this way, AT would obtain capital gains
treatment for the appreciation inherent in his standing tim-
ber, and would be subject to ordinary income tax on profit
attributable to the logging and conversion.

2/ With the exceptions noted below, an outright sale
of standing timber gives rise to capital gains treatment,-
sizce standing timber is a capital asset under I.R.C.
$ 1221, unless the standing timber is deemed to be used in
a trade or business. I.R.C. S 1221(2). In such case, an
outright sale of standing timber obtains capital gains
treatment under I.R.C. S 1231, since it is real property
used in a trade or business. (Standing timber is uniformly
treated as real property under state law. See, e.g., 73
C.J.S. Property, 5 7c, p. 160, S V, p. 174-751 98 C.J.S.
Woods & Forests, 5 2, pp. 6B-8M.). Note thnt I.R.C. S 1231
would apply independent of I.R.C. S 1231(b)(2) (relating to
Section 631 transactions), since an outright sale of such
timber is not covered by Section 631.

Regardless whether I.R.C. 5 1221 or I.R.C. S 1231 applies,
capital gains treatment will be available only if the standing
timber Was held for one year (I.R.C. SS 1222(3), 1231(b)(1)),
and if it was not held primarily for sale to customers in the
ordinary course of a trade or business (I.R.C. SS 1221(1),
1231(b)( )()B)).

24865 0-83--?
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Equity was achieved in 1944 by the enactment of-
Section 117(k), the predecessor to Section 631(a) and (b).
.As a result, an owner who cuts his timber or disposes of it
under contract obtains the same treatment as an owner who
sells his timber outright. The appreciation inherent in the
standing timber is taxed at capital gains rates. This is
the proper tax result since the net economic result of each
of these transactions is the same.. In contrast to prior law
which resulted in an incentive for outright liquidations#
the present law results in effective tax policy by removing
a penalty against holding and managing timber for long-term
growth.

Thus, timber owners receive the same treatment as
others entitled to capital gains treatment regardless of
which of the various types of timber transactions are
employed. This treatment provides a uniform and consistent
tax policy.

II. Mismatching Of Income And Expense

The prepared testimony submitted on behalf of
the Treasury Department stated:

"[AJ basic principle of the tax laws
is that an expenditure may not be
currently deducted If it is related
to the purchase or production of
an asset that will generate income
beyond the year in which the expendi-
ture is made. --Thus, the cost of pro-
ducing inventory for resale is not
currently deducted but is reflected
in income as an offset against the
selling price of the goods in the
year ot sale. However, for the
timber industry, there is a sig-
nificant exception in that costs
incurred in connection with growing
and carrying timber after the refore-
station period are currently deducted
against ordinary income. These costs
represent approximately 3/4 of the
costs of raising timber. The amorti-
zation of reforestation expenditures
is another exception to the basic tax
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principle. In theory, the expenses
incurred in the reforestation period
and beyond should be capitalized and
recovered against the income to which
they relate in later years when the
timber is cut or sold."3/

The proposition that it is -a basic principle of the tax
laws that an expenditure may not be currently deducted if
it is related to . . . production of an asset that will
generate income beyond the year in which the expenditure
is made" is incorrect. It belies the clear Congressional
intent to allow certain deductions on an annual basis for
all taxpayers, including timber growers, regardless of when
the asset will generate income../

The general rule ot thp Code is that-expenditures
incurred to acquire, create or establish a capital asset are
to be capitalized.5/ On the other hand, expenditures for
the maintenance of-a capital asset are to be expensed.6/
The Code clearly entitles all taxpayers to deduct currently
their interest expenses /./Awd property taxes.$/ Maintenance
expenses are deductible annually If they are ordinary and
necessary expenses either incurred In a trade or business
or incurred for the management, conservation or maintenance
of property held tor the production of income.9/ These

3/ Treasury Statement 3;

4_ See I.R.C. SS 162(a), 212.

e See I.R.C. 5 263(a)(1). Some expenditures permitted to
expe-nsed may be capitalized. I.R.C. S 2661 Treas. Reg.

51.266.1.

I.R.C. 55 162(a), 212.

7/ I.R.C. 5 163(a).

I.R.C. $ 164(a)(I)-(2). For a limited exception to
this rule, see I.R.C. S 189 (requiring the capitalization
and. amortization .of Interest and taxes for real property
during its construction period).

9/" I.R.C. 55 162(a), 212(2).
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are the rules applicable to all taxpayers. That timber
owners receive this treatment does not stem from any timber-
.oriented provision of the Code. There Is no basis tor sub-
j'cting timber owners to.a dittecent rule.

Since taxes, Interest, and maintenance costs are
paid to discharge annual obligations, their treatment as
expenses is fully In accord with the proper application of
the above principles. They are current expenses which if
not paid could result in the total loss or diminution in
value ot the underlying asset. Clearly, they must be paid
to maintain such asset and it would be inappropriate to
capitalize such costs.

The application o± these principles does not
require the matching of items ot income and expense. Owners
of any capital asset not earning current income are permitted
to expense the cost of maintaining their asset. For example,
the costs of maintaining idled factory buildings and ware-
houses or unproductive land may all be expensed. Similarly,
the owner of several rental properties, one of which Is
vacant, is able to deduct maintenance expenses incurred for
the vacant property against.'The rents received from other
properties. And the owner of a growth stock portfolio
yielding no annual income may annually deduct custodial fees
from his other income, despite the fact that no dividends
are received from his portfolio. In a like vein, a timberland
owner-is permitted to deduct the annual costs of disease and
fire control and similar expenses, despite the fact that the
trees remain unharvested. (We will be sending under separate
cover a memorandum which expands upon, and provides the legal
authorities for, the expensing available to timber owners).

It Is also important to note that a timber owner
often possesses more than the right to harvest the trees on
his lande Timber ownership may confer the rights to all
uses of the property. For timberland, these uses often
include hunting, farming, grazing, mining, and watering
rights additionally, certain trees on the property may yield
turpentine or maple syrup. Where the timberland owner uses
or rents his property for any of these uses, such uses
benefit from many of the maintenance expenses incurred with
respect to the property. For example, interest expenses
property taxes, fire control expenses, and surveying costs
for the boundaries of the property benefit all uses of the
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property. This is significant because each of these other
uses often produces income currently. To such extent, the
timing .of income and expenses does coincide even under the
theoretical notions being urged by the Treasury Department..L/

At our meeting, you suggested that despite the
foregoing, the policy underlying the completed contract
method of accounting might suggest that the deduction for
maintenance expenses for standing timber should be deferred
until the timber is sold or cut. A comparison between the
treatment of timber owners and the completed contract method
of accounting provides no precedent for deferring timber
management expenses.

Essentially, the completed contract method of
accounting may presently be used only in the case of a
long-term contract, which is defined to mean "a building,
installation, construction or manufacturing contract which
is not completed within the taxable year in which it is
entered into."1/ The adoption of this method, which Is
elective,12/ enables a taxpayer. to defer recognizing any
income on progress payments received until the contract is

jOJ In any event, those expenses incurred to acquire, create,
or establish an asset are to be capitalized. This Is precisely
the practice followed by timber owners for-reforestation expendi-.
tures. In this regard, it is in error to suggest that Section
194, which permits amortization of a limited amount of refore-
station expenditures over 7 years, somehow violates ma basic
principle" of tax law. It is consistent with the treatment
which is available to all businewstaxpayers.

In faqt, under the recently adopted ACRS regime,
the cost of most property can now be recovered over 5 years,
despite the fact that the economic life may be substantially
longer. This concept is not newly ACRS merely liberalizes
the recovery previously available under the ADR system.
While Section 194 also permits accelerated cost recovery for
timber owners, it occurs to a more limited extent Reforesta-
tion expenditures may be amortized over 7-years, while the
cost of most other property may be recovered over 5 years
under ACRS.

Treas. Reg. S 1.451-3(b).

2/ Treas. Reg. S 1.453-3(a).
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completed.13/ As the quid pro quo for this income deferral,
certain expenses otherwise deductible are required to be

-deferred.11/ Such expenses include direct material and
labor costs, as well as certain indirect costs required to
be allocated to the contract._5/ At the time the contract
is completed, all deterred income and expenses are required
to be taken into account.16/

in considering the completed contract method ot
accounting, It is important to recognize that it is an
elective accounting method designed to postpone the time
income Is deemed received; its principal purpose Is not to
defer the time that deductions may be taken. This is
evidenced by the fact that this accounting method is author-
ized by the regulations enacted under Section 451, entitled
"General Rule for Taxable Year of Inclusionl- this account-
ing method is not even mentioned in Section 461, entitled
"General Rule for Taxable Year of Deductlon," or the regula-
tions thereunder, nor is it mentioned in the.remainder of
Subchapter 0, Part II, Subpart C, entitled "Taxablp Year for
Which Deductions Taken."

And ot equal importance, the significance of
timber maintenance expenses is quite different from the
expenses deferred under the completed contract method. In
those instances where the completed contract method Is
applied, the contractor Is adding value to the project which
is tht subject of the contract. For example, a contractor
er-ecting a stadium is furnishing labor and materials directly
in connection with the creation ot the stadium.

This is in marked contrast to that which occurs in
the case of timber. A major portion of the expenses incurred
prior to the time the standing timber reaches maturity --

.U/ Treas. Reg. S 1.451-3(d)(1).

MY/ See id.

J51 Treas. Reg. S 1.4b1-3(d)(b).

ly Treas. Reg. S 1.451-3(d)(1).



99

taxes and interest -- adds nothing to the value or growth.L7/
The expenses which the timber owner incurs for maintenance
(e.g., fire control, disease protection, rodent and insect
control, and the like), in anlesf themselves do not add
value to the standing timber.-' Rather, they merely permit
future growth of the standing timber through the forces of
nature. Thus, the policy underlying the completed contract
method of accounting has little relevance to the expenses
incurred in connection with timber growth.

Finally, it is important to note that timber com-
panies treat maintenance costs as expenses on their tax
returns and on their boos (financial statements). This can
be contrasted with other industries which may defer expensing
similar costs on their financial statements (thereby increas-
ing.both income and assets for boDk purposes), while they take
the expenses currently for tax purposes (thereby decreasing
income and assets on their tax returns).

It is thus apparent that there is generally no
mismatchingg' of timber expenses and income.

I. Conversion of Ordinary Income Into Capital Gains

In the Treasury Department's prepared remarks, it
was stated:

'The combination of the two benefits
described above result in the conversion
of ordinary income into capital gains.
The costs of gQwIng and carrying timber
are currently deducted against other
ordinary income of the timber company,
while the income produced by those

17/ In this connection, It should be noted that even where
M- e completed contract method applies, interest is not
deferred but remains deductible in full. Treas. Reg.S 1.4S1-3(d)(S)(iii)(D).

18/ See Rev. Rul. 71-228, 1971-1 C.B. 53 ("shearing, rather
t--an i-proving or increasing the value of the trees simply
maintained and preserved the(ij marketability.*)
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expenses is taxed at the capital gains
rates. "j/

The central premise underlying this argument is faulty in that
it is entirely dependent upon the ill-conceived mismatching
argument discussed above. As the mismatching argument is
specious, the conversion argument is also without substance.
In this connection, It cannot be overly emphasized that this
so-called "conversion" is the same for all owners of capital
assets who deduct maintenance costs currently it affords no
special advantage to timber owners.

FurthermoreI it must also be noted that the
conversion argument ignores the time value of'money. The
significance ot this omission might be illustrated by an
example, whlch, incidentally, was used in a study undertaken
by the Treasury Department during the Carter Administration,
upon which the conversion argument appears to be based:

-[AJ corporation is engaged in both
timber growing and in logging or
manufacturers. M expense of l00
in the timber growing operation can
be deducted against revenue from
logging or manufacturing in computing
net taxable income. It the $100
expense eventually produces $100 of
revenue trom the sale of timber, the
corporation's taxable capital gain
increases by $100. Because the
corporate Income is taxed at a 46
percent marginal rate, while the
corporate capital gain is taxed at a
28 percent rate, the expense, which
produced a net income of zero has
created a tax savings of $18.020/

19 Treasury Statement 3-4.

220 Office of Tax Analysis, U.S. Dept. of Treajury, Federal
Tax Policy and Recycling of Solid Waste Materials* 35 (1979)
(emphasis in original).
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This illustration, which on its face appears persuasive,
falls completely apart when the time value of money is taken
intp account. In the example, the taxpayer will receive $72
when he sells his timber ($100 of revenue less $Z8 of
taxes). The when part of the equation is critical. The
present value toay of money received In the future is, of
course, considerably less than the face amount of the money
that is received. For example, assuming an interest rate of
10 percent (modest by today's standards), the equivalent
value today of $72 received 15 years from now is only
$17.24; if the $72 is received 20 years from now, its value
today is $10.701 and if received 30 years from now-it is
worth only $4.13. These after-tax future returns must be
compared to the after-tax current outlay which, in the
example, is $54 ($100 of expenses less $46 of tax'savings).
Thus, the current dollar loss on this investment would range
from $36.75 to $49.87. The conversion argument simply
ignores the fact that it takes time to grow a tree.

IV. Minimum Tax

Finally, the Treasury Department's prepared remarks
stated:

"In addition, timber growing receives
special treatment under the corporate
minimum tax provisions of the Code.
In 1976, Congress increased the mini-
mum tax rate from 10 to 15 percent
and eliminated both the carry-over of
regular taxes ai-an offset and the
$30,000 exemption. Timber, however,
was not subject to these changes."21/

While this statement is partially true for corpora-
tions, its inclusion in the context of the consideration of
S. 1824 is misleading. It Is clear that the principal bene-
ficiaries of the reforestation incentives are individual timber

21/ Treasury Statement 4.
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owners not corporations.2/ The special provisions of
the minimum tax relative to timber by their terms do not
apply to individuals, who thus do not enjoy the suggested
advantage. -

In conclusion, we believe that the foregoing
discussion illustrates (a) that timber capital gains treat-
ment reflects Congressional desire to give timber owners the
same treatment as others entitled to capital gains treatment
regardless of which of the various types of timber disposi-
tions are employed (b) that there is generally no "mis-
matchingn of timber expenses and income; (c)-that there is
no conversion of ordinary income into capital gains and
(d) the minimum tax argument is irrelevant.

As indicated during our meeting, when you have had
an opportunity to review the contents of this letter, we
would appreciate the opportunity to meet with you again.

Sincerely,

William K. Condrell
Steptoe & Johnson
General Counsel

2 See Senate Committee on Finance, Subcommittee on Taxa-
on an- Debt Management Generally, Hearing on S.100, 96th

Cong., 1st Sess. 20 (1979) (Testimony of Daniel 1. Halperin,
Deputy Assistant Secretary (Tax Legislation)).
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TIMBER VALUATION AND TAXATION _ __,_
I250 Connectcut Avenue, Washinglon, D.C. 20036 (202) 223-2214

September 10, 1982

Honorable John Chapoton.
Assistant Secretary
U.S. Department of

the Treasury
15th Street and Pennsylvania Ave., N.W.
Washington, D.C. 20220

"Dear Mr. Chapoton:

At our meeting several months ago, you requested
a paper showing those costs of a timber operation that might
be expensed and those that were required to be capitalized.

As a result, we have prepared the enclosed paper
which explains, with authorities, how the various expenditures
involved in a timber operation might be treated. Also, we
have included a chart summarizing the paper's contents as an
executive summary. ,

I believe you will agree after reviewing this
material that the timber "expensing" rules are the same as
for other kinds of expenditures. Thus, you can understand
our view that there is no special "tax benefit" or prefer-
ence due to expensing of timber costs. If that is so, then
the figures Treasury has been using leading to the statement
that timber is "the most tax favored" industry--even ona of
the most tax favored--is in our opinion erroneous.

If after reviewing the paper you should have any
questions, we would be pleased to meet with you to review
them.

Sincerely,

William K. Condrell
Steptoe & Johnson

Chartered
General Counsel

WKC: jj
Enclosure
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TIMBER VALUATION AND TAXATION_
1250 Connecticut Avenuo, Wuahngton, D.C. 200$6

COSTS OF A TIMBER OPERATIONt
CAPITALIZING VERSUS EXPENSING

(202) 223-2314



EXECUTIVE SUMMARY

COSTS OF TIMBER OPERATIONS
EXPENSING VERSUS CAPITALIZING

ITEM EXPENSE CAPITALIZE

GENERALLY
1' 4/

Interest Yes Optional-
2/ 4/

Taxes Yes optional-
3/

Depreciation Yes- No

PLANTING & REFORESTATION s/
Site preparation No Yes

Cost of seed or seedlings No Yes

Labor and tool expenses, -
including depreciation 5/
on equipment No Yes

MANAGEMENT

Silvicultural practices 6/
(after establishment) Yes No7/

Disease and pest control Yes No
7/

Fire protection expenses Yes No
7/

Insurance Yes No

Labor and professional 7/
costs re management Yes No



ITEM EXPENSE CAPITALIZE

MANAGEMENT (Can't)

Costs of materials & 7/
supplies Yes No

CHRISTMAS TREE OPERATIONS

Pruning and Shearing Yes No
TIMBER CRUISE

10/In connection with purchase No Yes
9/ 4/

For management Yes Optional1



EXPLANATORZ NOTES

1/ I.R.C. S 163. For taxpayers other than corporations, if
interest attributable to making or carrying on investment,annual deduction limited to $10,000 plus investment incomefor the year (without regard to long-term capital gains).

2/ I.R.C. S 164. Federal income and excise taxes, estategift and inheritance taxes and local assessments whichincrease the value of the property assessed are notdeductible. See Willamette Valley Lumber Co. v. U.S.;Union Bag-Camp Paper Corp. v. U.S. (ad valorem taxes)

3/ I.R.C. S 167, 168. Depreciation for tangible propertyplaced in service prior to 1981 and non-tangible propertyis available under I.R.C. S 167 and is computed on the
basis of the property's useful life, depreciation for
tangible property played in service after 1980 is availableunder I.R.C. S 168 and is computed over the applicable
accelerated cost recovery period. However, depreciation
on tools and equipment used in planting or reforestation
must be capitalized. See note 5, infra.

4/ Under I.R.C. S 266, carrying charges (i.e., expenditures for
taxes, interest, and other necessary expenditures for develop-
ment of the real property. Treas. Reg. 1.266-1(b) (1)), may
at the taxpayer's election be capitalized.

5/ Rev. Rul. 75-467. Hovevek, at the taxpayer's election, up
to $10,000 of annual reforestation expenses may be recovered
over seven years. I.R.C. S 194.



6/ Rev. Rul. 66-18; Barham v. U.S.

7/ I.R.C. SS 162, 212; Wilmington Trust Co. v. U.S.;
Union Bag-Camp Paper Corp. v. U.S.

8/ Ransburg v. U.S.1 Kinley v. Comm'r.

9/ Robinson Land & Lumber Co. v. U.S.

10/ See Rev. Rul. 68-28 (recovered on sale of property).
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COSTS OF A TIMBER OPERATIONs
CAPITALIZING VERSUS EXPENSING

INTRODUCTION

The question of which costs of a timber operation

should be capitalized and which should be expensed is a'very

important one. At the outset, it must be-noted that this

matter is not covered by section 63, but is governed by

other sections of the Code. These other sections contain no

specific language relating to expenditures incurred in acquir-

ing, improving, managing, and operating timber properties.

Rather, they are sections generally applicable to all tax-

payers and businesses. A brief review of these sections,

the cases decided thereunder, and the administrative poli-

cies of the Internal Revenue Service is pertinent to a better

understanding of the treatment of expenditures involved in a

timber operation.

GENERAL PROVISIONS OF THE CODE

Section 263 provides that amount* expended for perma-

nent improvements or betterments made either to increase the

value of property or to restore or make good the exhaustion of

property for which depreciation, amortization, or depletion is

allowed are not deductible in computing taxable income: Such

amounts are considered "capital expenditures.,0-/ A rule of

1/ I.R.C. S 263(a).

24-866 0-83-8B
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thumb is that where such improvements or betterments have a

useful life of more than one year, then will be considered

capital expenditures.2'

Section 162 of the Code allows corporate and indi-

vidual trades or businesses to deduct all 'ordinary and neces-

sary expenses".3/ Section 212 provides a similar allowance

for individuals in the case of expenses incurred in managing,

conserving or maintaining property held for the production

of incoe.-/

Interest on indebtedness Is deductible under Section

163. However, if incurred by a taxpayer other than a corpora-

tion for the purpose of making or carryin g an investment, the

interest deduction is limited to $10,000 plus the'amount of

Investment income for the year.5/ Zn determining Income from

investments, long-term capital gains are excluded.§/

Taxes in general are deductible under section 164.

However, certain taxes, such as federal income and excise taxes,

estate, gift and inheritance taxes, and local assessments which

increase the value of the property assessed are not deductible. 2-/

2/ See Treas. Reg. S 1.263(a)-2(a).

3/ I.R.C. S 162(a).

4/ i.R.C. S 212(2).

5/ .R.C. S 163(d)(1).

6/ See I.R.C. S 163(d)(3)(B).

_7/ I.R.C. S 164(a), (c)(1).
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Sections 167 and 168 provide the means through

which the cost of certain capital expenditures may be

recovered. Section 167 provides a deduction for depreciation

for the exhaustion wear and tear of property either used in

a trade or business or held for the production of income.

Section 168, which is applicable only to tangible property

placed in service after 1980, permits a liberalized deprecia-

tion deduction under the Accelerated Cost Recovery System.

These are the Code provisions generally applicable.

it would be difficult to enumerate all possible expenditures

by timber owners to which these provisions applir and to

classify them as either capital expenditures or deductible

expenses. We can, however, =~ticulate some guidelines which

distinguish those items which should be capitalized from

those which should be expensed.

PLANTING AND PXFORESTATION EXPENSES

Direct costs incurred-in connectiozd with reforesta-

tion by planting are capital expenditures.!/ The Internal

Revenue Service has ruled that such planting costs includes

8/ Treas Reg. S 1.611-3(a)l Barhazv. U. S., 301 F.
Supp. 43 (D. Ga. 1969), aff'd, 429 F.2d 40 (5th Cir. 1970)1
Chapman & Dewey Lumber Co. v. U.S., 238 P. Supp. 869 (W.D.
Tenn. 1965), rev'd on other grounds, 359 P.2d 495 (6th Cir.
1966); Belcher v. Patterson, 50-2 U.S. Tax Cas. 1 9733 (N.D.
Ala. 1960), rev'd on other grounds, 302 F.2d 289 (5th Cir.
1962); Rev. Rul. 75-467, 1975-2 C.B. 93; Rev. Rul. 66-18,
1966-1 C.B. 59. See also I.R.C. S 126 for a limited excep-
tion regarding the treatment of such expenditures when
reimbursed via cost sharing payments; and I.R.C. S 194 for
the election to amortize reforestation expenditures not
exceeding $10,000 annually. -
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(a) preparation of the site, including
any girdling, herbicide applications,
baiting of rodents, or brush removal
work to afford good growing conditions;

(b) cost of seed or seedlings; and

(c) labor and tool expense, including
depreciation of equipment such as
tractors, trucks, tree planters and
similar machines used in planting or
seeding.9/

In discussing planting costs, the Service has also-

stated:

Brush removal work performed-
a year or two after planting is
considered to be proximately related
to the establishment of the seedlings.
Such work is essentially a part of
the planting operation, and its cost
should be capitalized. The cost of
seedlings includes the amount expended
for those purchased and those planted
and raised by'"he taxpayer. The
labor and tool expense includes

" all costs involved in planting the
seedlings, including all amounts
expended for transportation, supervi-
sion and labor, equipment rental and
depreciation of owned equipment and
tools used in connection with the
planting. The portion of the
depreciated cost of equipment thus
added to the basis of the seedlings
should be proportionate to the use of
the equipment or tools in planting as
compared with the use of such equipment
or tools in other activities. . ... 10/

9/ Rev. Rul. 75-467, 1975-2 C.B. 93, superseding Rev. Rul.
15-252, 1955-1 C.B. 319.

10/ Rev. Rul. 66-18, 1966-1 C.B. 59, 61. Although this
Fullng deals with a Christmas tree operatibn, it is applic-
able to other timber operations as well. See Barham v.
U.S., 301 F. Supp. 43 (D. Ga. 1969), aff'd7-T29 F.2d 40 (5th
Cir. 1970). 1
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A key distinction raised by the foregoing ruling is a

difference between "brush removal work" and "silvicultural

practices." According to the ruling, brush iemoval work

performed "a year to two" after planting is essentially a

part of the planting operation and its cost should be

capitalized. On-the other hand, thq ruling provides that

'expenditures for silvicultural practices such as weeding

and noncommercial thinning . . . incurred after the trees

become established . . . are in the nature of maintenance

charges and are deductible as ordinary and necessary trade

or business expenses."1-1/ Cases in which this distinction

becomes an issue will very likely be decided on the basis of

the timing of the brush removal work.
____________ a2/

In the case of Baram v. United States,- it

was held that the clearing of unwanted oak trees and brush

(with 0o commercial value) from around young but well esta-

blished pine trees was equatable to a "silvicultural practice"

which, under the above revenue ruling was a deductible busi-

ness expense. The court stated-that if the pine trees around

which the brush control procedures were carried out were not

well established and growing, the expenses of brush control

would have had to have been capitalized as being in the nature

of planting expenses.

1/ Id.
12/- 301 P. Supp. 42 (D. Ga. 1969), aff'd, 429 F.2d 40T-th Cir.-1970).
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Expenditures for destroying undesirable hardwood

trees have also been the subject of a recent ruling of the
13/

Service.- This revenue ruling involved a taxpayer who

was the owner of land containing stands of loblolly-short.

leaf pine trees, as well as a number of hardwoods. The

taxpayer's method of reforestation was to attempt natural

regeneration, but if after three to five years an adequate

stocking of pine-seedlings had not been achieved, the tax-

payer would resort to artificial reforestation. In connec-

tion with the latter, the taxpayers would eliminate or

control the undesirable hardwood trees as part of preparing

the site for seedIng. When natural regeneration is accomp-

lished, the eradication of hardwood trees is undertaken when

the young pine growth is frOothree to seven years old. The

taxpayer used mechanical or chemical methods to destroy or

weaken undesirable hardwoods. This included the use of a

manually operated poison injector. The control procedures

used by the taxpayer were a one time endeavor rather than a

recurring type of activity. BRied on the foregoing facts

the Internal Revenue Service found that the expenditures

incurred by the taxpayer in hardwood control were capital

expenditures. The Service held that the taxpayer's hard-

wood control activities accomplished the same purpose as

13/ Rev. Rul. 76-290, 1976-2 C.B. 188.
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the *girdling" referred to in Rev. Rul. 75-467, and are

comparable to the site preparation work referred to in

Rev. Rul. 66-18.14/

EXPENSES OF CHRISTMAS TREE OPERATION

The distinction between the costs of a tree growing

business which must be capitalized a~nd those which may be

deducted as ordinary and necessary business expenses is often

a very narrow one, and can lead to relatively long-term

disagreements between the Internal Revenue Service and the

industry Involved. A good example of this was the disagree-

ment over the proper tax treatment of costs incurred for the

shearing and basal pruning of trees grown for the Christmas

tree market.

In- 1966, the Service issued Rev. Rul. 66-18,1L /

which stated the Service's view regarding the tax treatment

of several expenditures involved in the growing of Christmas

trees.-- As noted earlier16/ although directly applicable

only to Christmas trees, this ruling contains expressions

of opinion by the Service regarding issues of capitaliza-

tion versus business expense which are relevant as well

to standard timber operations.

14/ 1966-1 C.B. 59. See also Peterson v. Commissioner;

T T.C.M. 802 (1970).

15/ 1966-1 C.B. 59.

A/_see pp. 3-4, supra.
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Among the expenditures discussed in Rev. Rul.

66-18 were those incurred for basal pruning and shearing.

The Service treated these the same as costs 6f planting and

concluded as follows:

(I)n the planting and cultivation
of Christmas trees as a trade
or business- the expenditures
incurred for planting, basal
pruning, stump culture, and
shearing must be capitalized
and added to the basis of the
standing trees. 17/

The Service's position regarding pruning and

shearing expenditures was challenged in two cases, Ransburg

v. United States,-8/ which was decided by the United

States District Court for the Southern District of Indiana,
'9/and Kinley v. Commissioner,-/ which was decided by the

Tax Court. In both cases, the courts agreed with the tax-

payers that the costs of pruning and shearing of Christmas

trees were ordinary and necessary business expenses rather

than capital expenditures. The Service appealed the Kinley

decision to the United States Court of Appeals for the Second

Circuit, but that court upheld the Tax Court's decision in

favor of the taxpayers.2 !0/ Subsequently, the Service

Issued Rev. Rul. 71-2282-1/ which modifies Rev. Rul. 66-18

17/ 1966-1 C.B. 59, 61-62.

18/ 281 P. Supp. 324 (S.D. Ind. 1969).

19/ 51 T.C. 1000 (1969).

20/ 70-2 U.S. Tax Cas. 1 9462 (2d Cir. 1970).

21 / 1971-1 C.S. 53.
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as it applies to pruning and shearing.expenses. The new

ruling concludes:

The decision in Kinl
is premised upon the Tax -ourt's
findings of the unique conditions
present in the Christmas tree
industry. The Tax Court found
that the sole use of the trees
grown by the petitioner was for
ornamental Christmas 'trees and
that the seedlings planted by
the petitioner were pl-inted as
Christmas trees. Under this view
of the facts, the shearing did not
adapt the trees to any use other
than their use as Christmas
trees. The court found that
shearing, rather than improving or
increasing the value of the trees,
simply maintained and preserved.
the marketability of the trees
as ornamental Christmas trees.

Upon reconsideration of the
issue, the Senice accepts the
court's characterization of the
ultimate facts involved.

Accordingly, based on the
trees being planted and grown as
Christmas trees rather than being
converted into Christmas trees,
the costs incurred for the shearing
and basal pruning of trees grown
for the ChristmM tree market are
deductible business expenses under
section 162 of the Code.22/

COST OF TIMB-R CRUISE

Whether the cost of a timber cruise is a capital

expenditure or a deductible expense depends on when and'for

22/" Id.
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what purpose the cruise is taken. The cost of a timber

cruise incurred by the purchaser in connection with a pur-

chase of timber is a capital expenditure, to be treated as

part of the cost of the timber.U3/ On the other hand,

the cost of a cruise taken subsequent to a purchase for

the purpose of determining, among other things, the types,

quantities, location, and growth possibility of timber, is

a deductible business expense.
2 4 /

AD VALOREM TAXES

Taxpayers who are required to pay state or local

ad valorem taxes may often deduct the amount of such taxes

under either section 164, which allows a deduction for state,

local and foreign real propefrdy taxes, or section 162, which

allows a deduction for all the ordinary and necessary expenses

,incurred in carrying on a trade or business.2/

In some instances, it may be found that ad .valorem

taxes are paid by the taxpayer as part of the cost of timber*

23/ It has been held that a taxpayer, not otherwise in
the timber business, Is not entitled to any deduction
(loss, expense, or otherwise) for the cost of cruise taken
in conection with a contemplated purchase which never
takes place. Brown v. Comm'r, 40 T.C. 861 (1963). How-
ever, a loss deduction would have apparently been allowed,
if the purchase had been made and theo abandoned.

24/ Robinson Land & Lumber Co. v. U.S., 112 F. Supp. 33

TL.D.- Ala. 1953).

25/ McMullan v. U.S., 78-2 U.S. Tax Cas. 1 9656, n.2.
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or other property and thus must be added to the basis of the

property and recovered through depletion or at the time of the

property's sale. Thus far, two-timber cases-have involved

this question, and in both cases the courts have found that

the taxes were not part of the cost of timber and therefore

were deductible.

In Williamette Valley Lumber Co. v. United Stktes,-6/

the taxpayer purchased standing timber under a contract which

permitted it to use the land on which the timber was located to

obtain access to other timber it was cutting. The contract,

which was executory in nature, required the taxpayer to pay

the ad valorem taxes on both the timber and the land. The

taxes were paid in the first instance by the land owner, who

subsequently billed the taxpI7er for these amounts. The Govern-

sent contended that the amounts disbursed by the taxpayer In

payment of the taxes represented an additional cost of the

timber and as a consequence were not deductible. The court

rejected this contention and held (1) that the taxpayer was

entitled to deduct the taxes on*thi timber under section 164

(the court noted that under Oregon law, an executory contract

for the sale of timber amounts to the conveyance of an interest

in timber and consequently the taxes on the timber were prop-

erly imposed upon and paid by the taxpayer)* and*(2) that the

26/ 252 P. Supp. 199 (D. Or. 1966).
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taxpayer was entitled to deduct the taxes on the land under

section 162 (the court found that the payment of the taxes

on the land, was a condition to the taxpayers use of the

land to obtain access to other timbers and thus, the amounts

paid represented ordinary and necessary business expenses.)

The second case which involves the question of

the deductibility of ad valorem taxes is Union Bag-Camp

Paper Corp. v. United States.27/ In that case, the tax-

payer entered into a long-term lease of timberlands and

agreed as a part of the lease agreement to pay the ad

valorem taxes on the leased -land. The Government's con-

tention that the amount of such taxes should be capitalized

as part of the cost of the timber was rejected by. the court.

The payment of the taxes, thercourt held, should be deemed

to constitute "rental or other payments required to be made

as a condition to the use or possession of property* and

should therefore be deductible as a business expense.

MrSCELLANEOU3 EXPENSS_ .-

- Other timber-csE al exptliditures include those for

acquisition or land and timber, cutting rights, and-extension

of cutting rights; legal, abstract, title search, and survey

3Y .325 P.2d 730 (Ct. Cl. 1963).



121

costs in connection with such acquisitions permanent improve-

ments to the land, depreciable and nondepreciablel construc-

tion of fire lanes, bridges, trestles, etc.tand for equipment

having more than a year's useful life and for repair of such

equipment that prolongs its useful life.

Other deductible expenses include costs of

disease and pest control fire protection expenses insur-

ancel interest on timber loans and mortgages yield and

severance taxes payable at time of cutting; labor amd pro-

fessional costs related to managements costs of materials

and supplies, sic.128/

CARRY ING CHARGES

_. Hyof the deductTble expenses above mentioned

fall into a category of costs that although normally expensed

may be capitalized at the taxpayer's election. These include

taxes and a broad category of expenditures known *carrying

charges. 3 9/ Although the expression carrying charges" Is

not defined, the historical dev1lopment of timber depletion

regulations and the pertinent provision of the law make it

clear such changes include annual taxes, interest, and costs

28/ See, e.j., Wilmington Trust Co. v. U.S., 610 F.2d 703,
765,(E.7 cT. 1980) (disease, and pest control labor and
professional costs relating to timber management; Union*
Bag-Camp Paper Co. v. U.S., 325 F.2d 730, 741 (Ct. Cl. 1963)
(salaries, supplies, repairs, and insurance).

29/. I.R.C. S 2661 Treas. Reg. 5 1.266-1.
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of administration and protection of timber properties, whether

such properties are improved or unimproved, productive or non-

productive. This is borne out by Treasury F6rm T (Timber),

which mentions "expenditures for taxes, administration, protec-

tion, interest actually paid, etc." as additions to the timber

depletion basis where they have not been treated as deductions.

The right to capitalize administration, protection

and carrying charges does not, of course, work in reverse to

permit a taxpayer to expense what is clearly a capital item.

DEPRECIATION ALLOWANCES

Deductions for depreciation allowances may be taken

with respect to property that has a limited and determinable

life. These'are designed toe eturn to the taxpayer his

invested capital free of tax.

The regulations under Section 611 authorize a

deduction of a reasonable allowance for depreciation.in case

of improvements peculiar to timber.30/ Under this author- /

ity, the alternative methods 01-depreciation permissible under

section 167 are made applicable to timber improvements.2 1/

In addition, such improvements may be depreciated under the

"unit of production" method, that is, over the life-of the

timber being operated.
3 2/

30/ Treas. Reg. S 1.611-5(a).

31/ id.
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Where permanent improvements to the land involve

depreciable features, such as roads that are graveled or

surfaced, bridges, trestles, culverts, lookout towers,

fences, etc., the capital invested-is recoverable through

the annual depreciation allowance.

For tangible property placed in service after

1980, depreciation will generally be determined pursuant

to the Accelerated Cost Recovery System provided by section

168, rather than under the methods provided by section 167.

However, a taxpayer otherwise eligible to use the unit of

production method for any property may continue to do so

by electing to exclude such property from Section 168's

application.

33/* I.R.C. S 168(e)(2).
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6/26/83

RESPONSE TO CONGRESSIONAL BUDGET OFFICE'S OPTION
TO REPEAL TIMBER CAPITAL GAINS

Introduction

Earlier this year, the Congressional Budget
Office (CBO) released its annual report on budget options
to the Senate and House Budget Committees. Part Three of
this report, entitled "Reducing the Deficit: Spending and
Revenue Options" contains, among the 35 options considered,
the repeal of timber capital gains.

CBO, which claimed that repeal of timber capital
gains would result in increased revenues of $3.1 billion
from 1984 to 1988, described this option in three paragraphs.
The first purported to explain the tax advantage provided
by timber capital gains the second gave the arguments of
advocates of repeal and the last claimed to give arguments
on behalf of defenders of timber capital gains.

We believe that not only are the revenue estimates
attributible to timber capital gains in gross error, but also
that there are serious inaccuracies and omissions in each of
the three paraqraphs. These points will be discussed below.

Revenue Estimates

CBO estimates that the anticipated revenues from
the repeal of timber capital gains would produce $200 mil-
lion in FY 1984, $600 million in PY 1985, $700 million in
FY 1986, and $800 million in each of PY 1987 and FY 1988.j/
These estimates appear to be in substantial error.

*/ The revenue estimates used by CBO appear to be the tax
expenditure estimates made by the staff of the Joint Com-
mittee on Taxation, rounded off to the nearest $100 million.
Presumably due to C9,O's assumption that the option for repeal
would be implemented mid-year, however, the CBO's revenue
estimate for FY 1984 is below the FY 1984 tax expenditure
estimate of $500 million made by the JCT staff.
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Data from a forest industries committee survey
indicates that the tax benefit from timber capital gains
treatment is significantly below these levels. The Forest
Industries Committee on Timber Valuation and Taxation
estimates on the basis of this survey data that the indus-
trial sector benefited from timber capital gains treatment
by approximately $85 million in FY 1982, $175 million in FY
1981, and $220 million in FY 1980. Using the Treasury
Department's estimate that 30 percent of all timber capital
qains are attributable to individuals -- an estimate of
questionable validity, but the only such estimate available
-- the industrial sector's benefit from timber capital gains
may be extrapolated to determine the total cost of providing
timber capital gains treatment $315 million in FY 1980,
$250 million in FY 1981 and $120 million in FY 1982.

In light of this decidedly downward trend, we
do.not fully understand the assumptions underlying estimates
that would indicate a reversal of that trend to the extent
that annual tax savings from the repeal of timber capital
gains treatment are projected to be up to three and one-half
times the average benefit realized during the past three
years. Juxtaposing the results from the last three years
agaeTist the projections results in the following comparison:

REVENUE LOSS ESTIMATED TO RESULT FROM THE REPEAL OF
TIMBER CAPITAL GAINSs COMPARISON OF HISTORICAL DATA

WITH JCT PROJECTIONS

800

700 JCT P ectiona
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80 81 82 83 84 85 86 87 88
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24-88 O-88-9
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While the timber industry is currently recovering from the
recession, these projections can hardly be credible since
neither tbe extent nor the duration of the-recovery is
known.

The CBO estimates appear to be based on historical
trends that ignore the experience of recent years. As a
result, they are a poor predictor of the revenue increase
that-may be expected were capital gains repealed.

Also, it appears that CBO is using *tax expenditure"
data. 'Tax expenditures estimates do not take into account
the interrelationship between capital qains and other provi-
sions, such as minimum taxes. Thus, tax expenditure data
is an inappropriate basis for estimating the revenues that
would be gained from the repeal of timber capital gains
treatment.

In any event, these estimates fail to account for
the dynamic effects that would result were timber capital
qains treatment repealed.

While short-term effects are unclear, since, among
other things, some types of timber liquidation would still
be entitled to capital gains Xxeatment under the general
rules, nonetheless, in the long-run, repeal clearly will
result in a revenue decline since future timber growth will
inevitably be curtailed.

The Advantage of Timber Capital Gains

CBO states that the timber capital gains provi-
sions *[override) the tax code's general denil of capital
qains treatment to 'stock in trade . . . or property held
primarily for sale to customers in the ordinary course of
his trade or business.'m This statement miscontrues the
nature of timber.

Stock-in-trade is synomous with inventory and is
generally ineligible for capital gains treatment., Typically,
stock-in-trade includes shelf items that are held primarily
for sale. Stock-in-trade does not include capital assets
that are held for productive purposes.

Timber has been a classic capital asset since the
concept of distinguishing such assets was installed in the
tax code in the early 1920s. The unique provision related
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to timber converters (Sec. 631) was incorporated in the law
simply to provide a mechanical means for consistently apply-
ina capital qains treatment to equally-situated timber assets,
regardless of whether they were sold or converted into an
*inventory-type" asset.

Altering the existing treatment would produce a
wholly unjustified discriminatory result. Classifying tim-
ber as "stock-in-trade* would impose an ordinary income tax
on owners who manaqe their lands and convert their timber,
while owners-who simply hold their timber and eventually,
sell it would be taxed under capital gains rules. This is
a serious differential tax result on what are clearly equi-
valent assets -- precisely the opposite result from that
normally sought by sound tax policy.

e Under the tax rules as they now stand, the
appreciation which occurs in timber while it is in a
productive state is distinguished from the increase in
value which results from processing. The former, like
appreciation on all capital assets, is taxed as capital
gains, while the latter, resulting from the conversion
process, is taxed as ordinary income.

Finally, there is nglegal basis whatever for
considering timber as stock-in-trade. Timber, which is
uniformly held to be real property, is intrinsically neither
stock-in-trade nor inventory. Every court that has con-
sidered the matter has refused to classify timber in that
way.

In any event, minimal timber is held primarily
for sale to customers. The Supreme Court has construed the
word, "primarily,* to mean in this connection of "first
importance" or "principally.* Many timber owners, rather
than holding their timber "principally" for sale to custo-
mers, hold their timber for a general profit motive. And
other owners hold timber for conversion into logs or timber
products. The taxpayers who hold their timber "primarily
for sale to customers" are those few who act as dealers in
timber.

Arguments of Proponents for Repeal

C80 indicates that timber capital gains, "divert
investment resources to timber from more productive uses."
But absent capital gains treatment, the economics of growing
timber are unattractive.



128 '

- 5 -

This results first from the inherent substantial
front-end investments required for land and planting, the
carrying costs, and the 25 to 100 year growing cycle for
timber. The effect of these factors is to tie up invest-
ments for extended periods without current returns.

Second, thE return which is generated is substan-
tially lower than the return for other types of investments.

Third, there are substantial risks, such as fire,
insects and disease, and windstorms. The long-term growing
cycle of timber results in an increased exposure to such
risks far beyond that of other types of investments.

Even with capital gains treatment, the return from
investment in timber is marginal. Federal Trade Commission
reports indicate that the return on equity from timber and
wood products and from paper and allied products is below
that available from all durable and non-durable goods
produced. -

Further, CBO suggests that the assignment of tax-
able income from other operations to cutting timber arises
from improper or questionable practices rather, taxable
income results solely from thL.determination of fair market
value as approved by the Internal Revenue Service.

Moreover, CBO suggests that reforestation incen-
tives benefit the timber *industry." Such incentives, a 10
percent credit and 7-year write-off, are intended to benefit
small owners as they cover only the first $10,000 of invest-
ment. They were enacted as a supplement to capital gains
treatment for smaller owners. The effect of these provi-
sions is slightly less beneficial than the cost recovery
benefits available to other business investments (i.e., they
provide a 7-year straight line versus a 5-year potentially
accelerated write-off). And, timber dispositions in the
first ten years trigger total forfeiture of benefits and
their recapture as ordinary income, again, a treatment less
favorable than the treatment of other investments.

Finally, by noting that capital gains "dispropor-
tionately benefits a small number of large timber growing
firms," CEO ignores the fact that the benefits of capital
gains are proportionate to timber harvests, which in turn,
to a large extent, depend upon the degree of timber manage-
ment and harvesting. It would be equally valid to say that
capital gains treatment "disproportionately benefits" tree
growers who do most timber management and harvesting.
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Arguments of Proponents of Timber Capital Gains

In the final paragraph of its write-up, CBO
purports to give the arguments of the "defenders" of timber
capital gains. In so doing, however, it fails to mention,
amonq other things, the depression in timber reinvestment
and reforestation that would occur were timber capital gains
repealed and the need to promote equity among both timber
owners and owners of all other capital assets. Also, while
the write-up notes that Otreating income from timber sales
as ordinary income could promote abuses," the abuses that
would occur are not abuses of the tax laws; rather, the
repeal of timber capital gains (and concoummitant cross-
sales of standing timber) would promote bad forestry by
encouraging the liquidation of their recently purchased
t imber.
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APPENDIX

ELIMINATE CAPITAL GAINS TREATMENT OF TIMBER

Income from harvested timber held for at least .one
year before cutting is taxed at capital gains rather than
ordinary income tax rates.. This special provision makes
clear that timber income is treated as a capital asset and
not within the exclusion to capital gains treatment provided
for "stock in trade . . . or property held by the taxpayer
primarily for sale to customers in the ordinary course of
his trade or business." (Without this exclusion, any cor-
porate manufacturer could produce a product, put it on a
shelf for one year before selling it, end reduce the tax owed
by almost 40 percent.) Repealing this provision would add
about $ billion to federal revenues over the 1984-1988
period.

Advocates of repeal argue that the current large
tax preferences for timber divert investment resources to
timber from more productive uses. Besides having access to
the capital gains tax preference, the timber owners also
benefit from two other favorable tax provisions -- the 10
percent investment tax credit and seven-year amortization for
up to $10,000 of reforestation expenditures (enacted in 1980).
The capital gains preference disproportionately benefits a
small number of large timber-growing firms that also produce
wood and paper. Absent close IRS scrutiny, these firms can
assign some of the taxable income from their other operations
to the cutting of timber, thereby increasing their tax savings
from the preference.

Defenders of timber capital gains treatment argue
that its benefits are essential to stimulate the timber
investment and reforestation required to meet our nation's
future timber needs.. Further, they argue that timber capital
gains treatment is necessary to promote equity among timber
owners who sell their timber outright receiving capital gains
under the general rules, and timber owners who manage their
stands. Similarly, they argue that timber capital gains
treatment is necessary to promote equity between investments
in timber, which historically has a low rate of return, and
investments in other capital assets. Finally, the defenders
argue that the repeal would be unfair to the timber owners
who relied on the availability of timber capital gains when
they made their timber investments.



131 '

6/2/83

RESPONSE TO DEMOCRATIC STUDY GROUP'S OPTION
TO REPEAL TIMBER CAPITAL GAINS

Introduction

The House Democratic Study Group (DSG) recently cir-
culated a list of potential tax increase proposals totaling
about $60 billion for the fiscal year 1984. Included in this
list was a proposed repeal of "timber capital gains." (See
full text of the timber paragraph attached.)

The bases upon which DSG proposed repealing timber cap-
ital gains were (1) that it was stock-in-trade and (2) that
there already were adequate incentives in the law through the
10 percent credit and 7-year amortization provisions (with a
$10,000/year cap).

This memorandum will explain why the bases underlying the
DSG proposal are without merit.

Timber is Not Stock-in-Trade

"Stock-in-trade" is synonymous with inventory,* which is
generally ineligible for capital gains treatment. Typically,
stock-in-trade includes shelf items that are held primarily
for sale. Stock-in-trade does not include capital assets that
are held for productive purposes.

Timber has been a classic capital asset since the concept
of distinguishing such assets was installed in the tax code in
the early 1920s. The unique provision related to timber con-
verters (Sec. 631) was incorporated in the law simply to pro-
vide a mechanical means for consistently applying capital
gains treatment to equally-situated timber assets, regardless
of whether they were sold or converted into an
"inventory-type" asset.

In any event, minimal timber held primarily for
sale to customers. The Supreme Court has construed the
word, "primarily," to mean of "first importance" or
"principally." Many timber owners, rather than holding
their timber "principally" for sale to customers, hold
their timber for a general profit motive. And other own-
ers hold timber for conversion into logs or timber pro-
ducts. The taxpayers who hold their timber "primarily
for sale to customers" are those few who act as dealers
in timber.
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Altering the existing treatment would produce a wholly
unjustified discriminatory result. Classifying timber as
"stock-in-trade" would impose an ordinary income tax on owners
who manage their lands and convert their timber, while owners
who simply hold their timber and eventually sell it would be
taxed under capital gains rules. This is a serious differen-
tial tax result on what arc clearly equivalent assets -- pre-
cisely the opposite result from that normally sought by sound
tax policy.

Under the tax rules as they now stand, the appreciation
which occurs in timber while it is in a productive state is
distinguised from the increase in value which results from
processing. The former, like appreciation on all capital
assets, is taxed as capital gains, while the latter, resulting
from the conversion process, is taxed as ordinary income.

Finally, there is no legal basis whatsoever for con-
sidering timber as stock-in-trade. Timber, is intrinsically
neither stock-in-trade nor inventory, and every court that has
considered the matter has refused to classify timber in that
way.

Only Small Timber Owners Benefit from the
Tax Credit and Amortization

The 10 percent credit ancLJ-year write-off provisions are
intended to benefit small owners as they cover only the first
$10,000 of investment. They were never intended to-replace
timber capital gains. Rather, they were enacted as a supple-
ment to capital gains treatment in order to provide small own-
ers with an additional incentive for reforestation.

Moreover, the effect of these provisions is slightly less
beneficial than the cost recovery benefits available to other
business investments (i.e., they provide a 7-year straight
line write-off versus a35year potentially accelerated write-
off). And, timber dispositions in the first ten years trigger
total forfeiture of benefits and their "recapture" as ordinary
income, again, a treatment less favorable than the treatment
of othIer investments.

Attachment
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EXCERPT FROM
REPORT OF HOUSE DEMOCRATIC STUDY GROUP

ON TIMIBER CAPITAL GAINS

ALTERNATIVE REVENUE OPTIONS

BUSINESS TAX PROPOSALS (Coninued)

Increased Tax Revenues
(S In BILLIONS)

1984 1985 1986

Eliminate Capital Gains Treatment
for Timber: Current law allows capi-
tal gains treatment on the sale of
timber held for at least one year
prior to cutting. This is contrary to
the tax code's general denial of capi-
tal gains treatment to "stock in
trade"-property held by the tax-
payer primarily for sale to customers
In the ordinary course of his trade or
business. Timber already reelves
preferential treatment as a result of
the 10% Investment tax credit and
the seven-year amortization for up
to $10,000 of reforestation expendi-
tures. 0.2 0.6 0.7
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Senator DANFORTH. Senator Dole may have some other questions
for each of you-I'm not sure. But thank you both for being here.

Mr. MORGAN. Certainly.
Senator DANFORTH. The next panel is Dr. Jack Carlson, executive

vice president and chief economist, National Association of Real-
tors, Washington, D.C.; David Smith, vice president and secretary,
National Association of Home Builders, Washington, D.C.; Wallace
Woodbury, Woodbury Corp.; and Alan Aronsohn, a tax counsel rep-
resenting the National Realty Committee.

Mr. Carlson?

STATEMENT OF DR. JACK CARLSON, EXECUTIVE VICE PRESI-
DENT AND CHIEF ECONOMIST, NATIONAL ASSOCIATION OF
REALTORS, WASHINGTON, D.C.
Dr. CARLSON. On behalf of the 575,000 members of the National

Association of Realtors, we are very concerned with the current
record Federal budget deficit and those projected for 1984 and
beyond. We are disappointed with spending growth twice the infla-
tion rate.

The track chosen by the Congress will crowd out investment in
all sectors of the economy, particularly long-lived assets such as
commercial, industrial, and residential structures, and raise the
fear of inflation in future years, which in turn is already causing
and will continue to cause interest rates to rise or remain high and
dampen the recovery.

As to the topic of this hearing, we strongly recommend that any
tax change should follow the following principles:

Tax policy changes should not adversely affect the recovery. Re-
coveries are initially driven by investment in housing-nearly one-
half of real growth of output, income, and jobs so far has come
from housing-and subsequently driven by investment in commer-
cial and industrial structures.

Two, additional taxes should not be placed on savings and invest-
ments but rather on consumption, which we have supported for 2
years. Savings and investments are already too high to take care of
the growth in the American standard of living and the quality of
life in future years.

Three, tax policies affecting savings and investments should
change infrequently, to allow businesses and households time to
plan and invest over a 5-year business cycle. Changes made in 1981
and 1982 should not be changed now.

Four, public policy should encourage more adequate investment
in housing as well as in industry. Public policy continues to dis-
criminate against housing in- favor of industry. The effective tax
rate on apartment buildings is more than twice the rate on equip-
ment; and if recapture laws are changed, this would be significant-
ly worsened.

Demographic housing trends in the 1980's indicate housing needs
comparable to the needs of the 1970's, and we are already behind
because of the recession of the last four years.

Five, public policy should encourage homeownership instead of
fostering policies that have resulted in a decline in home owner-
ship for the first time in 40 years. During the last 2 years, the
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United States has lost half of the gain in homeownership achieved
in the whole decade of the 1970's. Homeownership should be en-
couraged, not discouraged, because of its impact on the quality of
life, greater family stability occurs among homeowners; because of
its impact on democracy, homeowners participate more often and
more effectively in neighborhood, community, State, and national
decisionmaking; because holmeownership provides retirement secu-
rity, thereby reducing the need to expand Government social secu-
rity programs in the future; because homeowners save more of
their income than renters, and more than just the needs for hous-
ing, which benefits both housing and industry; and because of the
greater maintenance of existing homes.

In conclusion, if anything, the existing commercial and housing
tax provisions are inadequate for the country's needs for the 1980's.
Reducing them would slow the recovery, limit growth in the
American standard of living, slow the rehabilitation of our cities.

This concludes my statement. I would be pleased to respond to
your questions.

[The prepared statement of Dr. Jack Carlson follows:]
PREPARED STATEMENT OF DR. JACK CARLsoN ON BzHALF OF THE NATIONAL

ASSOCIATION OF R ALTORS

I am Jack Carlson, Executive Vice President, Executive Staff Officer and Chief
Economist of the National Association of RealtorsO.

On behalf of the 576,000 members of the National Association of Realtors®, we
appreciate the opportunity to present our views on existing tax provisions which di-
rectly affect the real estate and housing industry.

Our industry is very concerned with the current record Federal budget deficit and
those projected for 1984 and beyond. We are disappointed, as many of you are, with
the inability of the Congress to limit spending growth below the 7.4 percent increase
in the Congressional Budget Resolution which is well above the initial Budget Reso-
lution of both the President and the Senate and is more than twice the estimated
inflatiorrate.

Thus the track chosen by the Congress will crowd out investment in all sectors of
the economy and raise the fear of inflation in future years which in turn will
dampen or shorten the recovery.

As to the topic of this hearing, and as to the failure to place adequate limits on
spending, we strongly recommend that any tax change should follow the following
principles.

1. Tax policy changes should not adversely affect this recovery; the worst reces-
sion in 40 years. Recoveries are initially driven by investment in housing and subse-
quently driven by investment in commercial and industrial structures.

2. Additional taxes be placed on consumption, not savings and investments. Sav-
ings and investment are already too low to take care of the growth in the American
standard of living and the quality of life in future years, and is well below the
standards set by other industrialized countries, many of them are improving their
standard of living faster than us.

3. Tax policies affecting saving and investment should be changed infrequently
and certainly the changes made in 1981 and 1982 should not be changed significant-
ly because they have not had sufficient time to be implemented, because of recession
and high real interest rates, and because on and off again stimulus for investment
will result in far less investment. Investment incentives require a five year or more
horizon to measure impact and allow for business and households to plan properly.

4. Public policy should encourage more adequate investment in housing. Invest-
ment needs have risen during the last several years. Public policy continues to dis-
criminate against housing in favor of industry. Consider that the effective tax rate
on apartment buildings is more than twice the rate on equipment.

5. Public policy should encourage homeownership instead of fostering policies that
have resulted in a decline in homeownership for the first time in 40 years-in the
last two years the U.S. has lost half of the gain in homeownership achieved in the
whole decade of the 1970s. Homeownership should be encouraged not discouraged:
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(1) Because of its impact on the quality of life--greater family stability occurs
among homeowners;

(2) Because of its impact on democracy-.homeowners participate more often and
effectively in neighborhood, community, state and national decision making;

(3) Because homeownership provides retirement security, thereby reducing the
need to expand social security programs in the future; 1

(4) Because homeowners save more of their income than renters and this benefits
society by increasing aggregate wealth, by establishing behavioral patterns of high
rates of savings among younger households, and by providing sources of capital for
residential and business investment; and -

(5) Because of the greater investment and maintenance effort undertaken by
owner-occupants which benefits society because the useful life of existing units is
prolonged.

The existing real estate and housing tax provisions work as intended. Clearly,
Congress would have to devise new ways to assist in the development, renovation
and rehabilitation of America's cities if it were to scrap many of today's investment
incentives which are already on the books.

The National Association of Realtors* therefore supports the existing homeowner-
ship and real estate investment incentives.

INTRODUCTION

The real estate industry is, as you know Mr. Chairman, a very large and diverse
segment of the United States' economy. The basic elements of the industry are con-
cerned with the development of housing and commercial structures and with provid-
ing real estate sales servicing and financing.

ECONOMIC ROLE

The real estate industry has always played a vital role in our national economy.
Traditionally it has been the housing industry which not only signals but takes the
lead in economic recovery. Clearly, this continues to be true. The real estate indus-
try, particularly housing, is now leading the economy out from the deepest and long-
est economic recession since the 1930s.

Residential investment is the primary force behind the economic recovery now
underway. Residential investment increased at an annualized rate of 39.1 percent
during the fourth quarter of 1982 and is increasing by 83.1 percent during the first
quarter of this year.

The impact which the real estate industry has on the economy is apparent when
considering the following:

(1) Each of the new homes built in 1982 resulted in over $91,000 in Gross National
Product (GNP). (See Attachment 1).

(2) Each single-family resale which occurs in 1983 results in almost $11,000 of
direct expenditures andover $5,000 of secondary expenditures. Together, each 1983
home resale contributes over $16,000 to GNP. (See Attachment # 1).

(3) Total 1983 home resales of 2,700,000 will contribute over $43 billion to GNP
and provide 850,000 full time jobs. (See Attachment # 2).

(4) Construction of 1,100,000 new single-family homes in 1983 will contribute $96
billion of GNP and provide nearly 2 million full time jobs. (See Attachment #2).

(5) Maintenance, repair, and improvements by residential property owners in 1983
will generate $83 billion in GNP and will result in 1.7 million jobs. Nearly 45 per-
cent of all homeowners are involved in home maintenance and repair projects (See
Attachment #2).

(6) Construction of 500,000 new multi-family residential units will contribute $35
billion of GNP and provide 710,000 full-time jobs. (See Attachment #2).

(7) Development of commerical and industrial structures in 1983 will contribute
$77 billion to GNP and provide 1.5 million full-time jobs. (See Attachment # 2).

(8) In 1983, total economic activity of the real estate industry will represent over 8
percent of GNP and over 5 percent of total employment. (See ttachent #2).

SOCIAL ROLE

(9) The widespread ownership of homes across the social and economic strata gives
society a firm base for individual, decentralized decisiob-making. Homeownership
gives households a stake in society and an incentive to participate in those decisions
because they affect their family's well being as well as they value of their property
and wealth. There is convincing evidence that homeowners are far more likely than
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-- -reters-to vote in local elections. Thus, encouraging homeownership and individual
property rights helps democrary work better.

(10) Homeownership clearly promotes better citizenship and neighborhood stabil-
ity in the local community. Homeowners have a greater financial stake in the eco-
nomic and political well being of society. Thus, encouraging homeownership helps
make democracy work better.

(11) Repeated surveys of what constitutes the "good life" in America have found
that homeownership is the highest ranking item-84 percent-just above a happy
marriage and children.

DISCUSSION OF TAX INCKNTIVES

Because of the uniquely beneficial economic and social role demanded of the real
estate industry, Congress has, over the years, enacted tax provisions to encourage
homeownership and real estate investment. Included are provisions to allow the tax
deductibility of home mortgage interest and real property depreciation and, under
certain circumstances, the deferral or exclusion of capital gains on home sales. Con-
gress has also provided tax credits for amounts spent to rehabilitate income produc-
ing and historic buildings.

These tax provisions encouraging homeownership and real estate investment re-
suited from a variety of reasons, and Mr. Chairman, the National Association of
Realtors 0 believes that for equally compelling reasons these provisions should not
now be altered.

For example, taxpayers traditionally have been allowed a cost recovery for invest-
ing in commercial and/or residential housing structures. This deduction (which is
also available for investment in machinery and equipment) reflects a reasonable
cost allowance for the wear and tear, gradual obsolence and loss of value to proper-
ty due to inflation. --

The current real property depreciation rules (ACRS) and the other provisions of
the Economic Recovery Tax Act of 1981 (ERTA) were adopted by Congress in order
to stimulate much needed private sector investment. At the time ERTA was enacted
the nation's economy, and the housing industry in particular, was suffering from
the deepest economic recession since the 1930s. Investment in commercial and resi-
dential development was at an all time low and housing starts and resale activity
was in the midst of a 3 year nosedive of 56 percent. Congress should well remem-
ber that it was during this cycle of very high interest rates and stifled investment
that the nation lost approximately four and one half million home resale transac-
tions with a market value of nearly one trillion dollars.

The ACRS provisions have been in effect for only an extremely brief period of
time (less than 24 months, only 8 months during economic recovery). There has
been limited experience with which to measure the success or failure of these depre-
ciation provisions, especially in the area of commercial development.

Our economic forecasts show that business investment in new structures will
likely remain relatively weak due to vastly different performances for investment in
commercial strWtures,_-hich includes office buildings, and industrial structures.
Construction of commercial space, which is closely linked to the residential market,
increased at an annual rate of 17 percent in real terms during the first quarter of
1983. In contrast, construction of new industrial structures declined by 31 percent

-during the first quarter of this year and could continue to decline through mid-1984
unless real long term interest rates, which remain at more than double their level
of the past 20 years, decline much further.

We have confidence that if real interest rates drop further the investment incen-
tives provided by ACRS will be allowed to have the ver, positive economic impact
which Congress intended and will spur investment, increase capital formation and
help to provide a sustainable economic recovery with lasting jobs creation. We un-
derstand from our contacts with members throughout the country that there are
many projects waiting to begin as soon and if real rates of interest drop further. We
are equally certain that any adjustment now in the existing depreciation calcula-

ut1i-would create great investment uncertainty and would significantly discourage
the desperately needed investment in industrial, commercial and residential build-
inr. Chairman, as you noted in announcing these hearings, Congress should

- review tax provisions to determine if they "are still functioning as intended." We
would suggest that in the case of real property depreciation, the intended result,
that is increased investment, has not been given enough time especially time in the
proper economic climate to be properly measured.
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We would also note, Mr. Chairman, that investment in commercial-and residen-
tial structures is not an unreasonably favored investment under current law. Con-
sider Table 1 showing effective tax rates for various major components of corporate
capital over selected years beginning in 1953. As demonstrated, the effective tax
rate in 1983 for both commercial structures and apartment buildings substantially
exceeds that of industrial equipment and public utility structures.

Note the historical trend of these effective tax rates. Consider that these tax rates
on investment declined during the early 1960's and then rose steadily as inflation
increased. It is only with the enactment of ACRS that tax rates on these assets now
approach the rates of 1965 when commercial and residential investment and the
economy were booming. Also note that while the effective tax rates on commercial
structures and apartment buildings have remained relatively hih over the 1953-
1980 period, those rates on other assets have declined substantiZly over the same,
period (primarily because the investment tax credit is available for equipment and
not for structures).

TABLE I.-ESTIMATED EFFECTIVE TAX RATES, CORPORATE SECTOR

IM"rib P Commerew 4 ~- m N
"A" sfrutsm m k"M

1953 ................................................................................ 0.58 0.53 0.50 0.43 0.55
1954 ................................................................................ 0.50 0.46 0.44 0.38 0.50
1961 ................................................................................ 0.50 0.46 0.44 0.38 0.50
1962 ................................................................................ 0.29 0.39 0.44 0.38 - 0.43
1965 ................................................................................ 0.09 0.33 0.40 0.33 0.36
1968 .............................................................................. 0.30 0.42 0.46 0.39 0.45
1970 ................................................................................ 0.49 0.45 0.50 0.39 0.52
1971 ................................................................................ 0.21 0.36 0.50 0.39 0.43
1974 ............................................................................... 0.25 0.38 0.50 0.39 0.44
1975 ................................................................................ 0.09 0.29 0.50 0.39 0.41
1980 ................................................................................ 0.16 0.31 0.50 0.39 0.43
1981 ............................................................................. . 0.0 0.27 0.39 0.33 0.38
(1985)' .............................. . . . . . . 0.07 0.25 0.39 0.33 0.36
(1986)' .......................................................................... - 0.26 0.18 0.39 0.33 0.33
1983 ................................................................................ 0.15 0.29 0.39 0.33 0.39

' fects of th 1981 prlmA ch w e scheduled IMt relled tp the 1982 Act.
Seurc Adpted fhm J. Gme,*, Effects ol he Accelated Cost System-by AsseK Conpessional Research Service, Econonmcs Division. Au4 31,

1981.

A further depreciation adjustment now, expanding the disincentive to real estate
investment demonstrated by Table 1, can be expected to delay, weaken, or possibly
abort the economic recovery now just beginning.

For example, consider Table 2. This table shows the dramatic affect of applying
full recapture of depreciation to rental residential buildings. Such a change would
clearly disrupt investment decisions on this important sector of the economy-a dra-
matic reversal in tax policy in less than two years.

TABLE 2.-IMPACT OF ALTERNATIVE RECAPTURE SCHEMES ON INTERNAL RATE OF RETURN ON
INVESTMENT IN TYPICAL NEW RENTAL RESIDENTIAL BUILDING

Recaptixsherat Meld fia offent lw In ternalr*ted
retun (Prrcri per Wer-hdi meWo

D rlbti ertt S was I0 aus l5Wan

SL .............. 15 years (current law) .... Secin 1250 .........................................................................................
Do .................................. 15y .. . . ......... Section 1245 ....................... 3.3 - 1.7 - 0.9

175 percent ............................ 15 ye (current law) .... Secon 1250 ........................................................................................... .
Do ................................. 15 years ........................... Section 1245 ...................... . - 3.4 - 1.7 - - 0.9

Ssuco Natiol Assodatlon 0t R.to.

The tax provisions regardiei" taxable gain on home sales and rehabilitation tax
credits provide equally compelling public policy justifications.
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Current law provides that capital gains taxes on home sales may be deferred so
long as the seller buys another home within 2 years costing at least as much as the
home sold. Additionally, the first $125,000 of capital gains on a home sold by a tax-
payer age 55 or older is excluded from taxation. The deferral or exclusion of capital
gains taxation on home sales is clearly justified because the gains generally reflect
simply a rise in housing prices due to inflation. An immediate tax on this gain
would greatly reduce the ability of a seller to replace the home sold and would
impose an undue hardship on those individuals selling their homes for personal, un-
controllable reasons; for instance, to relocate because of employment opportunities.

The age 55 exclusion is particularly wise public policy designed to ease the heavy
tax burden which could result to older Americans when they decide to sell a lifelong
residence to become renters or to move to a less costly residence. Without this provi-
sion, many older Americans would stay in housing which they no longer want or
need-thus reducing the available housing stock for others.

The National Association of Realtors ®, and presumably the millions of homeown-
ers who may someday be required to relocate, support continuation of the existing
provisions relating to the capital gains taxation on home sales.

These provisions help to assure a strong housing market and, as a consequence, a
healthy economy. Assuming continuation of current law, we expect about 2.7 mil-
lion existing units to change hands in 1983-38 percent above the 1982 level. Re-
sales should continue at a healthy pace during 1984 providing the foundation for
lasting economic recovery.

Tax credits for the rehabilitation of older buildings and historic structures were
enacted as part of Congress' strong desire to encourage renovation of existing prem-
ises rather than simly abandoning older buildings for new structures. These credits
are an important part of renovating and preserving this nation's cities and historic
structures. We know of manyrenovation projects, for instance in the cities of Nash-
ville, Tennessee or Newport News, Virginia, which simply could not have been done
without these tax credits. The National Association of Realtors* would hope that
these rehabilitation tax credits continue to be available; especially in light of the
Administration's interest in revitalizing cities through the use of "enterprise zones."

The National Association of Realtors® is additionally concerned with a home in-
vestment tax incentive provided to savings and loan associations. We are opposed to
the efforts of the savings and loan industry to reduce their investment in home
mortgage loans. Current law allows these institutions a 40 percent tax reduction if
82 percent of their assets are invested in home mortgage loans. There is an effort to
reduce this to 72 percent; similar to that required of mutual savings banks. We
would oppose such a reduction especially since the ties between savings and loan
associations and the housing industry have been relaxed to such a great extent al-
ready. With housing showing the way to economic recovery now is certainly not the
time to allow a reduction in the much needed reliable source of mortgage capital.

CONCLUSION

Housing investment and real estate development require long term certainty in
investment strategy. We urge Congress to continue the existing tax provisions bene-
fiting the real estate industry. Constant tax policy changes or adjustments create
uncertainty which will stiffle investment and very possibly upset the economic re-
covery now underway.

ATTACHMENT NO. 1.-GROSS NATIONAL PRODUCT GENERATED BY THE AVERAGE PRICED SINGLE-
FAMILY RESALE AND THE CONSTRUCTION AND SALE OF THE AVERAGE-PRICED NEW SINGLE-
FAMILY HOME: 1983

Resale New

Average selling price ........................................................................................................ ...................... $8 0,700 $87,100
Expenditure category:

Construction ........................................................................................................................................................... 53,05 1
Expenditures before resales ............................................................................................................ 807 ......................
Expenditures at tim e of sale ........................................................................................................... 7,663 4,705
Expenditures after the sale ............................................................................................................ 1,614 1,742
Lenders' investment of cost of funds ............................................................................................ 468 1,281

M mortgage insurers' income ...................................................................................................................... 11 39-

Subtotal .............................................................................. ................................................. 10,563 60,818
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ATTACHMENT NO. I.-GROSS NATIONAL PRODUCT GENERATED BY THE AVERAGE PRICED SINGLE-
FAMILY RESALE AND THE CONSTRUCTION AND SALE OF THE AVERAGE-PRICED NEW SINGLE-
FAMILY HOME: 1983-Continued

Resale New

M ultip er effects ...................................................................................................................................... 5,282 30,409

Total ...................................................................................................................................... 15,845 9 1,227

Source. National Associaton of Realtors'.

ATTACHMENT NO. 2.-OUTPUT AND EMPLOYMENT OF THE REAL ESTATE INDUSTRY: 1983
GNP (imbhons]

Direct Indirect FulT-tae jo'1 s

Single-family resales ............................................................ $28.7 $14.3 $43.0 850
Single-fam ily starts .............................................................. 64.0 32.0 96.0 1,920
Maintenance repairs and construction improvements ........... 55.0 27.5 82.5 1.650
M ultifam ily starts ................................................................. 23.6 11.8 35.4 710
Commercial development ...................................................... 38.0 19.0 57.0 1,140
Industrial developmeilt ......................................................... 13.5 6.8 20.3 405
Other private construction .................................................... 11.7 5.8 17.5 350

Total .................................................................................................................. 351 .7 7,0 25
(10.7 percent of (6.9 percent of

total GNP) total employment)

Source: Nitiol Association of Realtors.m

STATEMENT OF DAVID SMITH, VICE PRESIDENT AND SECRE-
TARY, NATIONAL ASSOCIATION OF HOME BUILDERS, WASH-
INGTON, D.C. --

Mr. SMiTH. Mr. Chairman and members of the committee:
My name is David Smith. I am the vice president and secretary

of the National Association of Home Builders. I am testifying on
behalf of more than 111,000 members of the NAHB.

The push for additional revenue, the focus of these hearings, is
generated from the pressure of high budget deficits. Budget deficits
have both a spending and a revenue component. The NAHB is dis-
appointed that Congress has not made significant progress in cur-
tailing entitlement programs. NAHB is concerned that future reve-
nue-raising efforts may prove to be counterproductive. In the short
term, such efforts could jeopardize the current economic recovery;
in the long term, changes could further increase the tax burden on
real estate investment compared to other types of investments,
thereby further heightening the current relative tax disadvantage
for real estate. Existing tax provisions directed toward housing are
necessary as an incentive for adequate production of housing. At a
minimum, exiting incentives should be retained, and there is
strong justification that they should be increased:

First, the NAHB estimates that a housing shortfall of 1.3 to 1.5
million units cumulatively for 1981 through 1983.

Second, a strong housing industry is an essential element in a
sustained economic recovery.
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Third, the popular view that housing-owner-occupied and
rental-is now and has been a favored tax investment causing a
misallocation of capital is seriously flawed.

I would urge the committee to study closely the written testimo-
ny dealing with the housing shortfall and its implication on hous-
ing for the overall economic recovery, looking more closely at the
question of tax fairness.

The NAHB urges the committee to retain current tax incentives
for housing. As part of your statement for further study, there is a
booklet "Is Housing Using Too Much Capital?" which refutes the
popular perception that housing is taking too much capital.

For owner-occupied- housing, the mortgage interest deduction has
a high level of popular appeal. This incentive, coupled with the de-
duction for real estate taxes, the deferral on capital gains for the
sale of a home, and the one-time exclusion for capital gains for
those over 55 has made home ownership possible for millions of
Americans, but the incentive for home ownership far exceeds tax
considerations. From a tax point of view, changes in the tax law
have diminished the attractiveness of home ownership relative to
other types of investments. These changes include marginal rate
reductions and the liberalized rules for Individual Retirement Ac-
counts. The NAHB supported increased savings incentives and
views these changes as healthy; but the NAHB also believes that
additional savings incentives for housing, particularly an Individu-
al Housing Account as provided for in Senate bill 1435, are needed.

Regarding rental housing, it is important that the Committee not
change the current tax rules. These rules provide an efficient
mechanism for bringing capital into the rental housing. This is the
case even though, relative to other types of assets, the ACRS
change in 1981 placed a relatively high tax burden on tax struc-
tures which do not have the advantage of the investment tax
credit.

The committee should be aware that prior to 1981 component de-
reciation provided a significant tax writeoff. The changes in 1981

or new property were not the bonanza that many believe; in fact,
the NAB study as shown in appendix 4 indicates that component
depreciation provided a better return than ACRS. NAHB would
therefore urge the committee to retain the present recovery allow-
ance for structures. A change in depreciation allowances would
only drive capital away from real estate, which is a much more
risky investment than other types of investments. -

In conclusion, the NAHB would urge the committee to proceed
slowly and carefully as it considers drastic changes in the current
tax law.

We appreciate the opportunity to present our views concerning
the tax issue.

Senator DANFORTH. Thank you, sir.
[The prepared statement follows:]

PREPARED STATEMENT OF THE NATIONAL ASSOCIATION OF HOME BuIwR

Mr. Chairman and Members of the Committee, my name is David Smith and I am
Vice President and Secretary of the National Association of Home Builders (NAHB).
I am testifying on behalf of the more than 111,000 members of NAHB. NAHB is a
trade association of the nation's homebuilding industry.

24-86 0-83--10
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NAHB appreciates the opportunity to present its views, along with other mem-
bers of the real estate industry, on the broadening of the tax base.

While the focus of these hearings is on revenues, the push for additional sources
for revenue is generated from the pressure of high budget deficits. Budget deficits
have both a spending and a revenue component. With taxes increased in 1982, and
the likelihood of further increases looming on the horizon, the Congress should also
consider the effect of hig levels of spending on the deficit. Specifically, NAHB has
supported spending cuts in the growth of defense spending and entitlements. NAHB
is disappointed that Congress has not made significant progress in curtailing entitle-
ment programs. This must be addressed to provide a foundation for a sustained eco-
nomic recovery.

Although NAHB has supported efforts to raise revenues through increasing the
tax base, particularly the Tax Equity and Fiscal Responsibility Act of 1982, NAHB
is concerned that future revenue raising efforts may prove to be counterproductive
and misguided. In the short term, such efforts may create uncertainty among con-
sumers and investors, thereby jeopardizing the current economic recovery. In the
long term, changes could further increase the tax burden on real estate investment
compared to other types-of investments, thereby further heightening the current
relative tax disadvantage for real estate.

Specifically, existing tax provisions directed towards housin-both owner occu-
ied and investment rental housing-are necessary as an incentive for production of

housing. At a minimum, existing incentives should be retained, and there is strong
justification that they be increased.

The importance of retaining existing tax incentive can be viewed from several
perspectives.

First, NAHB estimates a housing shortfall of 1.3 to 1.5 million units cumulatively
for the first three years of the 1980s (1981-83). The shortfall is a result of the under-
production of new housing units during the past several depression years of the
housing industry. Housing production has been inadequate to meet our demographic
needs. Tax increases falling directly on housing would only decrease the supply of
available housing units and reduce opportunities for Americans for livable andaf-
fordable housing.

Second, housing is a crucial component of the overall health of the general econo-
my. Housing is in the forefront of leading the current economic recovery. A strong
housing industry -is an essential ingredient in a sustained economic recovery. The
possibilities of tax increases-on homeowners through changes in the mortgage in-
terest deduction or other provisions affecting homeowners or on investors through
changes in the tax rules governing real estate investment such as ACRS, "at-risk",
the rehabilitation tax credit, and depreciation recapture-create considerable con-
sumer and investment uncertainty. This translates into buyer reluctance to pur-
chase a home or investor reluctance to commit to investment in relatively risky real
estate developments. Therefore, uncertainty about future tax provisions, which arise
from the seemingly continuous interest in Washington in changing the tax rules,
has a detrimental effect upon the housing industry which translates into less
growth in the economy.

Third, the popular view that housing--owner-occupied and rental-is now and has
been a tax favored investment, causing a misallocation of capital, is seriously
flawed. In reality, tax incentives directed towards housing have gradually been re-
duced relative to incentives for other types of investments. High inflation, along
with the lag in long-term interest rates, created a period when housing-particular-
ly owner-occupied housing-was a favored investment. But, tax considerations were
only one among several reasons which encouraged investment in housing. The high
tax burden on housing oriented investments, compared to other assets, means that
tax increases directed towards housing would push investment away from housing,
when for strong policy reasons, such investment is needed.

I. HOUSING SHORTFALL

An important consideration when looking at tax incentives affecting housing is
the present state of the housing industry, its future prospects, and projected future
housing needs. The immediate situation points towards a continuing housing recov-
ery, despite recent interest rate increases. However, the housing recovery is fragile
and could turn downward.

Some important indicators are:
(1) The seasonal rate for building permits increased 71 percent to 1,622,000 in

May, 1983 from the May, 1982 rate of 951,000. It was up 6 percent from the April,
1983 rate of 1,536,000.
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(2) The May, 1983 seasonally adjusted starts rate for single-family and multi-
family was 1,791,000, up 74.2 percent from one year ago and up 19.1 percent from
the April, 1983 rate of 1,504,000. Actual starts for the first 5 months of 1983 were
635,200, up 75.2 percent froti the same period one year ago (362,000) but down 18.2
percent from the last peak period for housing in 1978 (776,700). The NAHB Econom-
ics Department estimates housing starts at 1,558,000.

(3 New home sales for the first 4 months of 1983 (199,000) are up 60 percent from
the same period one year ago (125,000). The April, 1983, rate of 573,000 was 68 per-
cent above the rate one year ago.

(4) New unsold inventory is generally declining with Pa slight increase from March
to April. In April, 1983, inventory stood at 270,000 c% .7 months of inventory at
current sales rates.

(5) Construction unemployment still at 20.4 percent in May 1983, representing
over 1.1 million people out of work. This, however, has droppedfrom a peak of 22.3
percent in October, 1982.

The immediate implications of this data is that the prospects for a continued eco-
nomic recoveryin housing are good. However, the question emerges-With interest
rates going back up, can the recovery be sustained? Presently, there is no clear
answer. If the recovery does not continue, a long-term shortfall in available housing
would be one result of the downturn.

A look at past economic cycles provides a broader view of past housing trends and
anticipated needs. The 1982-83 housing depression was extremely severe. The hous-
ing industry operated at its lowest level of production since 1946.

Starts in 1982 ended up at 1.07 million, about 46 percent below the peak of the
previous cycle in 1978. New home sales were at their lowest level since the Census
Bureau began its survey in 1963. Construction unemployment averaged 20 percent,
the highest level since the Bureau of Labor Statistics began its monthly unemploy-
ment survey in the late 1940's. The housing industry (with the exception of some
builders in Texas and other isolated areas) is very happy that 1982 has ended.

The cyclical nature of housing production coupled with the deeper housing reces-
sions indicate a mounting shortage in available housing units, especially rental
units for lower households.

Future demographic trends demonstrate the magnitude of the anticipated housing
shortfall, which the recent severe depression has exacerbated. The Joint Center for
Urban Studies at Harvard and MIT has projected household formations in the 1980s
to be between 1.3 and 1.5 million annually.

The shortfall will be especially acute in the area of rental housing. It should be
noted that the housing start numbers include both single and multi-family housing
starts. Therefore, depression years with low housing starts affect not only single-
family homes for sale but available rental housing. In the future, new rental con-
struction is not anticipated to keep pace with the elimination of existing housing
stock due to age and decay and the increased demand for rental housing. NAHB
estimates that multifamily housing construction will average approximately 500,000
new starts over the next 10 years. The annual shortfall between supply anddemand
for rental units during recent years has been estimated at 75,000-100,000 units an-
nually. These trends occur at a time when government-assisted housing construction
has been virtually eliminated.

The anticipated housing shortage does not necessarily mean a return to the
robust housing market of the late 1970's. Despite the reality of increased demand,
builders are more cautious than in the past. The prospects of the return of higher
interest rates has made new homebuilding a much more risky venture than in the
past. Interest rates will not return to the levels which existed in the 1970's. This
will moderate the demand for owner-occupied residences and increase pressures on
rental housing.

From a policy perspective, this future scenario creates continuing pressure to
retain existing tax incentives directed towards housing-and to add to targeted incen-
tives directed towards savings, such as an Individual Housing Account. Therefore, if
we are to provide even the minimum level of housing needed, existing tax incentives
should not be reduced. If the incentives are adversely affected, the projected short-
fall would only increase.

1i. HOUSING AND THE ECONOMIC RECOVERY

A second important consideration when examining tax incentives directed towards
housing is the central role which housing plays in the overall health of the econo-
my. Although it is difficult to trace precisely throughout the economy the effect of
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each new housing start, it is fair to say that following each of the Nation's post-war
recessions, housing has led the way to recovery.

There is an enormous ripple effect associated with housing. A housing upturn has
created jobs, improved consumer and investor confidence, and stimulated activity
throughout the economy. NAHB estimates that each 100,000 new single-family
homes provide 176,000 worker-years of employment to construct. When taking into
account the financial, legal and other services involved in selling the units as well
as the spinoff purchases of goods and services generated by the home sales, an esti-
mated 280,000 additional worker-years of labor are created throughout the economy.

'The current recovery has relied to a large extent upon housing as the engine for
recovery. Changes in the tax law affecting housing are bound to have implications
as far as a sustained economic recovery is concerned.

What is needed is certainty. Constant changes in the tax law and in regulations
make business and consumer planning difficult. Uncertainty increases investor and
consumer costs.

An example of the effect of uncertainty in the marketplace is the discussion sur-
rounding the mortgage interest deduction. Late in 1982 and early 1983, Treasury
Secretary Donald Regan made certain statements -about eliminating the mortgage
interest deduction for second homes. Recently, the Democratic Study Group has
looked at proposals to cap the mortgage interest deduction at $10,000. The effect of
such statements, even though they may have only a remote possibility of enactment,
is to create uncertainty in the consuming public about the future. This translates
into hesitancy on the part of homebuilders to commit new funds for new develop-
ment and hesitancy on the part of consumers to commit to a major investment deci-
sion-the purchase of a home.

Although difficult to measure, the need for tax certainty, in both business and
individual planning, is something this Committee should consider carefully when it
initiates hearings and legislation affecting many taxpayers. Obviously, budget defi-
cits must be dealt with and are a pressing national problem. But NAHB urges this
Committee to move slowly and cautiously in its consideration of revenue raising
proposals, keeping in mind the potential effect of changes during this crucial stage
of the economic recovery.

111. TAX FAIRNESS

A popular misconception has developed that housing, both owner-occupied and
rental housing investment, has absorbed too much of our nation's capital. A popular
belief is that tax incentives for housing have been a major cause of this so-called"misdirection" of capital. The shortfall in housing supply as compared to new
family formations and future estimated demand for housing should alone act as a
refutation of this argument. NAHB has produced a detailed response which address-
es this issue and is attached to my statement.

This view needs to be looked at more closely in the context of tax incentives for
housing as compared to tax incentives for other forms of investments. In actuality,
housing-single-family and rental-may be at a tax disadvantage relative to other
types of investments. There is a disparity between the taxation of housing in rela-
tion to other investments, with a higher tax burden on housing. Future tax in-
creases directed towards housing would only heighten the disparity and push
needed investments elsewhere.

Before examining this view in greater detail, a note of caution should be sounded
about the tax expenditure concept. It is based upon the view, as stated in the tax
expenditure analysis by the Joint Committee on Taxation for 1983, that "Tax Ex.
penditures... are analogous to ... direct expenditures ... which are available as
entitlements to individuals and corporations who meet the criteria established for
the programs." (Page 2) The idea that foregone tax revenues are analogous to direct
spending may be useful as an analytical concept. However, what is and what is not
a tax expenditure is often an arbitrary decision. It depends upon an initial judge-
ment as to what is needed to produce the ideal tax law. What is and is not a tax
expenditure will, therefore, depend upon the initial construct of a "model" tax code.

A concrete example of the arbitrariness of labeling various code provisions as a
"tax expenditure" is the differing treatment which accelerated cost recovery (ACRS)
is given in the Joint Committee analysis of tax expenditues and in the Administra-
tion's tax expenditure analysis. (Special analysis G of the Budget). The Administra.
tion excludes depreciation for structures from its tax expenditures analysis. The
Joint Committee includes depreciation in excess of straight line in its analysis.

Therefore, as the Committee looks at various methods of broadening the tax base,
care should be taken to realize that in actuality what the Committee is going is rais-
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ing taxes on various groups of taxpayers. In so doing, it is changing a whole series
of relationships among various types of investments. The effect of such changes on
the general economy must be carefully considered.

Looking first at owner-occupied housing, there are several important tax Incen-
tives which have been listed. These include the mortgage interest deduction, the de-
duction of real estate taxes, the deferral of capital gains on the sale of a home, and
the one-time exclusion for capital gains up to $125,000 on the sale of a personal resi-
dence for those over 55. Of these incentives, the mortgage interest deduction is the
most popular and involves the largest revenue loss.

The mortgage interest deduction, coupled with the deduction of property tax,
probably has a higher level of appeal to middle-class Americans than any other tax
deduction. It makes the ownership of a home affordable for many Americans. Take,
for example, a married couple with two children filing a joint return. Using the tax
rates effective July 1, 1983, and assuming a family income of $35,000 per year, the
mortgage interest deduction helps this family qualify for a $70,000 house. Without
the moqrtage interest deduction, the same family could qualify for only a $63,000
home. With the average price of a new home in the $70,000 range, the mortgage
interest deduction becomes an important element in permitting ownership of a
home. The details of the example are provided in Appendix II. While the mortgage
interest deduction makes housing affordable, the view that it overly subsidizes hous-
ing at the expense of other investments, needs to be reviewed more closely.

Double digit inflation, high marginal tax rates, and fixed rate mortgages at a
level below the inflation rate produced a combination of factors which made housing
a favored investment in the 1970s. High marginal tax rates, which placed many
middle-income taxpayers in high tax brackets, made the mortgage interest deduc-
tion extremely valuable for most middle-income families. In these circumstances,
housing, with a high loan-to-value ratio, became a popular investment.

But the economic circumstances which made owner-occupied hou-ing attractive
from an investment point of view have reversed. Inflation-induced increases in hous-
inigprices have moderated substantially.

In March, 1983, the median price of new homes sold was $73,500, up $6,300 from
the median price of $67,200 a year earlier. The median price of new homes sold in
1982 was $69,300-only a .6 percent increase over 1981, when the median price aver-
aged $68,900. Actual housing costs, however, were even lower than those registered
by new home prices, because many builders bought down mortgages and used other
methods of creative financing to sell off inventories. Prices over the past two years
have been relatively flat when compared with prices during the inflationary 1970s.

From a tax point of view, marginal rate reductions have decreased the value of
the mortgage interest deduction, as well as other itemized deductions, as more and
more taxpayers are dropped into lower marginal tax brackets. Increases in the
standard deduction also have eroded the tax advantages associated with the mort-
gage interest deduction and housing investment.

Finally, incentives for alternative investments, particularly individual retirement
accounts and other forms of savings have helped to reorder priorities towards say-ings.This shift is a direct result of tax changes which were put in place in 1981. As the

Economic Report of the President for 1982 noted: The sizable reduction in tax rates
on capital income mean that real after tax returns on household savings will be sub-
stantially higher than they have been in the recent past. As a result, the implicit
price of consumer durables has risen and a long run shift in demand away from
housing, automobilies, and other consumer durables may result. (Pae 126)

The movement in tax incentives away from housing is confirmed in a study dated
October 25, 1982, by the Congressional Research Service. The study, Tax Subsidies
to Housing, 195S-83 indicates that tax subsidies for housing, both owner-occupied
and rental investment housing, have declined over time as compared to tax subsi-
dies for other types of assets. The study notes "the spread between the return on
business assets and the return on owner-occupied housing has diminished and in
some cases disappeared. One can no longer argue unambiguously that owner-occu-
pied housing receives a tax subsidy relative to business capital." (Page 22)

NAHB views the direction of tax changes towards more savings and investment
as a healthy and necessary change. The point is not that the changes should have
been made, but only that the changes reduce the tax incentive associated with a
home purchase compared to other types of investments.

The social and political stability which homeownership promotes make it a top
national priority. An important proposal which would assist in the purchase of a
home is the establishment of an Individual Housing Account as provided in S. 1435.
Enactment of S. 1435 is a major NAHB legislative priority. Senators Wallop, Dole,
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Boren, Pryor, Symms, Grassley, Durenberger, Heinz, Danforth and other have intro-
duced S. 1435. It accomplishes the objectives of greater savings while increasing op-
portunities for the purchase of a home.

Regarding rental housing, tax incentives, including ACRS depreciation, "at-risk"
provisions, and recapture rules for rental housing are a major means of providing
for investment in rental housing projects. Changes in the current tax rules would
severely disadvantage investment in rental housing as opposed to other types of in-
vestment alternatives. The history of recent tax legislation affecting residential
structures has been a progressive diminution of the tax benefits associated with this
type of investment. The requirement that construction period interest and taxes
(IRC Section 189) be capitalized was introduced in 1976. No other industry other
than real estate construction is required to capitalize interest. Residential real
estate also does not have the advantage of the investment tax credit, except for the
rehabilitation of historic structures. In addition, the alternative minimum tax often
affects capital gains associated with real estate investments more than it affects in-
vestments in other types of assets, particularly corporate equities or bonds.

The ACRS recovery allowance for structures, adopted in 1981, should not be re-
vised to reduce current depreciation allowances.

From an investment point of view, rental housing has often not been attractive.
Intensive management is necessary to both maintain rental housing and to assure a
steady income stream. Cost of maintenance of rental property have increased con-
siderably in recent years. In addition, income generated from rental property is
lower than for other types of property.

Residential rentals do not generally carry CPI inflation increases, and the income
of residents can only support a certain level of rent. Therefore, market rents gener-
ally do not create an income stream which is competitive with other types of invest-
menta. In addition, rent control in many jurisdictions has kept rents at below
market levels.

As a result, residential housing needs to retain current depreciation allowances to
be competitive with other types of investments. A reduction in present depreciation
allowances would only drive capital away from residential housing at a tune when
more, not less, capital is needed.

NAHB supported the 1981 ACRS depreciation changes because of their certainty
and simplicity. It is, however, a misconception to believe that the changes, in terms
of new residential construction, significantly increased depreciation write-offs. In
fact, component depreciation plus the ability to use 200 percent declining balance
often created a more advantageous depreciaton situation for new housing than the
situation after ACRS. The table in Appendix IV analyzes component depreciation
and ACRS. The table in Appendix IV analyzes component depreciation and ACRS.
As the table demonstrates, component depreciation provided larger total write-offs
over six years than are allowed under ACRS. The tax savings as well as interest on
the tax savings amounted to a substantial sum.

Possible changes in the current tax rules associated with depreciation allowances
for structures would bring uncertainty into the market place again, thereby dimin-
ishing the potential for future economic growth in this important sector of the econ-

The ACRS changes benefitted other types of assets, particularly equipment, much
more than real estate. The effective tax on structures, was relatively unchanged
both before and after 1981. This result is confirmed in several places. First, the eco-
nomic report of the president, 1982, comments: ... ACRS does not treat all types
of business investments equally. Although favorable to all new investment, AC is
relatively more favorable to investment in equipment. As a consequence, industries
for which short-lived equipment represent a large fraction of their total capital will
face lower effective -tax rates than industries with a low equipment-intensive capital
structure. (Page 124)

The relative bias of current tax rules toward equipment as op to apartment
buildings is underscored in a Library of Congress study in 1981 entitled Effects of
the Accelerated Cost Recovery .S'stem by Asset Type. The study notes: ... there may
well be a shift in the composition of capital towards business equipment and away
from structures particularly away from residential structures. The relative (and per-
haps absolute) size of the housing stock could fall, not only because of the effects on
rental housing but also because high interest rates will make owner-occupied hous-
ing less attractive and because there are no offsetting tax benefits.

Therefore, as the Committee looks at base broadening approaches, the relatively
heavy tax burden on rental housing should be considered. Rather than increasing
the tax burden by changing ACRS, the Committee should look at other revenues for
broadening the tax base.
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Another aspect of the ACRS that has generated criticism is that used property is
treated the same as new property; both are equally eligible for the 15-year ACRS
write-off. However, the ACRS is available for used property only if the persons ac-
quiring the property did not own it prior to 1981, the year the ACRS rules became
effective. Thus, while sales of existing residential property are possible, these in-
volve a new set of purchasers and free up the capital of the former owners that has
been locked up in such property. This freeing up of capital is a positive rather than
negaive resuIt since the capital can be channeled into new investment. Moreover,
the treasury benefits from the capital gains tax that must be paid as a result of the
resyndication.

ncern has also been expressed that the ACRS may be used for property re-
ceived in a tax-deferred exchange qualifying under IRC § 1031. This situation, how-
ever, is covered by the comprehensive rules against "churning" provided in IRC
I 168(eX4). These rules deny ACRS depreciation for property received in exchange
,or pre-1981 property in a tax-deferred exchange unless additional debt or cash is

made part of the transaction. Even then, ACRS is available only to the extent of the
new debt or cash.

Finally, in looking at broadening of the tax- base, the idea of the flat rate tax or
variations such as the Bradley/Gephardt proposal come to mind. NAHB urges that
the implications of such a flat rate tax or other comprehensive changes be carefully
considered. NAHB is now conducting a thorough study of the flat rate tax for pres-
entation to its members at its next annual convention in January, 1984.

IV. SUMMARY

NAHB would urge this Committee to proceed slowly and carefully as it considers
drastic changes in the current tax law. In seeking to work towards a balanced
budget, the Congress should look at spending restraint as the first approach for
achieving a balanced budget.

With the budget resolution mandating substantial tax increases, as this Commit-
tee looks at tax expenditures and at future tax legislation, it should keep in mind
the implications of various tax proposals upon housing-both owner-occupied hous-
ing and rental units.

The recent housing depression has created a shortfall in available housing units,
especially rental units for low and moderate income families. Changes in the tax
code, which would increase the tax burden on housing, would inevitably heighten
the housing shortfall.

The crucial role of housing as the engine of the present economic recovery also
needs to be considered. Uncertainty about the future, particularly the tax future,
has a dampening effect upon investment decisions. Discussion of dramatic changes
in the tax law affecting housing would lead to a slower recovery.

Finally, it is a misconception to view housing as being favored under the tax code.
The tax benefits for owner-occupied housing have- diminished through changes in
the economic environment and as tax incentives for other types of investment have
increased. With regard to business assets, structures have a heavier tax burden
than other types of assets. Changes in the depreciation life for structures would only
increase this tax burden and drive investment away from needed rental housing.

We appreciate the opportunity to present our views concerning important tax
issues. I would be pleased to answer any questions you may have.

APPENDIX I

BACKGROUND: CURRENT HOUSING PRODUCTION AND PAST CYCLES
A comparison with past housing cycles shows that the current downturn was

much more severe than past recessions. The latest housing recession was the longest
running and the most devastating of the seven the industry has suffered since
World War II. Total housing starts for 1981 were 1,100,300-the lowest annual pro-
duction since 1946. Starts in 1982 finished slightly below the 1981 level.

1983 is forecast as a recovery year. The housing recovery will be strongest in the
Sunbelt and less convincing in other areas of the Northeast and Midwest, whose
main-line industries have been especially hard hit by the recession.

The recovery will be significantly slower than those that preceded it because: 1) it
will take time for suppliers of building materials to shift back to higher levels of
production; 2) the general economy will not gain as quickly as housing, most likely
leaving unemployment above 10 percent unitl mid-year; and 3) mortgage interest
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rates, while significantly lower than they were during the recession, will, because of
structural changes in the savings industry, remain relatively high by historical
standards.

SEVEN HOUSING CYCLES SINCE WORLD WAR 11

No. of Mo., t dof NwsbtSrtsh (ki fn ) PaNd
beww~l o LO ier M

August 1950-Jul 1951 .................................................. 11 1,889 1,154 735 -38.9
December 1954-March 1957 .......................................... 27 1,703 1,068 635 -37.3
December 1958-December 1960 ..................................... 24 1,604 1,041 563 -35.1
December 1965-ctober 1966 ........................................ 10 1,656 843 813 -49.1
January 1969-Janoary 1970. ........................................ 12 1,769 1,108 661 -37.4
January 1973-February 1975 .......................................... 25 2,481 904 1,577 -63.6
November 1978-October 1981 ........................................ 36 2,107 854 1,253 -59.5

On a ten-year basis, between 1971 and 1981, total private and public housing
starts ranged from a high of almost 2.4 million units in 1972 to a low of just over 1.1
million units in 1981. A new annual low for the period was set in 1982-1.07 million
units.

Yw Prc Yea Pr

1971 ...................................................................... 2,084,500 1977 ...................................................................... 2,001,700
1972 ....................... 2,378,500 1978 ...................................................................... 2,036,100
1973 ...................................................................... 2,057,500 1979 ...................... .............................................. 1,760,000
1974 ....................................................... 1........ 1,352,500 1980 ...................................................................... 1,312,600
1975 ...................................................................... 1,171,300 1981 ...................................................................... 1, 100,300
1976 ...................................................................... 1,547,600 1982 ...................................................................... 1,072,000



149

APPENDIX I Con't

HOUSMN TRENDS
MOSlALLOY ADJLUS? AMU RIATIS

I I
HCOUSG STARTS

£L LLJ• JJ"
It I 1 I

I 1 i I II l- l I I I I
Iwo 1991 1i 103 1Ifl IwO 1"i 111t 11" 3

Is

24

2.2

20

Io

14
it

10

Os

OG

-OLM i on O.A, U I UDeom of c .ft MAN

ILa'

14
I I ZIZIZ[Z

IAO
1.1

1.0

*A
0.I

.4 i I l I . .. . . .. . . .



150

APPENDIX II

MORTGAGE INTEREST DEDUCTION AND HOUSINo AFFORDABILITY

Assume: Married couple filing joint return. $3,400 in deductions other than mort-
gage interest. Adjusted gross family income of $35,000 per year. Tax rates effective
July 1, 1983. -

Mortgage interest deduction:
Term (years) ...................................................................................................... 30
Interest rate (percent) ..................................................................................... 12

P rice ................................................................................................................... $70,000
D ow npaym ent ................................................................................................... $7,000
Mortgage amount ........................................................................................... $63,000
Principal and interest per month ................................................................. $648
Principal and interest per year ..................................................................... $7,776
Interest per m onth .......................................................................................... $629
Interest per year .............................................................................................. $7,548
Income-Tax savings ...................................................................................... $1,922
Effective annual principal and interest payment ..................................... $5,854
Effective monthly principal and interest payment ................................... $488

Effective interest t'ate (percent) .................................................................... 8.58

Real estate tax deduction:
Property taxes per year .................................................................................. $1,260
Income tax savings .......................................................................................... $277
Effective property tax per year ..................................................................... $983

Total tax savings from interest and property taxes per year ......... $2,199
If one assumes principal, interest and property taxes, both deductions equal 30

percent of adjusted gross income, an income of $30,120 would be needed to qualify in
the example above. Lenders calculate the interest and property tax savings into
their 30 percent criterion. Hence, a family is paying only 22.7 percent of their
income for principal, interest and property taxes. If there were no deduction and
lenders used a 22.7 percent criterion, the family could afford a house costing only
$53,000.

APPENDIX III

Nzw HOME PRICEs: 1972 TO 1982

From 1972 to 1982, prices rose about 151 percent, from $27,600 to $69,300.

Year Price Year price

1972 .................................................................... 21,600 1918 ...................................................................... 55 1 00
1973 ...................................................................... 32,500 1979 ...................................................................... 62,900
1974 ...................................................................... 35,900 1980 ..................................................................... 64,500
1975 ...................................................................... 39,300 1981 ..................................................................... . 68,900
1976 ..................................................................... . 44 200 1982 ...................................................................... 69,300
1971 ...................................................................... 48,800

APPENDIX IV

COMPONENT DEPRECIATION Vu sus ACRS: NEw CONSTRUCTION

The following assumptions are made in the example:
(1) The owner is in a 50 percent tax bracket.
(2) The owner changes to straight line depreciation.
(3) The building was completed and placed in service on January 1, 1983.
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(4) Interest computations on tax saviigs are computed at 20 percent (IRS rate for
1982) for the first tax year's savings; 16 percent (ERS rate for 1983) for second year's
tax savings; and 12 percent for the remaining years.

(5) Two hundred percent declining balance method is used on component depreci-
ation. . .

(6) The life of the different components are taken from real estate developmentcompanies.
The analysis shows substantial benefits under component depreciation prior to

1981 as compared to ACRS. Under component depreciation, at the end of six years,
there would be a tax savings of $54,55. The interest that could have been earned on
this tax savings over the six year period would be $80,690. Therefore, efforts to
reduce current depreciation allowances for structures would continue the inequita-
ble treatment of structures, as compared with .other assets, which was created in
1981.
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Housing Issues and Answers

~Jr g /

NationaJL1,stion.fHome Builders

Dehid ahe scenes of l

-- m. devastating housing
reccsion since World 'uar

II. many of the nation's mas prom.
assent analysts at the Anmerican
houaig industry and the economy
have been engaged in a sharp de-
bate over housing's capital nerd,.

nome have argued that we have
spent too much money On housing

bThey believe that government tax
U break Oft motgag interest and

low-ast home nancing have encouraged American%
to overinvest in housing at the expense of invest.
ment in plant and equipment. Pointing to some
households that made big profit on rising home valoe
during the inflation.prone t970s. they helheve he etim
has conie to get tough with the American homchuver

Our view is that by focusing on penpheral isues such
as Vacation honme And second Mothgages. thes Critic%
have negleted the crucial housing issues confronting
the nation in the 1980.. lhey have virtually ignored the
problem of how to provide affordable shelter for record
numbers of Americans who will move into the housing
market during this decade. They have trossly misinter.
preted what motivates families to buy homes. They have
proposed curtailing capital Investment in the housing
sector during a period when hosing investment hat
been at its lowest level since the 19401, And they have
downplayed the adverse impact of growing federal defi-
cits on the recapitalization of the nations& businest.is
and industries

The argument that the overconsumption of housing is
responsible for our economic ills is one that cannot he
substantiated, because te facts prove otherwise. we
hope this report will help bring to an end the "open
season" On housing that has obscured the compelling
need for housing production in this decade, and at the
same time, lead to a responsible debate on what needs
to he done to develop a strong and elective housing
policy for the 19Ms. - -

Ilarry Pryde
President. NAIlIS



Historical
Perspective

Thc housing
boom of the

19705 did not result from a sto-
alnablc growth in demand for liv.
ing spae Instead it was the conse.
quence of market disortions
created by misguided gavernmertt
poliies.--

,Ii .i.

driving fOc In the housing m
ke. A record 17.9 million hon
were built in the 1970s. Thest
were homes the nation needed
meet demand as record muailm
Americans reached the prime
homcbying age- No other fa
can adequately explain these g
housing years--no "speculav
xor overproduction. lof direc
indirect government help.

ince the ead of World War nIand shau~ 1962. the
United Stae buils 56 mil-

lion new hom1s0 , a average 1.5
million units annually. In the short
rin, the housing industry may have
over- or under-built, depIendlniv
the overall economy. tshe employ-
ment situation and the level of
interest rams. Do in the long run.
postwar housing production has
responded to demand and clung.
ing demographic chanictdstics of

the population.
Ther Is no evidence to sp

the claim that too much boust
has been produced in Ameria
Ing the past four decades. In fi
since World War II the United
States hia built fewer homing
per thousand population than
other Induturialized nations. T
was true even during a peak p
of U.S. production in 1977-19
when 7.1 million housing uni
were started. Even then, the U

built fewer units per 1.000 of
population than Norway. Canada.
Hungry, Czechoslovakia and
France.

In terms of total housing mock.
the U.S. also ranks well below many
European nations, According to a

rcent U N study. Sweden,
France. Switzerland, Denmark.
West GermanyandAustra have
more housing units per 1.000 pop.
ulation than the United States.

Since the 1940s, demand has not
only increased housing production
levels. it has changed considerably
the way holms are boilt In 1940,
the average door area of a new
home was 1,177 square fee., drop.
ping to 983 square feet in I 930,

il- luuin 0 ilrooa/inmgoa
OFWALPI000C1I E 

ar- HOUM UNISy

toaVs of 0 boom-3

101,0 I o b

9 or -30

Pon 0 0

dur- 1"M Wof a ,ftC_ C_ .

Incrtoig to 1.230 squa fet 0
units 19S6; and reaching 1.655 square

feet in 1978. in recent years theislj size has begun to decline again,
criod miasinn rtspoe to rising osts

0, but also as result of the declining
is size of households.
.S, "Te decade of the 19709 saw

SAM RAM 1.000 POIPLAYIO

a.Oc-, nalt)

keg-omc trigered by the hih
level of" Infltion, which was pn-i
manly due to risig at prices-, oth-
ers Caused by risng demand for

housing as a reslt of the postwar
baby boom. The fim wave of post
war births came from 1.471950,

A seondI wave in the mid-1950s,
speaking between 195 7 and 1962.
averaged per year 000,000 births
higher thin in the Arm,, wave

Ad enormous growth i housing

production dunng te i 9,70s, con.
tinuing into the I19110b, As the post.

wrbaby boom generation movesthrough the imthg mring the
demand for new homes will remainkhth. Byme tawre b9ys, however
and thrdughori thn Oxt two de.
ecadb demand wil gradually 4-
mush in srespt to the powr
phrants of twe 19(h7 and 1970r.



Housing Demand-
A Closer View

* The tremen-'dou acceleration

of household formation in the
United Srmieduring the 1970a ,t.
suited in par from the avaltability
of housing at low Cost (in real
teems); It was not a purely dcmo.
graphic factor to which housing
markets had to' accommodate
themselves."

- Undeniably, the
demand for hous-

Ing cannot be explained entirely
by demographic forces. But most of
it can, especially in the 1970s and
19"0s. Economic coodItiors a
influence the perioial decisions of
the young to break anwy from par-
ents and form separate households.
But dcmaad for housing depends
mostly on changes in the number
of households. And those changes
arc heard on shifts in the popuLa-
tion and new lifeutylea.

apople who charge that
America invested too

- heavily in housing during
ihCe t97os tend to overlook the sa-
iitnt' uniuually high household
iormumtn rate during that period.
"I'1ie number of Amtericans reaching
il- age of 25-39, the prime group
roe homcbuying. incrtas 41.6
percent in the 19706 from the Pie.
Vtuous decade This "rop will in.

crease by an additional 13 percent
during the 1960,. and will con.
tinue to support hgh levels, of
housing sarts throughout the de-
cade

As proo thot the nation has re-
cently overbuilt its housing stock,
some economists have cited stati-
tics showing that the household
formation ratw exceeded the popu-
lation growth rate in the 1970s.

AG OUP, 25-39l YA9
M .*Of 6w

o!q sl

262

1913 AD W W 1 it WS W J~

The argument is erroneous because
ther is a gap of roughly 20 years
between the time people are bum
and the tune they begin forming
households. The cate oi popula-
tion growth and household growth
an show a wide statistical varna.
tion at any given time. It is posul.
ble to have a zero or minus popula-
tion growth and yet experience an
increase in the rate of household
formations.

ocmographic trcnds clearly demi
onstrate that the level of housing
production attained during the
197Qs would have been imposuble
without strong underlying demand
from consumers who were ready to
form new household. This de.
mand was fueled by young persons
reaching adulthood and choosing
to establish separate households
rather than remaining with their
parents. It is that simple

The increase in housing pruduc.
tion during the 1970s corresponded
with a rising demand for housing
from demographic factors. The
number of persons in the prime
homebuylng 25.39 age group in.
creased by 15.2 million in the

1970S. compared to only 1-2 mil.
lion in the 1960s. The composition
of households changed dnma,.
ally as well.

Traditional hustond-and-wlfe
families accounted f(o only 4.2
million household formations ut
the 1970s. compared to 115 mil.
lion non-traditional households
formed during that iome. House.
holds headed by divorced or sip.
rated women increased by 3,4 mil.
lion during the 1970s Almost 4
million single pcrot living alone
were added to the houting market
during the decade,

y comparason. replacement
demand in the I g"ob
played a les important role

tha during the 196
0
s. when many

homcs were built to replace units
lost fromn he housing stock. Losses
to the inventory from demolitions
an disaster such as hre* and
floods averaged 380,000 units an.
nually throughout the 1960s, In
the 1973-80 period, annual hoos-
ing osars declined by I 10,000
units to an average of 270.00
homes.

Iwo factors contributed to the
drop in losses, First. activity in ur.
ban rcfwal and imtermae highway
program. which were a major
cause of demolitions in the t960s.
declined in the 1970s. And second.
in the 1970s rising construction
coms and the movement to revital•
it. in*ner.ity n ighharhoudsi cn.
couragcd the rehabilitation of ex-
isaing stock that might otherwise
have hee" demolihcd

Assuming a modet 5 percent'
average annual rate of real eCO.
nomic growth throughout the
I 910 and taking into account pro-
lected household tormation rates

I

I



IHm is g DOm aMd- A C lw View

and Other demand besot., new
housing production soid asenale
hetwftn 1.65 and 1.75 million
units a yea during the 193-89 pC.
riod. During the a, dre years of
the decade, housing production av-
eraed only 1.16 million units a
year-

In the ahorun. the housing
markt is able to accommodate the
need for shelter from a growing
Population without producing new
homes. During the Depreion and
war yea, when fiancial sources
were scarC and building materials
were needed for ptsrposes ocher
than civilian houig. AmigrIcans
doubled up. B this was only a
temporary solution; the growing
tnbiance between the demand for

and the supply of new homes was

eVC1usily armedd by the oms.
ive rebuilding effort of the lnt

19401 and 19505,
If tby have to, Americans can

double up spin. K IAm they
mug be convinced that economic
conditions warrant dlnuptlon of
the housing mltet and a decline
In the nation's standard of living.

SO 1510 housing critics have beenable to point -o iaolatd cme of'oveonumption- of housing
during the super-inlatesd economy
of the 1970s. &uc they have failed
to provide a .tjnncing cue that
housing is "iting up our produc-
tie capital" or that the economy
would be better served by deter.
ring the production of housing
needed by members o( the postwarbaby boom.

nMPOMM ra O MNT CHANK!

2 oo-y boom.
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Housing and
the Capital Markets

-"ncneaingydominme both the economy and
the capital narets. The wealth ef.
rect accruing from hotwnrhpisstrricig Individualsm to conme .
while mortgages represent not onlythe latest, but also the moss rapidly
growing component of th- cspital

market",
&..

1As a share of the, ._ t c a p ita l m ai r e t s
and as a share of the Grow Natiotal
Product, the trend in housing capi.
tat consumption has been down.
ward since the 19505, It has taken
an especially alarming tumble
since 1910. The US, government.
not housing. is the mos rapidly
growing duer of the capital mar.
kets Federal deticits threaten to
choke off badly needed investment
by business and industry, including
housing. Ironmcally, on oithe
more stable growth period oc-
cured during the 19 5 , when
larg amounts of capital wref

"Mucsd In the housing tuck
Total Capital going into new

housing . relatively small- New
homing requires only 20 percent
of the total mortgage du.1a4 used.while go percent goes for hn n ,
ing exing home sales, rebsanc.
nig a nonfe-drnt ia! munipgse,

I-A

%,



Ihosing and the capital Mtarket.

conomic and monetary pol-
icy-maker have become
preocCuped with the hous-

ing industry's participation in the
credit markets. They contend that
homing absorbi an excessive share
of available credit- However, on a
complrative basis, they ae unable
to prove their cue, because statis-
tics show otherwise.

urgingg the 1970s, when housing
production surged to record levels,
residential mortgages consumed
24 8 percent Of funds raised in the
capital markets. Tit was the mse
ansount as during the 1960s and:
well below the 30.9 percent share
of the 19sft. Residential mort-
gages claimed only 17.5 percent of
credit market funds from 19R0-

982 and idded further to a 13.3
percent share during the fourth
quarter of 1982.

By comparison, the federal gov.
ernment has steadily incread its

TMl SHARE OF CMiT mAIIMM
TAilN BY UlS f1l08 ff

fl ovs stumn
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demand for loanable funds-from
a 7.7 percent share in the 1950s;
to 10.3 percet in the 1960s; and
20.6 percent in the 1970s. The
government has taken approxi-
mately one-third of available credit
during the first three years of this
decade and threatens to take sig.
nificantly more in succeeding
yearn.

The federal government cor-
nered a whopping 57 percent
share of die nation's credit ringg
the final quarter of 1962. leaving
little question who's the It man in
the financial markets. Unli Con-
gre-s and the Administration find
the meant to bring soarng annual
dclcits of 5200 billion under con-
trol. the federaltgovernment threat-
ens to crowd out the entire busi-
nessinvestent sector-notjus
housing.

C-o National Product statistics
also prove invalid the contention
that the use of capital by the resi.
dental sector has been a drag on
the economy. They demonstrate
that housing's shore of total U.S.
economic output has fallen today
to the lowest levels since the
1940S.

From 1946-1979, new residen-
tial investment a s percentage of
GNP in current dollars hovered
around a mean of 4.8 percent
Since 1979, the shore hs declined
to 3.5 percent. "The evidence is
even more compelling in constan
dollars, which show tit housing's
shore of GNP I been falling con
tinuously since tie 195f.

But the argument does not end
here. In defense of his claim that
too much capital has becn flowing
into the housing sectorooings
analyst Anthony Downs has cited
statistics showing that total mor-

IWSS , MCNSUIIOTIOM Downs' argument ths way.
AStA 001PU OO "With respect to the ratio of to.
(byr dacoom) til mortXigC financing to the cost

tsf new housing put-in-place, the
explanation seemns straightfor
ward-this ratio has been incrras.
ing because a larger share of toial
mortgage financing has been de-
voted to the sale of existing homes
and t home improvements rather
than to nerw construction tn recent2- years. Second. since the stock of
existing homes continues to grow
in relation to the amount of dwell-
ing units added through new con-
%truciion. the ratio of total moat-

3N AM 50 am ,Q. 01" gage financing to the cost of new
io w , c -ai, ko' housing autooically increases.A To a lesser extent, the increase in
ga financing Is been rising the ratio Mts declining down
sharply in comparison to the total payment requirements for new
cost of new housing produced. homes,"'

Downs believes thint excessive Citig agregate amounts of cap-
mount of mortgage capital have ital going into the housing sector,
been used to finance existing as many critics have done, is mis-
homes, thereby inflating the value leading in any case. because the
of the existing housing stock. He housing market is composed no(
la1o ar -es that inflated home eq- only of new houim but existing
uities have been ued by conssim.. homes, remodeling and refinancin
ems to make purchases not directly as well

related tothe production of housing. A break-down of the housing
market shows that the resle of x-I mielity there appear, to be isting homes accounts for the larg-little causal relationship be- e portion of the mortgage market

- a-ccn th sales of rising financed by savings and loans. Re-
homes and Inflation in the housing sales accounted for 44 percent of
sector Increases in the coat of c- S&L mortgages in the 1950s and a
isting homes have generally fol- high of 60 percent in the 1970s.
lowed increases in new home Mortgages for new homes peakedprices. Since the 1970t. inflation at a 34 percent share in the 1950s
in the housing sector is been before declining to 26 percent and
largely a function of external pres- 20 percent in the 1960s and 1970s
sores such as rises in the cost of oil respectively. Refinancing in the
and rising demographic demand. 1970s took a 10 percent share of

Arthur Solomon, executive vice the market.
president and chief financial ofi. The ratio of FHA new home i.
cer of the Federal National Mort- nancing to existing home financing
pr Association, has addressed was roughly one-to-one in the
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1950s; it decreased to one-to-three
during the 1980.1982 period.

It's only logical tha a conau-
ously growing housing sock would
increase the amount of credit used
for the resale of existing homes.
The nation's ground housing in-
ventory has also ralied demand in
the home Improvement mare for
worthwhile investments on repair.
rehabilitation and reittiting to
conserve energy.

Housing critics have perhaps 1ev.
tled their beat case apinst the use
of second mortgages and home cq-
uitics for personal consumption
expenditures. including foreign
travel. ut even here, the evidence
is inconclusive. As Solomio observes:

1'... to Wlat extent home
repurchasters diverted a portion of
the equity from the sale of a home
to pernmli consumption is unclear
S_. (Mut) faced with a slow growth
or eve a decline in real earnings,
it is reasonable to assume, for ex-
ample, that some of ths additional
equity was used for furniahings or

II

appliances in the new home. for
the purchase of an automobile, for
the payment of medical expenses
or college tuition, and for other
consumption goods."s

At a time when the dcoiraphic
demand for housing contains at a
high level. peopleshould be ask.
ing whether credit woull be better
spent for housing or for govern-
mein borrowing. Because, ultmate-
ly. that is where the decision lies.
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The Wealth of
Nations-IHousing
as a Capital Good

1wooeury policyM, i s going to remaina

tight. Housing is going to continue
to be in trouble. Europe is not go.
lg to provide support. Govern.
meant spending is declining. Con-
sumer expenditures am not going
to be increasd by tax cuts. That's
all good news from my point of
view, but it doem't exactly lead to
a buoyant economy."

-1,N.M."i,5,i.Mi5
-tt i Irpp..i*i

Bad times for
.. housing spell

equally bad times for the nations
economy, because housing is the
economy s balance wheel, leading
the way in and out of the ups and
downs of the business cycle. Hous-
ing product" tiers activity
throughout the economy A new
home is the demand center for a
multitude of goods and services
produced by America's business
and industry. Housing is a capital
good, a lasting economic resource
used to build the wealth of na.
tions.

P"
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The Wealth of Natilona-HoMuinsgaaa Capisal God

i1T dhe end o(World Wl II,
residential ConatroctlOn has
played a central role In sa-

blli Ing ihe economy. The housing
sector's aensliwiviy to fluctustlon
in the coat of credit has enabled
the government to ar up or cool
oif the economy sply by lomen-
ing or tightening up the aviIlabil.
in, of redit. While tie housing cy-
cle disrupts productivity and has
in infationary impact upon home
urics it nevertheless has provided
goverment with a tool for control.
Ting economic growth.
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Following each of the naigonspost-war rcessions, hoisting ha
led che way to reovs with an
enormous ripple c~ret, creating
jobs, uplifting confidencean
imulting aictivity throghutth
economy Each 100,000 new sin-

gle family hones requires 176,000
worter-years of employment to
construct. When taking Into ac-
count the financial, legal tusd other
services involved in selling the
units as well as the spinoff put.
Chases of goods and services gener-
med by the home sales, an esti.
mated 280.000 additional
worlker-years of labor are .rcated
throughout the economy.

A new home is no an everyday
consumer good- In fact, like usdi-
tional businci investment, expen-.
diturcs for housing constriction
crate wealth They are an invest.
mcn in the capital stock of the
nation,

When we talk about housing, it's
important to distinguish between-,

two kinds of capital. Former Fed. Organi
crl Reserve Board Governor Sher- crsiton
man Maisel makes the distinction the excl
this way. Barry

"'One is real capital, the physical Institut
goods we don't consume. This is Del
the real Ilnvctseni in our fal has the
stock that produces goods and see- of then
vices. The second, financial api. among t
tal, is the total assets or lIabilitlei, output
of financial Institutions."' Finan- This is
cml capital, Milsel notes. is just ;'tlt the
money deposui dn Institutions, ti," .t
moving from one institution to an- United
other. It does no change net wealth. Ing at ii

MI major Industrialized nations Invests
have treated their housing stock as
a capital good. includlngJan,
which has produced more housing iJ
than the U.S in the past three
years. even though it has half the 1979. a
population. the same time, Ja- has bee
pan has mainiained a high level of taken o
investment In plant and equipment invset
and extremely high productivity plano at
at- And the record shows that no end

ridential Investment ma a percent ment in
of GNP is lower in the U.S. than in fort to
any other member nation In the - parity
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atio for Economic Coop-
and Development, with
option of Great Britain
Iosworth of the Brookings
ion notes:
pite the fact that the U.S.
fastest population growth
aor OOCD Countries, it ia
he lowest in the share of
in residential Construction.
st consistent with the view
interaction between im.
I the tax laws han led the
States to overinvest in house.
ie expense of busincs

uring the tight monetary
climate prevalent in the
U.S. economy since It
frequently heard argumem
ts that Capital should be

at of the housing ectr and
d in retooling outmoded
ad equipment. Yet there is
ence to suggest that invest-
housing has hampered ef.
incrcas die productive ca-
w I.S. busolm and
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industry. The share of residential
expcnditircs in GNP has varied
Ar,.iiil -i 8 percent slinCe World
\\ II The share of group hou.ing
pr.idlic . which is the cool amount
Il' oUnir) spends to own, rent

nd n imntAn housing, has varied
ifOiUd 9.5 percent, With little
change in the last 20 year%-

U hat the country needs now is

new investment in housing and in
rrindustrialation. These goals are
nix in conflict. They never have
been, But whether or not they arc
attained in the 1980s will depend
to a grcai extent on how nuccess-
fully the (edtral governmcm re.
duccs its borrowing in the credit
markClE

Housing and
Inflation

r- "n"& !-It might he at.' .
5

, 
gued that people

are paying higher fractins of their
incomes for housing because the
price of homes has risen so
Steeply. But why have home prices
risen? Because more people want
to own their own homes to capture
the hnancial advantages of "ig
so,*.

There's no ques.(ion that housing
was a good finance investment in
the 1970s. Morv than almost any
other investment, home equities
kept pace with a rapid rise in inha.
tion But it's highly questionable
that the investment factor alone
motivated people to buy homes.

The primary motivating factor is
that people buy homes because
they need a place to live. But the
total reality of why people buy
homes is Iess tangible.
Homeownership in America is a
way of life, a stabilizing force en-
abling families to establish roots in
Ihe community and participate
more responsibly in the political
discourw of a demotatic society.
Ilomcowner,,hip was popular in
America long before double digit
inflation and long before the go-
ernmcnt esablished priorities in



(.uNMs-;rPut,
the tax code and financial system
to encourage the nation's families
to own their own hoss.

I's even more questionable that
the investment factor is an ade-
quate explanation for the housing
inflation of the 1970s. The corn of
land, building macerials, l4ca
regulation, mortgage finance and
even the cyclicality of the housing
industry have all contributed
heavily to inflation in housing.

At m time of strong demographic
demand for homing but an Inade.
quate supply, the production of
greater numbers of affordable
homes Is the best way to reduce
housing inflation- Reducing capital
investment in housing will only
make a bad situation worse,
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9 during the 1970s, the cost
ofnew homing rose 162
i-'crcc'nt according to the

r.n 5u IIsers's C-27 Index., com-
tircd to a 112 percent increase in
hle overall Consumer Price Index.
"I two major coat components

which Csontrlbuted morn heavily to
cuot increases were Land and A'-
nsann costs. Lld's share of total
housing costs surged from under
fl percent following World War II
to 2-1 percent in 1982, The inanc.
ing component jumped from 5 per-
t-nsr l iprcemt duringthesame
rss'rusd labor and materials, on the
either hand. dropped from 69 per-
crnt of housing costs in 1950 to
-4 percent in 1982. ,

Regulatory and cyclical con-
WrAmts on housing production ig
grated housing inflation during
the 19'(1K As demonstrated in nu.
merous studies. including reports

by a HUD Tak Force and George
Sternlieb? of Rutgers University,
no-growth ordinances, land use
regulations. excessive building
codcs and land development regp.
lutinlu have added as much as 20
percent to the cot of a new home.

Hoastirng production Was Inter-ruptcd by recession twice during
the 1970s. Housing was as the bot.
tom of the business cycle during
roughly fOur years of the decade.

The cos t recession to the in.
dstry are well documented. Re.
cession diarupt building opera-
tions, at a high cos to individual
construction herms, the majority o
which are small businesses. They
devastate proits in the thrift Indus
try They create massive unemploy.
ment and underutilization of In-
dustrial capacity. so that the costs
of retooling and starting up sain
tar normal levels of production are

high. All o thinCs costs are ulti- nmot houses are built during the
matcly passed along to consumers p of the cycle when prices ae

Arthur Solomon has made these a their highest, new homeabuyers
obaesvstins about the inflationary pay much o the premium for what
impact of the housing cycle: - is, in effect. instability insurance.

"Over the long run these mS. This means that the price Ameni-
ciesciks become institutonalized. cans pay for their housing is higher
And the liability ends up having thn it would be with more suble
a pervasive effect on the overall e- levels of production."
ficiency of the constmmon indus-
try-its technology, structure and Dur he mst recent recession. in
... tn .... Because of the tandem with a hangover In
risk and the uncertainty associated , inflationary expctatio
with the building industry. new from the 1970s. has had an rap -
fiss are reluctant to enter the cislly damaging impc upon the
market, and land developers and nation's system of mortgage E.
builders rtquirel relatively high mince. Several major changes in
rate of retum on their equity. And the monrage market explain whyfinancial institutions and others the cost o' home finance through.
send to raise the cost of construe. out the 1980s is apt to be rlatively
ion loans, title insurance, and set- more expensive than It used to be.
cement Charges during tight credit First, it is no longer a sate as

conditions to othet the los of sumption that the thrift industry
business volume. Finally, because will continue to supply the bulk of

Ituasing and Inflation



linnt and snialOan

she naloi's residential mortgage
none. Its shar of ti residentIal
mogige moe bas declined an.
nually since 1976. In 1982. thrift
pancqpatlon in it hoie market
declined to a net minus 522.7 bIl-
Iw-a Porn World War It low, by
comtpliuim the industry ac.
counted for an aveIge 44.2 per-
cen baf in the 19'Os ad a peak

ofi 16.7 percent in 1976.
.conol. as the competition for

ltamdlc funds has increase, die
slue. raised for reskial mort-
,ages in the overall credit market

ha' declined sharply.
rhird. isp and lout aiocia.

tions are paying much higher re.
tiorna to avers. In 1978. the aver.
,ge" cu owl fund for S&La was 6.67
Percent 11 'l co" of f e so
101 I ntm in 1982and 11.49
percent during the fin: half of
1942 in the ir halfo( 1978,
s~irtiinitt on loains accded she
.4v4- efurid t f a n prosabl 1.9
gwrcot During the less hllf of
9142. %a. ls money as iheir corn

-ot linds cees'dd eating on loan
istoliioa by I I percent.

Plhe misaldaituary factor
in the" usng oceutor dur-
Ing the lirn few years of she

I 9li)s was the cor of mortgage II-
sa0nce, Mortgage rates rne to new
rsa.0rds In late 1981. convenional
morngage rAles peaked at cluc to
i percent. lkvcn the 13 percent
ett. asai[Ahlc during she early
neeaiilh if 9I 03. when compared
'em Ili.- PrV slng rate of inflation.
ver" c%,xc.dt'sjly high by hinori-
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years, hom buyers have paid a
higher inserest rate to Snance their
nmotIps than have major cor-
puioi to finance their long.
term det. Effective monra In.
terew rates for lans cloned have
exceeded the yields an long-term
AA corporate bond by 3S. 163 a.
ais puint. During 1933. NAHS ex.
pcL the range to widen to 170-
2 10 hail points.

Iome prices have generally fol-
ltw d the inflation rate. respond.
Ing to Inslatsonary pressures in the
cconiseo panicularly energy
prices. The home purMcase compo-
nens of she CPI mcasbsU increases
in th o im pe'r square toot of new
and cxising homes in various go-
graphical locations. ietwen 1963
and 19141. it ruse an average 5.9
percent annually. compared to a
6 I i-rrsrn increase for the entire
C r n

Ine.grabo in the Sinareclag. taucs
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and insurance component larely" viding affordable housing to large
explain why Increaes In the corn nuslewi of fis-time buyer fol.
of overall homeownership have lowing a period of high inflation in
been so high. They increased an av. the hontaing wctor.
ewrge of more than 12 percent per Eliminating the sharp peaks and
year over the pan 10 years. valleys of the housing cycle is

Housing has recently responded ultimately the beas way to control
to higher cos for mortgage funds, housing Inlatlon. For the sake of
matrials and labor by shifting pro' maximting produtivity In hous-
ducKon to smaller, more OiN. leg and other major %cnon of the
cently built homes in higher-de- economy, the government should
sity development,. (Coedsmlnlums. purtic ioscal and mo.etary policies
townhouses and rero-lus-lien that keep housing and the econ-
homes are the market*s way oi pro- omy running on a more even kcel.

10A
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STATEMENT OF WALLACE R. WOODBURY, WOODBURY CORP.,
SALT LAKE CITY, UTAH, AND CHAIRMAN, TAX SUBCOMMITTEE,
INTERNATIONAL COUNCIL OF SHOPPING CENTERS, WASHING-
TON, D.C.
Mr. WOODBURY. My name is Wallace R. Woodbury. I appear here

on behalf of the International Council of Shopping Centers, for
which -I serve as chairman of their tax subcommittee. We would
like to make these points:

First, the accelerated recovery cost system was enacted to stimu-
late investment and simplify administration. We think those moti-
vations are just as important and extant today as they were at the
time it was enacted and that the system is showing signs of suc-.
cess.

A common misconception seems to exist as to the degree of bene-
fit to real estate resulting from the 16-year cost recovery period for
structures. People look at ACRS as though it cut the recovery
period for structures from 40 or 50 years to 15 years. This is a mis-
conception as far as the tax law and actual experience are con-
cerned.

The Treasury regulations for buildings, Rev. Proc. 62.21 and bul-
letin F, were rarely upheld in practice when determining the eco-
nomic life of structure under the facts-and-circumstances test.

A study by the Treasury's Office of Industrial Economics, which
was published in 1975, supports this conclusion.

A Touche-Ross study of the useful lives of shopping centers that
the ICSC commissioned concludes that the economic lives of shopping
centers were typically 22 to 26 years under the old law.

Second, the adoption of ACA in ERTA, and its modification in
TEFRA was accompanied by other changes in the tax law, which
tended to mitigate the advantages of the 15-year recovery period
for structures. These changes were the elimination of component
depreciation and the option to use the facts And circumstances test
in ERTA, and the application of the construction "period and invest-
ment interest limitations to corporations and the adoption of alter-
nate minimum tax provisions in TEFRA.

Third, due to a bias in the tax laws against investment in struc-
tures as compared to investment in equipment, there is a misallo-
cation of capital resources in the economy. This bias has been
noted by Jane Gravelle of the Congressional Research Service, by
the Council of Economic Advisors, and by the Citizens for Tax Jus-
tice. According to Gravelle, this bias causes a misallocation of capi-
tal in favor of short-lived assets, producing economy inefficiency in
the system which she describes as dead weight loss. She says that
under the ACRS as created by ERTA and the TEFRA modified by
dead weight loss to the economy result in a loss to the economy of
$3.5 to 3.8 billion per year. Any increase in the ACRS life for struc-
tures would increase this bias and resulting economic loss.

Fourth, long-term investments in structures require much long-
term planning, and that predictability as to the investment risk
and the tax consequences is very important. Frequent changes in
the tax laws that critically affect investment tend to discourage in-
vestment. Such an effect would be unfortunate at a time when we
are trying to encourage the investment activities which are so im-
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portant to our economy. This is especially so when we have 22.1-
percent unemploymefit in the construction industry, and when so
many other related industries are dependent on construction in
order to sell their goods.

Please give the existing ACRS lives for real estate your blessing
--and--& chance to work longer than just the 2 years that they have

been in place. --
Thank you very much, Mr. Chairman.
Senator DANFORtH. Thank you, sir.
[The prepared statement follows:]

PREPARED STATEMENT OF WALLACE R. WOODBURY ON BEHALF OF THE INTERNATIONAL

COUNCIL OF SHOPPING CENTERS ON TAx EXPENDITURES

I. INTRODUCTION

My name is Wallace R. Woodbury. I am Chairman of the Board of Woodbury Cor-
poration, Salt Lake City, Utah, a long-established real estate development, broker-
age, management and consulting firm. I am also Chairman of the Tax Subcommit-
tee of the Government Affairs Committee of the International Council of Shopping
Centers (ICSC), and I submit this testimony today on behalf of the members-of the
International Council of Shopping Centers.

The ICSC is a business association of approximately 10,000 members consisting of
shopping center developers, owners, operators, tenants, lenders and related enter-
prises. ICSC represents a majority of the 23,300 shopping centers in the United
States in 1982.
A. The shopping center industry

It is estimated that between 5.5 and 6.2 million people are regularly employed in
shopping centers and that several hundred thousands more are annually engaged in
new construction. The rippling effect of shopping center development on employ-
ment in related businesses, including display advertising, maintenance and clean-
ing, legal and accounting, and the manufacture of goods sold in the centers, is con-
siderable.

It is estimated that in 1982 shopping centers accounted for 43 percent of total U.S.
retail sales. By the beginning of the next decade (1990), the shopping center share
will likely range between 50 percent and 55 percent. In current dollar value, U.S.
shopping center retail sales reached a level of $462.5 billion in 1982.
B. Economic benefits of shopping center development

The extent of the contribution of shopping center development to the nation's pro-
ductivity is oftentimes not fully appreciated. Many people think of productivity
solel in terms of the process leading directly to the manufacture of goods. Others
would broaden the concept to include the distribution of those goods to the loading
docks of the nation's retail facilities-but not to the distribution of products to the
ultimate consumer. The fact is, of course, that retail facilities, as the final link in
the chain of distribution, are an integral part of the productive process. Thus, to
deny tax benefits to retailers but provide them to manufacturers or distributors is
self-defeating and inconsistent since without adequate retail facilities there can be
no expansion of the other links in the economic and production chain.

1. Employment. Shopping centers generate new jobs and secure existing jobs in a
n-umber of ways which represent tangible benefits to the community. Of course, the
construction of a center provides employment to all sectors of the building trades. In
addition, the ICSC has estimated that the tenants of shopping centers employ one
full-time employee for every 400 to 500 square feet of gross leasable area space.
Thus, a typical neighborhood or community shopping center of 175,000 square feet
anchored by a soft goods store and a supermarket employs between 350 and 435
people. Moreover, many of these people, as recent entrants into the job market,
would have been unemployable or marginally employable in industrial oroffice po-
sitions.

The increase in employment generated by shopping center development ripples
through the local community as other businesses open or expand to provide the
services for the new employees. Each new opening or expansion creates, in turn,
new .iobs and additional revenues.
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2. 'Tax Revenues. The economic impact of shopping center development in local
communities is clear. Sales taxes and real property taxes are two of the largest
sources of state and local revenue attributable to shopping centers. Other direct con-
tributions to local treasuries include business license revenues and personal proper-
ty taxes on such things as office and retail uipment and inventories.

For example, a 1975 study published by IS(C included a twelve-year case history-
of the fiscal impact of a large shopping center in Oak Brook, Illinois. The Oakbrook
Regional Shopping Center is as typical of the diverse facilities developed by ICSC
members as any one shopping center can be. Nevertheless, the Oak Brook study
demonstrates the substantial fiscal benefits to a community from shopping center
development.

During the period from 1963 through 1983, the Oak Brook shopping center was
the primary source of sales tax revenue for the Village of Oak Brook, Illinois. The
shopping center's share of tot'd municipal revenues ranged from a high of 91.3 per-
cent in 1965 to 75.4 in 1973 (t e last year for which the study developed data). Even
after taking, into account the very modest increase in muncipal tax expenditures at-
tributable to the shopping center's presence in Oak Brook (for example, increased
police and fire protection and local road maintenance), the ICSC study found that in
1973 Oak Brook received net cash-flow benefits in excess of $1.2 million directly at-
tributable to the shopping center. Without this net revenue source, the report con-
cludes that Oak Brook would have experienced a deficit requiring either a decrease
in expenditures or an increase in taxes. In fact, the local tax revenue generated by
the shopping center allowed Oak Brook to maintain services without imposing a
municipal property tax for a number of years.
C Interdependence of the real estate industry

The various sectors of the real estate industry are strongly interrelated. For ex-
ample, shopping center development and rehabilitation follow very closely new
housing starts and rehabilitation. The development and location of housing and job-
related real estate such as office buildings, retail stores, and industrial facilities con-
tinually interact with one another. In a recent study conducted by the ICSC Re-
search Department, the total square footage of annual U.S. shopping center con-
struction starts (1970 to-1979) was correlated with annual U.S. housing starts (1969
to 1979). Results indicated that 95 percent of the variation in shopping center con-
struction starts could be statistically "explained" by changes in the level of housing
starts.
D. Small business development,

The real estate industry is composed almost totally of small firms. Sixty percent
of all construction firms and eighty percent of all real estate service firms have four
or fewer employees. It is well established that the vast majority of all new jobs are
created by small businesses such as these.

- Unfortunately, the small business nature of the industry makes it unusually sus-
ceptible to changes in economic conditions, financial climate, the tax code and other
public policies. During the past, those factors have combined to retard the growth
rate of all areas of real estate.

It is important that the consequences of future tax policy changes on this impor-
tant industry be carefully considered.

II. PROPOSAL TO CHANGE ACRS AS IT APPLIES TO STRUCTURES

We have been asked to testify today regarding tax expenditures. Capital cost re-
covery allowances are considered by some persons to be tax expenditures.

The Congressional Budget Office (CBO) has listed the extension of the recovery
period for structures from 15 to 20 years as a method of reducing the federal budget
deficit.'

M. COMPARSN OF THE COST RECOVERY PERIOD FOR STRUCTURES PRIOR TO AND UNDER

ACR

A. ERTA and TEFRA changes in depreciation/cost recovery allowances
In 1981, Congress enacted the Economic Recovery Tax Act of 1981 (ERTA). Among

the changes in the tax law made by ERTA was the establishment of a new cost re-
covery system, the Accelerated Cost Recovery System (ACRS). The major differences

'Reducin the Federal Deficit. Spending and Revenue Options, Congressional Budget Office,
February 1983, Part I, at 288-289.
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between pre-ERTA law, under the Asset Depreciation Range (ADR) system, and.
ACRS are as follows:

1. Cost Recovery Categories. ERTA reduced over 100 depreciation life categories to
four cost recovery categories.

2. Recovery Periods. The recovery periods for equipment were reduced from var-
ious periods under the ADR system (ranging from three to 18 years) to five years for
most property, and to three years for short-lived property (property with an ADR
midpoint life of four years or less).

The cost recovery period for structures was reduced from various periods deter-
mined under a facts and circumstances test (generally ranging from 20 to 37 yearsh-
to 15 years.2

3. Methods of Cost Recovery. Most types of property were allowed to use more ac-
celerated methods of cost recovery than under pre-ERTA law.

4. Investment Tax Crdit. No investment tax credit was provided for structures.
However, the 10 percent investment tax credit for most equipment was continued,
and a six percent credit was provided for short-lived property.

In 1982, Congress enacted the 'tax Equity and Fiscal Responsibility Tax Act of
1982 (TEFRA). TEFRA eliminated the additional acceleration for equipment previ-
ously scheduled to go into affect in 1985 and 1986, and made permanent the tempo-
rary ACRS benefits for equipment. TEFRA made no change in the cost recovery
rules for structures.

B. Cost recovery for structures under pre-ERTA law and ACRS
The benefits to real estate resulting from the reduced cost recovery periods of

ACRS are not as large as sometimes perceived. One source of this misperception is
the belief held by some that the recovery periods for structures dropped from 40 to
50 years to 15 years. Under pre-ERTA regulations, the depreciation period for retail
buildings advocated by the Treasury and the IRS significantly exceeded the depre-
ciable lives which shopping center industry studies indicate were generally claimed
and upheld by the courts.

Under pre-ERTA law, the "component" parts of a building-such as the heating,
air conditioning, electrical and plumbing systems, as well as the carpeting and light
fixtures-could be separately depreciated at different rates. As a result, the actual
weighted-average useful lifes of virtually all buildings were substantially lower than
those advocated by the Treasury.

In 1975 -the Treasury Department issued a report on the depreciation practices of
building owners. The report was based on data collected by the Treasury and on
trade association data. The report found that depreciation lives were-as low as 15
years for new shopping centers and 7 years for used shopping centers.3

A 1973 survey by Touche Ross & Co. of a representative sample group of 89 shop-
ping centers owned by ICSC members established that the useful lives of shopping
centers ranged from 22 to 29 years; 4

The useful lives found in all of these studies were significantly lower than the 50
year life which IRS Revenue Procedure 62-21 required for retail buildings.

IV, RELATIONSHIP OF THE COST RECOVERY PERIODS FOR SrRUCTURIE AND FOR ASSETS
PRIOR TO AND UNDER ACRES

The-Congressional Research Service (CRS) has published a study of the relative
impact of ACRS as established by ERTA on various assets used by the different sec-
tors of the economy. The results of the study indicated that prior law favored invest-
ment in equipment assets over structures and that "under ACRS this trend is con-
tinued and strengthened." 5 The study found that under ERTA, the effective tax
rates for all categories of structures were higher than those for all categories of
equipment, and that some classes of equipment actually received a negative tax rate
while all -categories of structures had a positive tax rate. An excerpt from the CRS
study is attached as Exhibit I.

2J Gravelle, Effets of the 1981 Depreciation Revenues on the Taxation of Income From Busi-
ness Capital, Rational Tax Journal Vol. XXXVWNo. 1 at 8. -8Business Building Statistics, A Study of Physical and Economic Characteristics of the 1969
Stock of Non-Residential and Non-Farm Business Buildings and Depreciation Practices of Build-
i 19ners, 1971, Office of Industrial Economics, Department of the Treasury, August 1975, at

4Touche Ross & Co., Depriable Lives of Shopping Centers, An Independent Study Prepared
for the International Council of Shopping Centers, 1973.

6J. Gravelle, Effects of te Accelerated Cost Recovery System by Asset Type, CRS, August 1981,6.
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The conclusions of the CRS study received further support from an analysis pre-
pared by "Citizens for Tax'Justice" published on February 19, 1982. The Citizens for
Tax Justice analysis indicated that, under ERTA, assets other than structures en-
joyed a negative tax rate as a result of ACRS. An excerpt from the study is attached
as exhibit II.

In addition, the 1982 Economic Report of the President indicates that ACRS under
ERTA favored investment in machinery, equipment and vehicles-over that in indus-
trial and commercial buildings.6

CRS also has published a study of the impact of ACRS as modified by TEFRA on
various types of assets which concludes that, although the bias against structures
was reduced by TEFRA, structures are still at a disadvantage compared to other
assets.t

This same conclusion was reached in a book by the Director of Federai Tax Policy
of Citizens for Tax Justice.8

According to Jane Gravelle of the Congressional Research Service, under pre-
ERTA law, effective tax rates on new investments were 15 percent for equipment
and 48 percent for structures (at a 6 percent inflation rate). Under TEFRA, the cor-
mponding rates are 9 percent for equipment and 37 percent for structures.' (See
Exhibit III for a comparison of effective tax rates by type of asset).

According to Gravelle, the bias in favor of short-lived assets produces a disparity
in effective tax rates by type of asset that results in a misallocation of capital. This
misallocation of capital produces economic inefficiency, which she describes as
"deadweight loss". CRS estimated that the "deadweight loss" resulting from the
bias against structures amounted to between $2.7 to $3.3 billion annually under pre-
ERTA law, and that the "deadweight loss" increased to from $3.5 to $3.8 billion
under ERTA.10

Any decrease in the cost recovery allowances for investments in structures will
add to the bias of effective tax rates against structures and will increase the "dead-
weight loss" to the economy.

This bias is demonstrated by a computer analysis made by Coopers and Lybrand
for the National Realty Committee using the CLEFS (Coopers & Lybrand Economic
Forecasting Simulator), model. This model also is used by the Treasury Department
under the acronym MAGPIE (Model for Analysis of Government Policy Impact on
Efficiency).

This model has determined that ACRS provided substantially less of an incentive
for investments in structures than for investments in other assets.

The CLEFS model shows that although the ACRS reduction of the cost recovery
period for structures increased investment in commercial and residential rental
structures, such increase was less than the increased investment in other assets
which received greater incentives.

For example, according to CLEFS in the first quarter of 1981 the capital stock of
commercial and rental residential structures was 2.6 percent higher under ACRS
than it would have been under pre-ERTA law. During the same period the capital
stock of equipment was 3.3 percent higher.

For the fourth quarter of 1982, these figures are 19 percent higher for commer-
cial and rental residential structures and 3.5 percent higher for equipment under
ACRS over the levels of capital stock which would have occurred under pre-ERTA
law. (See Exhibit IV'for CLEFS data comparing the capital stock of various asset
typeunder ACRS and under pre-ERTA law.)The relatively unfavorable treatment of investment in industrial, commercial and
residential building under current ACRS rules can be tolerated by the economy, but
such differences should not be expanded further by cutting back on ACRS deduc-
tions for structures.

* Economic Report to the President, February 1982, at 124.
t J. Gravele, Effective Tax Rates and Tax Charga in the 97th Congres, CRS, January 8, 1988,at3, 6.
a k Mclntyre, 1nequity and Decline 39-42,103 (1983).*J. Gravel, Effective Coiporate Tax Rates and Tax Changes in the 97th Congress, CKS Janu-

oj.dravelle, Effects of the 1981 Depreciation Revenues on the Taxation of Income from Busi-
new C*1l National Tax Journal, Vo XXXV at 17.



169

V. REASONS FOR NOT CHANGING THE ARCS RECOVERY PERIODS FOR 9TRUCTURE

A. The current cost recovery period for structures is reasonable compared to the cost
recovery periods under prior law

As discussed in Part III above, the establishment of 15 years as the recovery
period for all structures under ERTA resulted in a lesser reduction of the recovery
period for structures than would appear from comparing the Treasury guidelines
with the 15 year recovery period under ACRS.

Part of the misperception of the size of the tax reduction under the ACRS 15 year
recovery period for structures resulted from the failure to 66nsider the net impact of
tax law changes enacted in ERTA and TEFRA which reduced the tax benefits of
investments in structures. Such changes include the elimination of component de-
preciation, the imposition of more restrictive construction period interest and tax
deduction provisions, the passage of more restrictive investment interest limitations,
the adoption of more restrictive recapture rules for those who elect accelerated cost
recovery methods, and a larger alternate minimum tax assessment.

In addition, by adopting a uniform costrecovery period some investors, particular-
ly in used structures, sacrificed the right to establish shorter useful lives under a
facts and circumstances test. The application of the 15 year ACRS life also substan-
I ally benefits the Treasury through reduced administrative costs and more effective
time utilization by revenue agents.
B. The current cost recovery period for structures is reasonable compared to the bene.

fits given other assets
As discussed in Part IV above, ACRS already is biased against investments in

structures. Lengthening the cost recovery period-and thereby reducing cost recov-
ery allowances-for structures would increase this bias.

The impact of this proposal on investment in real estate has been projected by the
CLEFS model by comparing the change in the capital stock of various types of
assets. Using the capital stock of these assets under pre-ERTA law as a baseline, the
CLEFS model determined the changes in the capital stock levels of these assets
caused by ACRS and the changes in the capital stock levels which would be caused
by extending the cost recovery period for structures from 15 to 20 years.

According to CLEFS, an increase in the cost recovery period for structures from
the current 15 years to 20 years would substantially decrease investment in real
estate. CLEFS projected a decline of 1.6 percent in the capital stock of commercial
and rental residential structures below the level which would have occurred under
pre-ACRS law in the first quarter of 1981 (compared with a 2.6 percent increase
under ACRS). For the last quarter of 1982, a 20 year recovery period would produce
a decrease of 1.2 percent in the capital stock of commercial and rental residential
structures below the level which would have occurred under pre-ACRS law (com-
pared to a 2.9 percent increase under ACRS).

Therefore, extending the cost recovery period for structures from 15 to 20 years
would decrease investment in structures, not only below the levels existing under
ACRS, but also below the levels which would have occurred under pre-ERTA law.
(See Exhibit V for CLEFS data comparing the capital stock of various asset types
under ACRS with a 20 year cost recovery period for structures and under ACRS.)
C The proposed increase in the cost recovery period for structures from 15 to 20 years

would not increase tax revenues
CBO has estimated that an extension of the cost recovery period for structures to

20 years would increase federal tax revenues by $A0 million in fiscal year 1984 and
$1.8 billion in fiscal year 1985.

These figures are illusory and inflated because they do not take into account reve-
nue reductions caused by the resulting decreased economic activity in the construc-
tion industry and other industries affected by the level of construction activity.

The CLEFS model indicates that such a proposal would decrease, rather than in-
crease, the flow of revenue to the Treasury. The CLEFS model determined that if
this proposal were made effective in 1984, there would be a decrease in tax revenues
of approximately $300 million in 1984, $500 million in 1985, $1 billion in 1986, and
$1.5 billion in 1987.11

s This data is included in the Testimony of the National Realty Committee.
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D. Economic impact
Changing ACRS as it applies to real estate can be expected to have a negative

impact on the economic recovery of the construction and related industries and of
the economy as a whole.

1. Permit ACRS to Work. ACRS and the other provisions of the Economic Recov-
ery Tax Act of 1981 were adopted in order to stimulate investment. The provisions
have been in effect only for a comparatively brief period, and any extension of the
ACRS recovery period for structures would significantly limit the incentives granted

- under ACRS and discourage desperately needed investment in industrial, commer-
cial and residential buildings.

Although the economic recovery has begun, it is fragile and the need to increase
saving and investment continues. The benefits to the economy of the increased in-
vestment which CLEFS show has occurred under ACRS can be expected to increase
with time. This is especially true regarding the benefits from long-term investments
such as real estate.

This investment incentive program has been in effect for only two years. Because
of the long lead times involved In making many investments, including real estate
investments, the impact of this policy is just beginning to be felt in the economy.

2. Commercial Buildings Are Productive Assets. Structures are productive assets
and increased investment in such assets promotes economic growth. Buildings incor-
porating technological advancements in insulation, environmental control, lighting,
communications, security and other technologies can proviole more effective and -ffi-
cient work environments and increase energy efficiency.

Scientifically planned retail complexes, such as shopping centers promote efficient
retail sales activities and efficient markets. They permit a consumer to meet his
shopping needs at one location, and reduce the time and energy expended for trans-
portation and the environmental impact of such travel. They also provide head-to-
head competition under one roof, thus improving market efficiency. Moreover, they
accomplish this in a safe and pleasant atmosphere suitable for the entire family.3. ACRS Ia a Protection Against the Impact of InflatiorL Although shopping cen-
ters may remain standing for many years, their useful lives as effective and effi-
cient retail facilities are limited. It is important that the structures central to our
service oriented economy are not allowed to deteriorate and become uncompetitive
as have some facilities in industries such as steel and automobiles. As demonstrated
by those industries, tax policies which fail to allow adequate capital consumption
cost recovery allowances result in obsolete, uproductive, and uncompetitive indus-
tries. So long as cost recovery allowances are based on the original rather than the
replacement cost of an asset, and so long as there is inflation-at any level-it is
necessary to establish cost recovery periods for assets which permit taxation only
upon income, and not upon capital. -

In addition, long-term debt, which is so vital to investment in structures, contin-
ues to require higher interest rates than those required for short-term debt. This
retards investment in structures and increases the bias against structures. Addition-
al bias should not be introduced through the tax code.

Although the current rate of inflation is much lower than the extremely high
levels reached in 1980, it is still quite high be historical standards and continues to
result in a substantial difference between the original and the replacement costs on
any long-lived asset.

• consumer price index increased 177 percent in the 15 year period prior to
September 1982. en at the present 3 percent inflation rate, the replacement cost
of an asset would increase by 55 percent over 15 years. At a 6 percent inflation rate,
the 15 year increase would be almost 140 percent.

The concern about inflation is not irrational since many economists expect that
the rate of inflation will increase once the economic recovery gets underway.

4. Impact of Investment in Real Estate on Construction and Related Industries.
The health of the construction industry is directly dependent on the rate of invest-
ment in real estate. In addition, the viability of many other industries is largely de-
pendent upon construction activity. For example, appliances, furniture, and other
household goods and the construction materials, industries, including steel, glass,
lumber, concrete, construction equipment, and the real estate, building services and
management industries also are directly dependent upon the rate of construction.

The unemployment rate in the construction industry presently is 22.1 percent,
more than double the national average. Creating a disincentive to construction ac-
tivity would increase unemployment in the construction industry or, at the very
least, would slow the decrease in the present high rate of unemployment in this in-
dustry.
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5. Avoid Discouraging Investment Through Unstable Tax Policy. Investments in
new structures require extensive front-end time. Major revisions in the tax code pro-
visions affecting business investments create uncertainty for potential investors and
thereby reduce investment.

Also, any such changes in the tax law have an impact on existing investments.
This is true even where the change is only prospectively applied because such a

change will affect the resale value of the property.
The repeated consideration by the Congress of changes in tax law provisions has

had a disruptive effect on the real estate industry and has had the effect of discour-
aging investment.

VT. CONCLUSION

A fifteen year recovery period and the acceleration methods provided under ACRS
are reasonable methods for the depreciation of structures compared to the benefits
given other assets and to the benefits for structures under prior law. Such treat-
ment does not permit taxpayers to obtain tax treatment which is more favorable
than immediate expensing of the costs associated with the construction of struc-
tures.

ACRS and the other provisions of the Economic Recovery Act of 1981 were adopt-
ed in order to stimulate investment. The provision has been in effect only for a brief

riod, and an extension of the ACRS recovery period for structures or a change in
the method of calculating deductions would significantly limit the incentives grant-
ed under ACRS and discourage desperately needed investment in industrial, com-
mercial and residential building.

Although no changes shoud be made in ACRS for any asset types, it is particular-
ly inappropriate to consider stricter rule. for structures since any changes would
target that segment of the economy which benefits least from ACRS.
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EXHIBIT I

CRS-5

TABLE 1. Effective Taxtubsidy Rates: Selected Assets, Prior Law ad the
New Accelerated Cost Rezovery Syscem (After Phase In)

Prior Law ACKS
62 12 62 121

Asset Type Itnflation Infglation Inflation Inflation

.-Cars .13 .36 -. 65 -. 08
Trucks, Buses, ad Trailers .09 .42 - 1.08 - .09
'Construction Equipment .06 ,34 " - .60 - .07
General Industrial Equipment .16 .36 - .40 .05
Industrial Steam Equipment .31 .44 .27 - .04
Utility Pover Plants .27 .36 .15 .28
Industrial Buildings .49 .53 .41 .4$
Coamrcial Buildings .48 . .51 .36 .43
partment Buildings .37 .9 .31 .37

_Aparteat Buildings (low Income) .37 .39 .44 .30 -.35

*The estimates of effective tax rates are based on equations (1) - (4) and assume
the following:

Value of Tax Life/ Credit ACIS Invectzmat
d. Prior Law Prior Lav Life Credit

Years Percant- Years

Cars .333 3 3 1/3 3 6
Trucks, Buses, and Trailers .254 7 10 5 10
Construction Equipment .172 7 10 5 10
Genral Industri.al Equipnent .122 8.6 10 5 10
Industrial Steam Equipment .0736 17.5 10 5 10
Utility Power Plants .0316 22 0 15 10
Industrial buildings .0561 27 0 15 0
Commercial Buildings -. 023 36 0 15 0
Apartment Buildings .01 32 0 15 0

Source: The values of d are taken from The Measurement of Economic Depreciation%.
by Charles Hulten and Frank ykoff (The Urban Institute, December 1, 1980)
except for apart.net buildings where the rate is assumed at .01. Under
prior law, depreciation calculations assume sum of years digits for equip-
ment assets (including power plants) and apartment buildings; LSO percent
declining balance for industrial and commercial buildings. ACRS. deprecia-
tion is based on schedules in the legislation end 175 percent declining
balance for structures, except for low incoub housing which is based on
double declining balance.
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EXHIBIT II
TABLE 11-4

EFFECTIVE CORPORATE TAX RATES ON
THE INCOME FROM NEW INVESTMENTS

UNDER THE REAGAN ACCELERATED COST RECOVERY SYSTEM

Type of Asset Effective Corporate Tax Rate

1981 1982 1983 1984 1985 1986

Office, computing, G acct. machinery -30% -53% -67% -70% -178% -194%
Trucks, buses, and trailers -28% -48% -60% -63% -150% -163%
Autos -20% -37% -48% -52% -83% -97%Aircraft -20% -33% -40% -42% -84% -89%
Construction machinery -19% -31% -37% -39% -77% -81%
Mining and oil field machinery -18% -29% -35% -37% -72% -75%
Service industry machinery -18% -2S% -35% -37% -721 -76%
Tractors -18% -29% -35% -37% -71% -75%
ns=URnAts -17% -27% -32% -33% -64% -67%

Other equipment -17% -27% -32% -33% -64% -67%
etalworkinq machinery -14% -22% -26 -271 -50% -52%

General industrial equipment -14% -22% -26% -27% -50% -52%
Electrical machinery -13% -21% -25% -26% -48% -50%
Furniture and fixtures -13% -20% -24% -25% -44% -46%
Special industry machinery - -12% -19% -22% -23 -41% -43%
Agricultural machinery -11% -18% -21% -22% -39% -41
Fabricated metal products -11% -17% -20% -21% -37% -38%
Engines and turbines -10% -15% -18% -191 -32% -331
Ships and boats - 9% -15% -17% -18% -31% -32%
Railroad equipment - 9% -13% -16% -16% -28% -29%
Mining exploration, shafts, G wells - 8% -12% -14% -15% -25% -2S%
Residential buildings +31% +29% +29% +29% +29% +29%
Ccomecial buildings +36% +34% +34% +34% +331 +33%
Indust-rial building. +39% +37% +371 +37% +37% +37%

WEIGTE D AVERAGES: - 8% -18% -23% -25% -58% -63%

MAXIMUM GAP BETWEEN RATES
(MAXIMUM DISTORTION EFFECT): 69% 90% 104% 107% 215% 231%

NOT.S: seqative numbers mean government subsidies for the investments,
in the form of reduced taxes on other i.icome or through tax
leasing. Weighted averages are based on each asset category's
share of 1978 corporate investment. (Assets covered represent
87. of 1978 corporate investment.J

SOURCES: Based on data, methodology, and sources from the Economic
Report of the President. February 1982, 'page 123.
(An apparent typor aphical error in the report, dealing withtrucks, trailers and buses, has been corrected.)

Citizens for Tax Justice
February 19, 1982

24-86 0-83---12
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CIS-4 EXHIBIT III

Table 2. Effective Tax itacda in 4w vacantst

AV Peranenc ACRS

Iackon tnalacton :nflacion
6Z 1 a

Inflacion t fLlaioa

Equipmanc

Scruccures

PubLic Ucilicy

Oil & Gas

BuiLdings

Tocal

A4rcucure

KLinins

OiL Utracciun

Cwnscruccioo

Manufeccuring

transportation

COMniicacions

Radio/TV Broadcascing

Ileccria, Gas

Trade

Services

15

42

27

9

33

29

27

13

18

37

27

25

31

39

26

'4

32

10

50

38

34

31

16

28

'2

33

31

38

32

43

By 3ruad Asset Type

-29 -tO

30

L4

9

37

is

By

10

10

-0

-2

12

:3

22

34

21

to

40

22

Industry

22

L6

t2

-2

235

10

9

t2

L9

:9

27

Pre-1981 I

5%
CA fatc W I

20

33

25

9

37

25

23

19

12

13

29

19

16

19

25

30

29

Source: C¢ngrehsirnaL research Sarviie. Assumes a -.6 percent real
discount race. based in a eighzed average i ch.! aferceox real interesc race
and the recurn c- equity.
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STATEMENT OF ALAN J. B. ARONSOHN, ESQ., ROBINSON, SILVER-
MAN, PEARCE, ARONSOHN & BERMAN, N.Y., NEW YORK: TAX
COUNSEL, NATIONAL REALTY COMMITTEE, WASHINGTON, D.C.
Mr. ARONSOHN. My name is Alan Aronsohn. I am appearing on

behalf of the National Realty Committee. I am accompanied by Dr.
William Rule, who is the director of economic analysis, Coopers
and Lybrand, and they have done some statistical studies for us.

I will simply summarize our position as briefly as I can and ask
your permission to file a detailed statement.

Basically, the only justification for a tax expenditure is the
thought that it is needed and that it works. We believe, at least at
this juncture in the history under ACRS, that ACRS was needed
and that it does work. And that includes the treatment of ACRS of
real property recovery periods.

As Mr. Woodbury just finished saying, under the ACRS system
as it now exists there is a bias which many people have recognized
in favor of short-term assets such as machinery and equipment.
And it is clear that if we extended the recovery period for real
property without making any other changes in the code, that bias
would simply be exacerbated. In fact, Dr. Rivlin, who testified here
earlier this morning, referred in her written statement to the fact
that the cost of extending the real property recovery period from
15 years to 20 years might well be a further distortion of invest-
ment allocation.

Our most important reason for suggesting that you hesitate to
accept any -suggestion for extending the depreciable life for real
property is that the motivation behind it, apparently, is to raise
revenue. Our studies indicate that it would not raise revenue, at
least not within the immediately foreseeable future. Unless we are
going to change depreciable lives for people who ci-rrently own
property, any change lengthening the life for a depreciable asset is
going to apply only to new owners who put the property in service
subsequent to the time that the change becomes effective. At the
same time, a detrimental change in depreciation cuts down the
number of new owners because real property will not be as attrac-
tive as an investment to new buyers if they have to write their cost
off over 20 years instead of 15. Therefore, you have the immediate
revenue effect of less activity as the result of this imposition of a
tax detriment on the activity and the increased revenue that you
are going to get from the lower deductions in future years is going
to be postponed to the outyears.

ACRS is a very recently enacted system. The Congress intro-
duced-it less thafi-2 years ago. We believe that, while-it is proper to
periodically reexamine tax expenditures to see whether they are
still worthwhile and still doing the job that they were called upon
to perform, it is much too early to think of any radical change in
the treatment of the ACES rules for real property.

Thank you very much.
[The prepared statement follows:]
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PREPARED STATEMENT OF TH NATIONAL REALTY COMMITrE

I. INTRODUCTION
My name is Alan Aronsohn. I am a member of the New York City law firm of

Robinson, Silverman, Pearce, Aronsohn and Berman. I am here today in my role as
tax counsel to National Realty Committee, Inc. (NRC), a non-profit business league
of owners and developers of commercial, residential and other real property
throughout the United States.

The NRC submits this statement in response to an announced review of tax ex-
penditures by the Committee. The NRC understands that this review is partly
prompted by the immediate need of the Committee to "locate" additional revenue to
comply with the requirements of the first Congressional concurrent budget resolu-
tion for fiscal year 1984.

The NRC intends to address itself to the role of real estate in the U.S. economy,
-the degree of sensitivity within the real estate sector of the economy to tax law
changes, and the 15-year capital cost recovery period for real property under ACRS.
In short, the NRC contends real estate's role in a healthy U.S. economy is signifi-
cant; real estate's sensitivity to tax law changes is substantial; and, due to this sen-
sitivity, an extension of the current 15-year ACRS recovery period to a longer
period, as suggested by some, would result in decreased, rather than increased, Fed-
eral revenues and an exacerbation of the historical tax bias against investment in
structures.

11. WHY NRC OPPOSES EXTENSION OF 15-YEAR ACRS WRITEOFF PERIOD

In order to raise additional revenue and reduce the Federal deficit, suggestions
have been made, in particular by the Congressional Budget Office, to lengthen the
recovery period for depreciable real property under ACRS from 15 years to 20 years.
Simply put, the NRC opposes any such extension of the recovery period for deprecia-
ble real property for a series of reasons.

A. AC ,including the portions thereof applicable to real property, was intended
to produce increased investment and savings; it has done so. (see attached Table 1
and Chart 1). It continues to do so.

While the economy has been picking up and the worst ravages of inflation have
abated, large areas of the country still require economic rejuvenation, unemploy-
ment is -still too high (twice the national average in the construction industry), and
inflation, while moderated, is still a force to be reckoned with.

The problems for which ACRS was an intended remedy are therefore still with us.
B. The 15-year recovery period for real property represented a compromise. In

1981, during the debates attending the introduction of ACRS, substantial sentiment
existed in favor of the 10-5-3 depreciation system under which real property would
have been assigned a 10-year recovery period, twice the recovery period or mo

machinery and equipment. The NRC did not support 10-5-3, with its attendant/10-
year recovery period for depreciable real property, but did ultimately support the
ACRS 16-year recovery period for real property, even though this resulted in a re-
covery period for depreciable real property that was 3 times as long as that applica-
ble to most machinery and equipment.

Extending the recovery period at this time for depreciable real property to 20
years would have the effect of increasing recovery period ratios between real and
personal property from 3-1 to 4-1. There is no apparent justification for such a dis-
parity. All evidence indicates that effective tax rates applicable to real property in-
vestments already substantially exceed those applicable to manufacturing (See at-
tached Table 3).

C. ACRS was enacted less than 2 years ago. Rapid changes in fundamental tax
law affecting investment assets create unnecessary and. counterproductive uncer-
tainties in investment markets. At this point, there is nothing to be gained by
lengthening real property recovery periods and everyhing to lose. The direct Treas-
ury revenue gains that would result from the stretch-out would only apply to prop-
erty placed in service by a taxpayer after the effective date of the change, and the
change itself would dampen the rate at which real property would be newly placed
in service. In fact, investment in real property structures would substantially de-
crease, dangerously close to pre-ACRS levels (See attached Chart 3). Calculations
performed by Coopers & Lybrand for us indicate that for the immediate future the
revenue effect of the -change would be negative (See Table 2), thereby voiding the
reason for which the 15-year ACRS period would be extended, i.e., to raise Federal
revenues.
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That conc.udes-my oral remarks for today. With your permission, the National
Realty Committee submits the following for Inclusion in the Committee's printed
record of the hearing.

II. NRC'S ECONOMIC STUDY

Since 1972 the NRC has actively involved itself in a continuing economic study of
the place occupied by the real estate industry in the United States economy. For
many years Dr. Norman B. Ture worked as a consultant with the NRC in this en-
deavor. His independent work and work in behalf of the NRC during the 1970's re-
suited in the development of two economic forecasting computer models, one for the
entire U.S. economy (ATIM) and one, a submodel proprietary to NRC, for the real
estate subsector of the United States economy.

As a result of Dr. Ture's association with the NRC, the NRC published in 1973
and 1977 comprehensive economic studies of the place held by real estate in the
U.S. economy. These studies made it all clear to all, including Congress, that real
estate is a major factor in the U.S. economy which must be taken fully into account
when a tax bill is considered. Key aspects of this study have been updated through
1981. -

Building on the ATIM model, the accounting firm of Coopers & Lybrand has de-
veloped an economic forecasting simulator, called CLEFS, which-can analyze the ef-
fects of various proposed tax law changes on the economy and on investment in real
estate. CLEFS can be used in conjunction with the NRC's real estate submodel (now
updated by Coopers & Lybrand) to render greater detail and information regarding
the effects of such tax changes on the real estate sector of the economy.

To better prepare its case before Congress in 1983, and to assist the Committee in
its review of certain tax expenditures, NRC asked Coopers & Lybrand to asesse
through-the-use-of CLEFS the comparative gain or loss to commercial and rental
residential real estate investment stemming from the 1981 tax bill (ERTA) and the
1982 tax bill (TEFRA). And because the option was contained in the Congressional
Budget Office's February 1983 report entitled R reducing the Deficit: Spending and
Revenue Options" NRC also asked Coopers & Lybrand to anaylze the effect exten-
sion of the current 15-year ACRS writeoff period for structures 'to 20 years would
have on Federal -revenues and investment in the real estate sect/.,r. The results ar-
rived at by Coopers & Lybrand are contained in Section V of this statement.

IV. REAL RTATE IN THE U.S. ECONOMY

Its Role is Significant and its Sensitivity to Tax Law Changes is Substaintial.Both the NRC's updated economic study of real estate's role in the economy and
the output of CLEFS indicate that the industry is highly sensitive to tax changes to
VM IS itlposed. Given the demands by real estate on other industries and the
dependence'of virtually all economic sectors on the products and services of the real
estate industry, tax changes which adversely affect real estate impede progress
throughout the economy.

Three sets of finding support these observations:
A. The real estate mdustry-defined as private contract construction, real estate

services, and financial services allocated to real estate-is-4he fourth largest U.S.
industry.

In 1981, real estate produced $275.5 billion-12.2 percent--of private business sec-
tor's GNP.

Real estate has made a msjor contribution to the long-term expansion of total
output ofthe-US&4coaomy. Since 1947, real estate GNP has increased at an aver-
age annual rate 44-&3S percent, about-the same rate as that for the total private
business sector (measured in constant 1972 dollars). The industry's growth slowed
considerably after 1970; its constant dollar GNP growth rate fell to 2.4 percent for
the years 1971-1981, compared with 8.0 percent for the total private business sector
in the same period.

The real estate industry provided 5,996,000 jobs in 1981, about one oit of every 12
in the private sector. Employment in the industry grew almost a third again as fast
as-in the-private sector as a whole from 1947 through 1981. (2.1 percent in real
estate vs. 1.6 percent in the privat sector as a whole)

The piy-ica structures which are the real estate industry's principal final prod-
ucts are a major part of the total stock of real capital in the United States. In 1981,
the value of privately-owned structures was nearly 4.2 trillion. The amount of this
capital measured in constant dollars has increased at an average rate of 3.5 percent
a year since 1947, but has grown at a much slower rate--2.6 percent--since 1971.
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B. While very large in terms of total output and employment, the real estate in-
dustry consists predominantly of a very large number of very small business estab-
lishments.

In 1980, there were almost 417,000 contract construction and almost 170,000 real
estate service establishments. These firms are important parts of the business life of
every state and city.

Over 90 percent of the contract construction establishments employ 20 or fewer
employees.

95 percent of real estate service establishments employed 20 or fewer persons.
C. Demands by the real estate industry generate substantial amounts of income

and employment throughout the U.S. economy. \
In 1981, nearly 2.4 million employees in other industries were producing things

required by the real estate industry.
With-the nearly 6 million persons employed directly in real estate, total employ-

ment generated by real estate was about 8,350,000, about one of every 9 jobs in the
private sector.

The National Income generated in the real estate industry and in other industries
in meeting real estate demands amounted to about $303 billion in 1981-about one-
eighth of the U.S. National Income.

These facts afford a shop perspective about the real estate industry. It is a highly
fragmented industry with dprajor impact on the American economy. Yet, because it
is predominantly an industry of very small, nondiversified business units, real
estate is unusually susceptible to changes in borad economic conditions, in the fi-
nancial climate, 'd in public policies.

The historical record also shows that the vigorous long-term growth of the real
estate industry has not generated comparable increases in returns to investors. Over
the period 1947 through 1981.

Gross pretax equity income-proprietors' income, corporate profits, personal
rental income, and depreciation allowances (all in current dollars)-increased at an
average annual rate of 6.8 percent compared with 8 percent for total current dollar
GNP originating in real estate.

As a share of real estate GNP, gross pretax equity income has declined steadily,
from almost 64 percent in 1947 to less than 44 percent in 1981.

In view of these trends, tax policy makers should carefully evaluate the effects of
their policy decisions on the capacity of the industry to attract the saving which, in
real terms, finances investment in real estate. Increasing the rate of tax on the re-
turns on scuh investment will mean retarded growth in the stock of private housing
and industrial and commercial structures.

Our study also details the contribution of the real estate industry to the financing
of the public sector. In 1979, the industry generated just over $41 billion in Federal
tax receipts, about 8.4 percent of total Federal tax revenues. In the same year, real
estate accounted for close to $70 billion of taxes at the state and local government
level, about 29 percent of these government's tax receipts.

Slowing the growth of real estate, it should be clear, sooner or later must also
retard the growth in state and local governments' financial capacity to provide
public services.

The conclusions to be drawn from the preceding profle of the real estate industry
are virtually inescapable:

The private real estate industry plays a large and critical role in the American
economy.

it is the financial mainstay of our states and localities.
The future capability of the industry to contribute to the economy's growth and

well being will depend heavily on the weight of taxes on real estate investment. Tax
changes adverse to the industry's growth will affect all segments of the economy
and every region, state, and locality in the United States.

V. CLES'S ANALYSIS OF THE IMPACT OF CAPITAL RECOVERY CHANGES IN 1981 AND CBo'S
'PiROPO8.D CHANGE IN 1984 ON ECONOMIC ACTIVITY -

The following tables and charts have been prepared for the National Realty Com-
mittee by Coopers & Lybrand. the analysis was performed using Coopers & Ly-
brand's Economic Forecasting Simulator (CLEFS),

Three simulation runs were done. A baseline case was run assuming pre-ERTA
capital recovery provisions. This is identified in the following exhibits as the "prior
law" simulation. A second simulation was run reflecting the changes in the capital
recovery provisions due to ERTA. This "present law" case includes changes made as
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a result of TEFRA. The final simulation is of a change from 15 to 20 year deprecia-
ble lives for all structures.

As can be seen in Table 1, equipment was given advantageous treatmen relative
to structures as a result of the ERTA capital recovery changes. If the Ivies for all
structures are increased beginning in 1984, the simulations hsow a decline in invest-
ment and Federal tax revenues from what would otherwise be the case (see Table 2).

A significant effect of the increased lives for structures is to heighten the histori-
cal disparity in the treatment of equipment relative to structures. Table 2 shows
that the capital stock level for equipment would increase relative to the "present
law" case. However, the capital stock level would decrease relative to the "present
law" case for structures. furthermore, commercial and rental residential structures
would tend to be pushed back to simulated pre-ERTA levels (see Table 2 and Chart
3).



TABLI 1. CONPARrSON OF PRESENT LAW (3R2A AS AMiNDlY BY TuA)
TO PRIOR LAW TR ZDS

1981 1982 198 US * § 1984 19 j86 1987
Differences from Prior Lay (billions of 5)

Investuen
Federal Tx Revenues

Invetment'(1972 8)
Federal Tax Revenues (1972 8)

Capital Stock (1972 S)
• quipment,
Commercial and Rental

Residential Structures

Percentage Differences from Prior Lav

Investment
Federal Tax Revenues

Investment (1972 $)
Federal Tax Revenues (1972 8)

Capital Stock (1972 S)
equipment
Commercial and-Rental

Residential Structures

18.8 23.1
.6 1.2

28.3 35-0 41.9 48.3 55.61.6 2.8 3.8 5.1 6.9

10.4 12.0 13.6 15.7 17.8 19.4 20.9
.4 .6 1.1 1.3 1.6 2.1 2.6

18.8 19.6 23.1 26.0 27.3 30.3 33.8

13.4 15.0 15.0 17.5 22.3 26.1 30.2

4.12 4.61 5.25 5.12 5.55 5.88.07 .11 .17 .22 .291 .37
4.13 4.63 5.28 5.15 5.57 5.88
.11 .19 .34 .35 .44 .54

3.15 3.11 3.46 3.78 3.77 4.00

2.84 3.09 2.96 3.30 . 4.03 4.55

Prepared by Coopers & Lybrand for the National Realty Committee (6/27/83)
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TABLE 2. COMPARISON OP PROPOSED LAW (20-mAR LIP! poll RTRUCUR.s)
TO PRESENT LAW TRENDS

Differences from Prior Law (billions of S)

Investment
Federal Tax Revenues

Investment (1972 3)
Federal Tax Revenues (1972 5)

Capital Stock (1972 $)
Equipment
Commercial and Rental

Residential Structures

Percentage Differences from Prior Law

Investment
Federal Tax Revenues

Investment (1972 S)
Federal Tax Revenues (1972 S)

Capital Stock (1972 S)
Equipment
Commercial and Rental

Residential Structures

-10.6
-. 3

-4.7
-.1

-13.0 -15.6 -18.2
-. 5 -1.0 -1.5

-5.5
-. 4

-6.2
:-4

-6.9
-. 6

5.9 5.6 5.3 4.8
-20.4 -22.4 -24.5 -26.9

-1.48 -1.64 -1.79 -1.86
-. 06 -.05 -.07 -. I0
-1.48 -1.64 -1.79 -1.85
--03 -.17 -.10 -.14

.82 .75 .67:

-3.63 -3•84 -4.01

.58
-4.19

Prepared by Coopers & Lybrand for the National Realty Committee (6/27/83)
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TABLE 3.

Combined Corporate and Personal Effective Tax Burdens
on New Investment Under Alternative Tax Schemes

Inflation

Pixed Capital
A. Pre-1981 Law

Equipment 26% 31%
Public Utility Structures 36 37
Other Structures (primarily
buildings) 52 52

B. Permanent ACRS Provisions
Equipment -12 -5
Public Utility Structures 25 26
Other Structures 43 43

C.. Current Law (TEFRA)
Equipment 21 26
Public Utility Structures 35 35
Other Structures 43 43

Land 53 50

Inventories 66 65

Combined Aggregate Tax Burdens

Pre-1981 Law 48 48
Permanent ACRS Provisions 39 40
Current Law (TFPRA) 44 45
No Corporate Tax 33 38
Expensing of Investment 13 7

Sources 'Effective Corporate Tax Rates and Tax Changes in
the 97th Congress', Congressional Research Service, The Library
of Congress, Jane G. Gravelle, Specialist in Industry Analysis
and Finance, Economic Division, January 3, 1983.



Chart 1

Gross Private Domestic Investment - Differences from
Prior Law (Pre-ERTA)

Prepared by Coopers & Lybrand for the National Pealty Committee
(6/27/83)

Note: Gross Private Domestic Investment consists of purchases by private businesses offixed capital goods (equipment and structures) plus the vylue, X thechange andthe physical volume of inventories held by private businesses.
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Chart 2

Stock of Structures - Differences from Prior Law (Pre-KMrA)l
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Chart 3

Stock of Commercial and Rental Residential Structures -Differences from Prior Law (Pre-ERTA)
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Senator DANFORTH. Senator, Long?
Senator LONG. I just want to state my position for the record, for

the panel and for anybody else who is interested.
It is my thought that we should not have a tax increase like this

unless it is coupled with some kind of assurance that we will have
a major cut in spending. Personally, I think that spending cuts
ought to exceed what we are called upon to raise in taxes-I would
hope maybe at least 2 for 1.

F don't want to be fiscally irresponsible, but I think that most
people in the country wouldprefer that we reduce spending. I am
talking about most taxpayers-they would prefer that we reduce
spending instead of raising taxes. It looks like it may be required to
do both; but if that should be the case, I think that they have a
right to demand and insist that if we are going to have a tax in-
crease, it ought to be a part of a package where there will be major
cuts in Federal spending. In fact, the last time we had a balanced
budget, that's what the combination was-a big cut in spending, ac-
companied by a big tax increase. That's point No. 1. -

Point No. 2: I am not at all convinced that in raising money, we
would better raise it by striking at first one industry and the next
another, as is being suggested by having a hearing on tax expendi-
tures, rather than something that would be a more broad, sweep-
ing, across-the-board type revenue measure where everybody pays
his part.

In my judgment, I don't think we can afford the third stage of
that tax cut that is in the law now. We should have deferred the
third stage, held it off until we can afford it-not jpst putting a cap
on the third stage, but defer the whole 10-percent cut that is going
into effect in July.

The President was determined not to do business that way and
not to defer that tax cut, so I assume that it's going to go into
effect. But let me just say that as far as my paft of the tax cut is
concerned as an individual, I would cheerfully give up my part just
to make my share of the contribution in doing what has to be done
to get the Government's finances in order.

When this matter is behind us, I believe that we ought to take a
look at how we can raise a large amount of money by some kind of
tax that would apply across the board, where eve body is going to
pay a share, especially everybody in this room. don't think we
want to tax welfare clients; but, aside from needy persons, it seems
to me that taxpayers ought to be asked to do their share toward
raising the large amount of money it is going to take if we are
going to have fiscal responsibility, where we cut spending and raise
taxes.

It won't be so burdensome on anybody if we -can spread the
burden so that everybody is a part of it. But I thinkif you zero in
on any one of these industries represented here, as has been sug-
gested by some witnesses, you are going to do immeasurable injury.
And I believe if you do that, as has been suggested by some with
regard tothis industry that is so well-represented here before us
today at this moment, it will do more harm than it would do just to
cap the tax cut or to defer the tax cut that we had voted for previ-
ously. I think it would be-better to think in terms of some kind of a
tax where everybody who is not a low-income person will pay his
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part, and have dn appropriate arrangement to take care of those
who are in a loW-income situation.

That general is my position, and that's how I am going to vote.
Thank you. J
Senator D FORTH. Well, I generally agree with Senator Long,

except for h comment about the third year of the tax cut. But I
would rather do it by making some adjustment to the indexing part
of what we did; because I think we could do that in the outyears
and not have an effect on the recovery.

But it seems to me that the problem with the kind of approach
we are into today-not to say that it's not worth doing-is when
you start making laundry lists, Congress starts making laundry
lists, that just means that one-by-one we are getting every group in
the world cowing before us saying, "Don't do that to us." And if
you do target one group such as home building or real estate, you
can really have a disproportionate effect on the group.

I think what we should do igto-look at a very broad-based ap-
proach and be willing to make some very unpopular decisions.

Dr. Carlson said that "entitlements have to be part of it." I don't
think that-it is possible to come up-with the dollars without the
entitlements. I don't want to touch the entitlements. Politically, I
almost lost an election on the question of entitlements. I don't
want to do that.

And maybe we will decide we don't want to touch the entitle-
ments, and maybe we will decide that we don't want some broad-
based tax effort. Maybe that is the decision; but I think that if we
are going to make that decision we have to also recognize that the
reality of the situation is, therefore we are going to have budget
deficits of $150 billion-plus every year-not just 3 or 4 or 5 years,
but every year. And the interest on the national debt is going to
get higher and higher and higher, and therefore the deficit is going
toget evermore out of control.

So I think that your comments are quite right-the reality is, we
have to face the entitlement question; the reality is, as Senator
Long said, we have to face the broad-based approach on taxes, or
else we are not going to come up with the dollars.

Dr. Carlson, I take it that you would be in general agreement
with that. I don't know about the tax part.

Dr. CARLSON. Yes, sir, especially if the tax in-creases that you felt
were necessary were primarily on consumption and not on invest-
ment, because I do think we are an investment-short economy.

Senator DAFORTH. Yes.
I think this: That it is not possible to put together a package

unless both taxes and spending are in it. You just can't say, "Oh,
we're going to do it all by taxes." Even if that were smart econom-
ics, you couldn't put together a package without having spending
and taxes together.
_ What is the status of the homebuilding industry now? Is it in
great shape with everybody at work and ready to assume another
blow from Uncle? [Laughter.]

Mr. SMrrH. Well, we don't feel we're in great shape. We are a lot
better than we were previously, but we still have an awful long
ways to go, we still have an awu) lot of people to put back to work.
And I'm sure you are aware that we've had about a 9-percent cut

24-85 o-8--18
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in programs in housing, and over the last 3 years at a time when
we were in the worst recession that our industry has ever encoun-
tered.

But we will lead this country out of the recession-I think we
are proving that-with the proper tools.

Senator DANFORTH. Well, I just can't imagine that with the
shape that the homebuilding industry has been in, and the con-
struction trades have been in for now a period of years, I just can't
imagine that one of the targets is going to be this particular sector
of the economy.

Mr. SMITH. We feel we've taken our share.
Senator DANFORTH. Gentlemen, I would like to make just one

other suggestion to you. I very much appreciate your testimony,
and again Senator Dole may have some questions, but the public is
going to have to get ahead of its politicians, because we have
proven that what we really want to do is to increase spending and
cut taxes, and practice the politics of joy. And we think that we are
making ourselves popular by doing that.

I think it is very important for people such as yourselves not
only to testify before committees of the Congress and state your
own positions relating to your own industry, but also try to present
the reality of the situation to the American people, because I think
it is only after we face up to the facts, only after we face up to the
reality, will those of us in political office have the courage to act
accordingly.

If the American people honestly believe that all of the problems
of the economy can be solved by such things as not increasing con-
gressional pay or fiddling around with the defense budget or get-
ting fraud out of food stamps, and so on and so forth, if they be-
lieve that that is the sum total of the problem, then they are never
going to be willing to face up to the really hard decisions which we
are going to have to make, which will, as Senator Long pointed out,
affect virtually everybody in the country.

So I think, really, we have a big job to do of putting the facts out
to the public and giving the public an opportunity to get ahead of
the politicians. i

Dr. CARLSON. Senator, would you have any suggestion of a target
of opportunity for thu public to focus on, such as maybe a continu-
ing resolution at the end of this fiscal year, or some other, that
they could express themselves to the politicians?

Senator D.xFoRTH. Well, Senator Boren and I made a sugges-
tion. It's getting nowhere, I'm sure, but we are floating the idea,
and we are attempting to push it. The idea is this: From 1985 to
1988, for purposes of both taxation and the entitlements, the ad-
justment for inflation should not be a full Consumer Price Index
adjustment but CPI minus 3 percent.

Dr. CARLSON. Very good.
Senator DANFORTH. That will touch almost everybody except the

people in the means-tested program, except for the very poor
people. It doesn't come up with all of the dollars we need; it comes
up with a big chunk. But I think that the message is that all of us
are in this together, and that the American. people are going to
have to be faced with that; they are going to have to be given the
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opportunity to choose whether or not they want to make a sacri-
fice.

The problem with nickel-diming it, the problem with coming up
with some approach aimed at some little, you know, specific deal in
the Tax Code, some little loophole-we should do it; I don't doubt
that-the problem with focusing on that is that people say, "Well,
I've got the best of all worlds. Yoq know, I don't have to participate
in the solution at all. Somebody else can do it." That's the problem
with the cap on the tax cut. That's to say, "Hey, we've got a prob-
lem. Let's let somebody else solve it." Tax the fellow behind that
tree, as Senator Long said. [Laughter.]

And it's not responsible, and it's not true. So the whole point
that Senator Boren and I are trying to make is that we are all in
this thing.

I bet if you put it to the American people, as J. F. K. tried in his
inaugural address, I bet if you really put it to the American people
and said, "Are you willing, along with everybody else in the coun-
try, to make some sacrifice-not a whole lot, but some sacrifice-
because your country is in trouble?" Most people would say, "Yes,
we are," because they still believe in their country. But we in poli-
tics are so shellshocked, we don't want to ever ask anybody to sac-
rifice anything. So what do we do? We make up "laundry lists"-
laundry lists of other guys who can bear the burden. And in this
case one of the names on the laundry list is real estate and home-
building-you know?-those well-to-do, prosperous, no-problem
homebuilders. [Laughter]

Senator DANFORTH. So, I don't know. That's my view of it.
Senator LONG. Could I just add a word before you wrap this up?
Senator DANFORTH. Yes.
Senator LONG. I think that Senator Danforth has pretty well

drawn a picture of the problem and the direction we are going to
have to head toward the answer.

Here we are talking about the Finance Committee being called
upon by the Congress to make a recommendation which, in the
third year, on an annual basis, would bring in $42 billion a year of
additional taxes.

I have a high regard for Senator Metzenbaum, although he and I
don't always agree. And in my judgment, for us to try to talk about
getting that $42 billion by nickel and diming it, industry by indus-
try. Half of the people in the oil business are out of work right
now. How did we get in this economic mess that we have been suf-
fering for for the last 7 years? It all started with that energy disas-
ter. Do you recall that, Dr. Carlson? That's where the whole thing
got started. This recession that we are trying to get out of was all
triggered by that energy fiasco; wasn't it?

Dr. CARLSON. Excuse me?
Senator LONG. This long recession, the longest recession since

World War II, was started by that energy disaster that occurred
back when Khomeini came to power in Iran.

Dr. CARLSON. Yes, sir.
Senator LONG. And prior to that time the biggest mess that we

had to contend with was the previous energy crisis. It didn't seem
to teach us a thing. )
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If we want to avoid triggering another 7-year recession with an-
other energy crisis, it just seems to me that we ought to have the
oil industry out there working. Half of their employees are out of
work now; don't put the other half out of work. Put them to work,
just like we are trying to put the homebuilders to work. We need
all the energy we can produce. We can't produce enough to meet
all our requirements, even if they are all working full time.

So there is a big opportunity that we ought to be exploiting one
way or another.

But to raise the $42 billion in taxes, you aren't going to get it by
saying that the independent producers seem to have a tax advan-
tage that equates out to $900 million, and then take part of that
away. Let's say you take half of that tax advantage from them, you
have narrowed your gap by 1 percent, and meanwhile you are set-
ting the stage for another energy disaster like we've had twice al-
ready.

To get that kind of money, $42 billion, you are going to have to
think in term of taxes that affect just about everybody. If you are
just taxing the average American family, you would need $800 for
every family in America to raise that kind of money.

So to talk about raising that kind of money by taking a bite out
of the housing industry, and then taking a bite out of the shopping
centers, and then taking a bite out of an independent oil producer,
by the time you got through with all of that you would have about
5 or 10 percent of the amount you need to raise, and meanwhile
you might have triggered another recession for the country.

If we are going to do something about the deficits, I think we
have got to do something where, as Senator Danforth suggests, all[
Americans will have to be asked to share the burden.

I would like to ask you this, Dr. Carlson, because I think you
have been reading these things more than some of us do: Are you
familiar with the recommendations that have been made to us by
the Peterson Commission? That is, former Secretary of Commerce
Peterson and those five former Secretaries of the Treasury, Mr.
Douglas Dillon, Henry Fowler, Mr. Blumenthal, Mr. Simon, and
Mr. Connelly. Are you familiar with the recommendations those
men have made?

Dr. CARLSON. Yes, sir.
Senator LONG. Would you give us what the idea of it is?
Dr. CARLSON. The idea is that we have to bring the deficits down

more energetically than we have in the past, that there has to be a
broad-based program, that it should not be anti-investment in the
process, and it obviously involves some taxes along with the reduc-
tion in the rate of spending. I think it is somewhat similar to both
of your expressions here as to what the answer is, and I frankly
think that that has to be our solution to get this deficit down, as
you have expressed it here, and as the Peterson group has ex-
pressed it.

Senator LONG. Now, there is a distinguished group. Five of them
served as Secretary of the Treasury. All of them are very success-
ful. None of them is asking for any special advantage for the indus-
try of which they are a part today. They are five outstanding men.
Three of them served under a Democratic administration; three of
them served under a Republican administration. And I don't know
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where you would find a more responsible group saying, "Here is
the kind of thing that you need to be doing.

I know it is easier to tax "the fellow standing behind the tee."
But it seems to me that after we get through talking about how to
get out of this trap by picking on the timber grower, and then the
homebuilder, and then the independent oil and gas producer, and
then some other fellow here and there, there are just not that

-- many people standing behind a tree for us to go after that way. So
the idea of these invisible taxpayers paying $42 billion a year more,
where the average person doesn't pay any part of it, is just out of
the question, in my judgment. We are just kidding ourselves if we
think we can raise $42 billion where a major impact doesn't fall on
every family that is paying taxes in America. And I think you
agree with that.

Dr. CARLSON. Yes, sir.
Senator LONG. Do most of you agree with that? For that kind of

money, we are going to have to be thinking in terms of impacts
across the board, where every American family will have to pay
part of it.

Mr. WOODBURY. I certainly agree.
Senator LONG. Do you all tend to agree with that?
Mr. SMrrH. Yes, sir.
Senator LONG. Well, that's the way it is looking to me. And I

think that those former Secretaries of the Treasury, as well as Mr.
Peterson who served as Secretary of Commerce, I think they ren-
dered a service when they suggested that that's the direction we'd
better be looking. Cut spending, or we are going to have to put
more taxes on the people, unless we are going to put the people of
this country so badly in debt that they will never hope to get out of
it, where the interest of the national debt will be the largest single
item in the whole budget.

Dr. CARLSON. Sir, if you wouldn't mind my turning around the
question, inasmuch as we have had these people who have served
their country well, and we do listen to them when they make com-
ments, why do you think they have been unsuccessful in penetrat-
ing the views of the political leadership of our country in coming
up with a solution.

Senator LONG. Well, I think it's the fault of people like you, Dr.
Carlson, and you gentlemen here. Each of you is speaking for a
major segment of the American economy, particularly a major seg-
ment of American business. And I think you people are going to
have to rally behind those kind of citizens and give them the kind
of support it takes to get the attention of Congress.

Now, they came up here, and on this committee these Senators
listened, and I think two of us here agreed with them. We agreed
with the general philosophy that they were expressing. But to get
that to the attention of the average Member of Congress, at the
grassroots level, your associate members are going to have to talk
to their Congressmen and talk to their Senators. And if you can, do
the job where you can get just the average little homebuilder back
home to ask your Senator and Congressman, "Well, how about the
suggestion of those five former Secretaries of the Treasury? Doesn't
that make sense?"
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When they come to speak to a civic club, you know, often the
easy way out is to just throw it open to questions. So when they
throw that open to questions, I hope that those of you who are rep-
resented here will have some association members who will say,
"Well, lookee here. Why don't yoU consider some of those recom-
mendations of those five men who served as Secretary of the TreaS-
ury? Three Democrats and two Republicans. But Douglas Dillon
was a Republican serving in a Democratic administration; he was a
Republican before John Kennedy became President. But if you add
Mr. Peterson, that makes three Republicans, three Democrats, all
of whom played a very responsible role in administrations during
the recent years, all respected even by those on the other side of
the aisle. I think you ought to consider the suggestions those men
are making, because it looks to me as though they are pointing us
in a direction we are going to have to go."

Senator DANFORTH. I would like to just add one other point. I
think we have kept you so long, that it's probably torture for you,
but just one other suggestion:

The American people have long known that huge deficits are
bad. The American people have long known that high national
debt is bad. They feel bad, intuitively; people don't have to argue
the case. They believe that.

Now they are witnessing an amazing phenomenon in this coun-
try, where heretofore conservative politicians are telling them to
forget about the size of the deficit.

It is unbelievable to me that members of my party whom I used
to believe were conservatives are adopting this exceptionally casual
view of the size of the deficit. And maybe one thing that we should
do is to try to rekindle-if anything is lost-rekindle that flame of
reaction against high deficits.

I really think that the supply-side concept has something to say
for it, but, golly, if we are about to reject any kind of tax increase
and any kind of package to really get the deficit under control be-
cause of some newfangled ideology, I think that's just crazy. Sena-
tor Roth used the word "insanity" in his letter. Well, I think the
comment is well put, although I don't agree with his letter.

Gentlemen, thank you all very much.
[Whereupon, at 12:46 p.m., the hearing was recessed, to be re-

sumed at 10 a.m., Wednesday, June 29, 1983.]
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STATEMENT BY SENATOR DAV DURENBERGER

At about this time last year, this Committee was faced with the task of raising an
additional $100 billion over three years. I managed to do so by instituting many
long-needed reforms to the Federal tax code. As the Committee is again faced with

'the prospect of raising significant amounts of new revenue, the tendency will once
again be to look for additional reforms that both produce new revenues and improve
the overall Federal system of taxation. And, foremost among the possibilities will be
those reforms left over from last year that were seriously considered-but left out of
the final tax bill.

At the top of most lists of reforms last year was the elimination of the deduction
for state and local sales and personal property taxes. This proposal is certain to
come under serious scrutiny once again this time around.

So, at the outset, I will state emphatically that any assault on the deductibility of
state and local taxes solely as a means of raising more Federal revenue is misdirect-
ed and ill-advised. This does not mean, however, that the deduction of state and
local taxes should remain exempt from examination as this Committee goes about
-genuine tax reform.

I think there are three basic questions this Committee should address as it goes
about determining the future treatment of state and local taxes in the Federal tax
code.

First, is the deduction of state and local taxes an efficient Federal subsidy for
state and local governments? I think of efficiency in this context as the amount of
benefit realized on the state and local end, compared to the dollar of revenue lost or
expended here on the Federal end. When economists look at the revenue value to
state and local governments of the Federal government giving tax relief to taxpay-
era through the deductibility of state and local taxes, they discover this to be a rela-
tively inefficient way to subsidize these governments. It is estimated that for every
dollar of Federal revenue foregone because of state-local tax deductibility, state and
local governments receive only about 214 in the form of increased revenues over
what they would have realized in the total absence of deductibility. It is further esti-
mated that if the deduction is not totally eliminated but is limited in a careful
manner, for each dollar in deductions taken away, state and local governments will
realize a decrease in revenues equal only to about a dime.

The second question this Committee should address is suggested by the answer to
the first: Is it possible to limit the deductibility of state and local taxes and replace
this indirect subsidy with a more efficient subsidy? The answer to this question is a
resounding YES! The most efficient of all direct Federal assistance to state and local
governments is a program this Committee will consider this afternoon for reauthori-
zation: General Revenue Sharing. It is estimated that for every dollar Congress ap-

(195)
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propriates for revenue sharing, 99$ finds its way into the hands of state and local
officials, with only 10 consumed for administrative costs.

Limiting the deductibility of state and local taxes and returning the increased
Federal revenues to state governments through a new state revenue sharing pro-
gram will produce enormous efficiencies. Instead of 10 to 20t of every Federal dollar
finding its way back to state and local officials, 99t on the dollar would be available.

This then leads to the third essential question that must be addressed: What is
the best way to limit the deductibility of state and local taxes? To answer this let
me begin with the worst possible approach-selectively repealing the deductibility
of a single tax such as the sales tax. Nationwide in 1980, sales tax accounted for 16
percent of all deductions for state and local taxes, but this measure ranged from less
than one percent in Oregon to 46 percent in Louisiana. If sales tax deductibility
were repealed, the additional Federal revenues would come mainly from residents of
states that relied on the sales tax as an important revenue source, and little from
residents of states that levied no sales tax. Furthermore, the Federal government,
by this action, would be encouraging states to shift reliance off the nondeductible
sales tax onto other taxes that remain deductible, such as the real property tax.

A major issue in designing a limit on deductibility is how much it will cost state
and local governments in lost revenues. By this standard, selective repeal of the
sales tax is also an undesirable approach. Of the several major approaches I have
examined, selective repeal of the sales tax would produce the largest revenue losses
to state and local governments.

I have looked carefully at possible ways to limit deductibility and have come to
the conclusion that the best way to treat the four remaining taxes eligible for deduc-
tion-income, sales, personal property and real property-is to combine them into
one pool and to place a floor on the total amount that may be deducted. This floor
should be expressed as a fixed percentage of a taxpayer's adjusted gross income to
avoid a regressive effect. Only taxes in excess of the floor amount would remain eli-
gible for deduction, while taxes paid up to the floor would now be subject to the
federal income tax.

This approach has several desirable attributes. It is not regressive. It does not
skew state and local tax decisions in favor of or against any one particular tax. It
raises revenues more uniformly among all states. And, it produces the least loss in
state and local own-source revenues. The Congressional Research Service has esti-
mated that for each dollar collected by the Federal government through this limita-
tion, state and local governments can expect to lose on the order of 10 cents in own-
source revenues. In other words, by not spending an additional Federc! dollar, the
efficiency of subsidizing state and local governments would improve ten-fold if the
dollars raised through this limitation were returned directly to states as revenue
sharing.

Mr. Chairman, this is genuine tax reform. It improves the Federal income tax by
broadening its base. It limits a loophole from which only 30 percent of all Federal
tax returns benefit. But, at the same time, it does not neglect the profound policy
implications such a change holds. And most importantly, it does not merely seek
increased Federal revenues while hiding behind the rhetoric of tax reform.

Before I submit to your questions, let me introduce Miss Nonna Noto, a senior
analyst with the Congressional Research Service, who with her colleague, Dennis
Zimmerman, just completed a comprehensive report on this question of state and
local tax deductibility for the Governmental Affairs Committee. I have a written
statement that I would like to submit on their behalf, and Miss Noto will be availa-
ble to back me up if there are any specific questions regarding the CRS report.

Thank you, Mr. Chairman.
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The provision permitting the deduction of t*Aes paid to State and local

governments from the Federal individual income tax base is under serious scru-

tiny. The Revenue Acts of 1964 and 1978 established legislative precedents for

curbing the deductibility of fees and taxes paid to State and local governments

by eliminating the deductibility of motor-vehicle license fees and of excise

taxes, including those on gasoline. The repeal of sales and personal property

tax deductibility was considered in deliberations over the Tax Equity and Fiscal

Responsibility Act of 1982 (TEFRA).

Given the continuing fiscal pressures on the Federal Government, it is use-

ful to devote attention to the choice among four major types of deductibility-

limitation proposals that surfaced in the discussions surrounding TEFRA. One

proposal is to completely eliminate the deductibility of the general sales tax.

A second proposal would place a fixed dollar floor on all eligible State-local

tax deductions, estimated by the Joint Coumittee on Taxation at $375 for single

returns and $750 for joint returns. Only State-local tax payments above that

floor would be deductible. A third proposal would also set a floor, but one

that varied with income, estimated by the Joint Committee on Taxation at one

percent of adjusted gross income. A fourth proposal would set a ceiling on

deductions, estimated by CRS at 6.5 percent of adjusted gross income. State-

local taxes in excess of that ceiling amount would no longer be deductible.

All four proposals are designed to raise approximately $5 billion in additional

Federal revenues in fiscal year 1985.

The historical reason for allowing deductibility was not so much to pro-

vide a subsidy to State and local governments, but more to avoid "taxing a
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tax," that is, to avoid taxing individuals on income used to make payments over

which taxpayers were felt to have no discretionary control. Deductibility

helped avoid confiscatory cumulative Federal-State-local income tax rates dur-

ing the period when the top Federal marginal tax rates were very high (they

peaked at 90 percent in 1944-45).

But even at the outset of the Federal income tax in 1913, user charges

and special assessments were not deductible because they were considered to

be payments for specifc services. Over time, some general-purpose taxes also

have had their deductibility removed, for a variety of reasons. For example,

it was considered inappropriate that, simply because of small differences in

their legal specification, taxes levied by some States were considered deduc-

tible, while taxes paid to other States, although essentially the same in their

economic incidence, were not deductible. Some, such as gasoline excise taxes

and motor-vehicle license fees, were considered to be user fees. Others, such

as alcohol and cigarette excise taxes, were sumptuary taxes designed in part

to discourage consumption, and deductibility was viewed as counterproductive

in this regard. And for some of these same taxes, it was considered admini-

stratively unmanageable for the IRS to determine a taxpayer's legitimate deduc-

tions.

Recently, State-local tax deductibility has come under criticism in re-

sponse to a growing perception that the services provided by some State-local

governments have expanded beyond providing just basic public services and that

deductibility is in essence subsidizing private consumption through the public

sector. If this is the case, it is not clear that all general-purpose State-

local tax payments merit deductibility.

Several possible effects upon State and local government fiscal choices

should be considered in the Federal decision to limit deductibility. Limiting

deductibility may raise the price of public goods relative to the price of private
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goods, thereby causing some reduction in the level of State and local spending

financed by their own tax sources. Allowing deductibility for some taxes but

not others may bias_-the choice among State-local revenue sources away from non-

deductible taxes. Limiting deductibility may also discourage State and local

governments from using a more progressive tax system. Finally, limiting deduc-

tibility would reduce the Federal buffer on effective tax differentials among

State-local jurisdictions.

While the four alternative deductibility-limitation approaches are compar-

able in the revenue they are expected to yield to the Federal Government, they

are quite different in their implications for who would be paying those higher

Federal taxes and for State and local government finances. In terms of income-

distributional effects, the least progressive proposal would be the fixed dollar

floor, and the most progressive would be the percentage-of-AGI floor. When

viewed on a nationwide basis, the proposals to eliminate the deductibility of

the sales tax or to set a ceiling on all State-local taxes both appear moderate-

ly progressive. However, because of Aubutantial differences among State-local

tax systems, the effects of these two alternatives are expected to be distrib-

uted quite unevenly among taxpayers in different States.

Nationwide in 1980, sales taxes accounted for 16 percent of all deductions

for State and local taxes, but this measure ranged from less than one percent

in Oregon to 46 percent in Louisiana. If sales tax deductibility were repealed,

the additional Federal revenues would come mainly from residents of States that

relied on the sales tax as an important revenue source, and little from resi-

dents of States that levied no sales tax.

Nationwide in 1980, deductions for State and local taxes were 7.4 percent

of estimated AGI for itemizers, but this ranged from 2.7 percent in Wyoming to

12.2 percent in New York. Half the States were above the proposed ceiling of
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6.5 percent of AGI, and half were below. Thus, the ceiling approach would be

expected to raise the Federal tax liability of most itemizers in high-tax States,

but affect proportionately fewer itemizers in low-tax States. These considera-

tions point to setting a floor that lies below the average tax burden in even

the lowest-tax State as the alternative that appears to spread the burden of

higher Federal taxes most even-handedly among taxpayers in different States.

A question of special concern to State and local governments is how much

limiting this reduction would reduce peoples' willingness to pay State and local

taxes. A critical distinction is whether a particular limitation proposal would

be perceived by Federal tax itemizers as simply reducing their after-tax incomes,

or whether it would also be perceived as raising the relative price of State and

local services. The distinction is important to State and local governments be-

cause studies estimate that the decrease in spending on State-local activities

associated with a one dollar decrease in after-tax income is approximately 10

cents if there is only an income effect, but 20.5 cents--twice as latge--if there

is a price effect.

To give a more specific numerical example, for an itemizer in a 34 percent

marginal tax bracket, $1.00 in deductible State and local taxes in effect costs

only $.66 net of Federal tax. If deductions were limited by $100, the itemizer

would see Federal tax liability increase by $34 and after-tax income decrease by

$34. if the limitation were designed so that a change in State-local taxes would

still be reflected in a change in deductions, then the nit price of a dollar

State-local taxes would remain unchanged at $.66. If, however, the limitation

were designed so that a change in State-local taxes would not change eligible

deductions, then the net price of the last dollar of State-local taxes would

rise from $.66 to $1.00, generating a price effect. A $34 decrease in after-tax



202

income implies a decrease in willingness to pay State and local taxes of $3.40

under an income effect of .10, and $6.97 under a price effect of .205.

There is likely to be only an income effect if deductions are limited from

the bottom--that is, by setting a floor low enough to leave most itemizers with

some State-local taxes still eligible for deductions, so that the last dollars

of an itemizer's State-local taxes would be subsidized at the itemizer's Federal

marginal tax rate. In contrast, there is likely to be a price effect if deduc-

tions are limited from the top by placing a ceiling on deductions, so that the

last dollars of an itemizer's State-local taxes would not be cushioned by a re-

duction in Federal tax liability. If sales tax deductibility were repealed, a

price effect would be associated with efforts to finance State-local spending

through sales taxes.

As a result of the price effect and the differing reliance on the sales

tax among the States, the proposal to eliminate the deductibility of general

sales taxes is expected to generate both a greater aggregate reduction in State-

local tax revenues and greater variability among the States than the percent of

AGI floor approach. CRS estimates tha; as of 1980, imposing a floor at one per-

cent of AGI would have raised $3.0 billion in Federal revenues. Assuming an

income effect of 10 percent, this would generate a reduction of approximately

$300 million or .13 percent of total State-local tax revenues, ranging from .06

percent to .17 percent among the States.

In comparison, eliminating the deductibility of the sales tax would have

raised $3.5 billion in Federal revenues in 1980. Assuming a price effect of

20.5 percent implies a potential loss ot 9720 million or .32 percent of total

State-local tax revenues, ranging from .01 percent to .49 percent among the

States.
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In sum, if the Congress decides to limit the deductibility of State and

local taxes under the individual income tax, it can choose among several meth-

ods. While any of the four approaches analyzed in the CGS report can increase

Federal revenues by an equivalent amount, each method is likely to have differ-

ent economic effects. Among the four proposals, the fixed dollar floor is

least progressive and the percent-of-AGI floor most progressive. The proposals

to repeal the deductibility of the sales tax or to place a ceiling as a percent

of AGI would be more uneven in their effects on itemizers in separate States

because of substantial differences in State-local tax structures. Furthermore.

the sales tax and ceiling approaches are likely to have a more negative effect

on State-local ability to collect taxes than a floor approach, because they are

likely to be perceived as raising the relative price of State and local taxes,

in addition to reducing itemizers' income after Federal taxes.

Senator DURENBERGER. The hearing will come to order. We are
going to start the hearing off not with the Senator from Minnesota,
because he is the only one here, so he is going to preside.

We are going to start with a panel consisting of Ramsey D. Potts,
Esq., on behalf of the National Committee on Small Issue Industri-
al Development Bonds; Donald C. Wegmiller, president, Health
Central System, Minneapolis, on behalf of the American Hospital
Association; and Ronald Bean, president, Council of Pollution Con-
trol Financing Agencies.

If those three people are present, would you come on up? I will
avoid saying anything about Mr. Potts or Mr. Bean, but I have to
say something for the record about Don Wegmiller. I have known
him for about 15 years, and I have learned a few things about him.
Ho is smart, he is honest, and he is frank, which makes him a good
friend and a good advisor; but it can also get him into trouble. Don
was quoted last year as saying that as many as 1,000 hospitals
could close in the next decade, and that sent Alex McMahon right
up a tree. Alex said, "I am not one who subscribes to the erroneous
press reports that 1,000 hospitals will close. None of them will
close."

About my Peer Review Improvement Act, Don Wegmiller once
wrote, "The constituency for this bill is unknown to me. The bene-
fits of the bill are clearly a mystery." Needless to say, the bill
passed. [Laughter.]

It is this kind of leadership that has made the Health Central
System one of the most progressive in the Nation. Total expenses
of Health Central hospitals increased only 4.1 percent in 1982, com-
pared to the national average of 16.8 percent. Expense per admis-
sion increased 7.8 percent versus the national average of 16.6 per-
cent. As Don has demonstrated, it is possible to manage effectively
in times of a tight economy.
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As you can see, it's with obvious pleasure and enthusiasm that I
welcome Don Wegmiller to this panel. But we are going to start
with Mr. Potts, and then Mr. Wegmiller, and then Mr. Bean.

STATEMENT OF RAMSAY D. POTTS, ESQ., ON BEHALF OF THE NA-
TIONAL COMMITTEE ON SMALL ISSUE INDUSTRIAL DEVELOP-
MENT BONDS, WASHINGTON, D.C.
Mr. Pours. Mr. Chairman, I hope you will let me finish my sum-

mary. I was told that I would have 3 minutes; I hope I can do it
within that time, but I will go quickly.

First, the IDB reforms enacted last year in TEFRA placed re-
strictions on activities that could be financed with IDB's, denied
Accelerated Cost Recovery to plant and equipment, mandated
public hearings, and provided for detailed reports to the U.S. Treas-
ury Department. You should wait at least another year, Mr. Chair-
man, to assess the impact of these changes before placing further
restrictions on the program. Any further restrictions would almost
surely kill the program entirely, or make it only marginally useful.

Second, the IDB program is considered by 48 States that use it to
be economically productive and highly useful in creating and re-
taining jobs and stimulating depressed local economies. I give ex-

-amples in my prepared testimony of the beneficial effects of the
program in Minnesota, Michigan, Connecticut, New York, Louisi-
ana, Texas, Rhode Island, New Jersey, Missouri, Massachusetts,
and Mississippi, and I could give examples for the rest of the 48
States that use IDB financing.

Third, the cost of capital, Mr. Chairman, is key to decisions by
firms of all sizes, whether they be small, medium, or large, to mod-
ernize plant and equipment and is the key to being competitive.
Many Japanese companies in export trade receive interest-free
loans from their government. Other companies receive loans from
the Ministry of International Trade and Industry at 5.5 and 6.5
percent. Consider the difference in cost of capital over 20 years on
a $200 million loan at 15 percent as compared with 5 percent. The
difference is $400 million. Then consider the pricing advantage a
Japanese company has with that difference.

I recominend, Mr. Chairman, that your committee address this
issue and determine a way for American companies in competition
with foreign competitors to receive low interest rate loans to mod-
ernize their plant and equipment and thus be cost and price com-
petitive. This cost of capital factor is more important than the cost
of labor.

Some of the proposals being made would eliminate manufactur-
ing and industrial firms and high-tech and growth firms from the
IDB program. We think this would be a grave mistake.

Fourth, I question the validity of the revenue loss figures ad-
vanced by Treasury. They are based on the assumption that pur-
chasers of IDB's would purchase taxable bonds or other taxable in-
struments if there were no IDB's available. This is a false assump-
tion because such purchasers would simply seek other tax-free in-
vestments.

Finally, Mr. Chairman, I believe the impact of IDB's on general
obligation and revenue bond interest rates has been much exagger-
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ated. I refer to a study by Henry Kaufman in an analysis he has
made, and studies by Norman Ture and Roger Kormendi for the
national committee, which I represent.

In conclusion, Mr. Chairman, you may not get any revenue from
placing further restrictions on IDB's, and at most very little, and
as long as interest rates remain high you would do grave damage
to the economies of the States and local communities by placing
further restrictions on this financing.

Thank you, Mr. Chairman.
Senator DURENBERGER. Thank you very much, Mr. Potts. You did

a good job of summarizing.
Mr. Povrs. Thank you.
Senator DURENBERGER. I might mention that, without observable

objection, all of your printed statements will be made a part of the
record.

Mr. Poram. Mr. Chairman, I might say that I do represent a com-
pany from Minnesota, Rosemount, which I think you know about,
one of the fine companies in Minnesota and in the country.

Senator DURENBERGER. I do.
Mr. Powrs. They are able to compete in international competi-

tion, mainly because in some instances they have been able to use
IDB financing.

Senator DURENBERGER. They are not one of the companies that is
moving to South Dakota?

Mr. Porrs. I think they like it in Minnesota, and they intend to
stay there and continue to build up their facilities there, especially
their research and development facility.

Senator DURENBERGER. Thank you very much.
[The prepared statement of Ramsay D. Potts follows:]

STATEMENT OF RAMSEY D. POTrs, COUNSEL TO THE NATIONAL COMMITTEE ON SMALL
ISSUE INDUSTRIAL DEVELOPMENT BONDS

Mr. Chairman and members of the Committee, my name is Ramsey D. Potts. I am
counsel to the National Committee on Small Issue Industrial Development Bonds. I
am also a senior partner in the Washington law firm of Shaw, Pittman, Potts &
Trowbridge. The organizations I represent appreciate this opportunity to present
the views of the National Committee on Small Issue Industrial Development Bonds
(small issue IDB's). The National Committee on Small Issue Industrial Development
Bonds is a non-profit membership organization dedicated to preserving and increas-
ing the effectiveness of small issue industrial development bonds as mechanisms for
capital formation and job creation. The Committee currently has 74 members, prin-
cipally user corporations, but also state economic development organizations, invest-
ment bankers and other supporting individuals and groups. A list of members of the
National Committee on Small Issue Industrial Development Bonds is attached (At-
tachment A).

Our Committee has been actively involved in matters affecting small issue IDB's
since 1978 when we were instrumental in having the limit in small issue IDB's sub-
ject to the capital expenditure rule raised from $5 million to $10 million. For the
last five years, our members and our organization have worked closely with state
and local economic development authorities to understand their needs and their
problems. In order to develop factual material about IDB financing, the National
Committee has commissioned two studies on small issue IDB's. The first, "The Eco-
nomic and Federal Revenue Effects of Changes in the Small Issue Industrial Devel-
opment Bond Provisions" by Dr. Norman B. Ture, former Undersecretary of the
Treasury for Tax and Economic Affairs, was published in 1980. The second, on "The
Federal Revenue Losses from Industrial Development Bonds" by Roger C. Kormendi
and Thomas'. Nagle of the University of Chicago, was published in 1981. Dr Ture's
Study was submitted to this Committee at a hearing on Small Issue Industrial De-
velopment Bonds on August 1, 1980. Dr. Kormendi testified in person at that hear-
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ing and commented extensively on the material in his Study cited above. The find-
ings of these studies are just as valid today as they were when published. Copies of
these studies are available from the National Committee.

SPECULATIVE REVENUE LOSS

The National Committee recognizes that there are different views regarding the
impact on the Federal revenue of small issue IDB's depending on the formula or
approach used, The dynamic or feed-back approach advocated by Dr. Ture in the
study he did for the National Committee, concludes that the Federal Treasury gains
net revenues from the IDB program. Doctors Kormendi and Nagle show foregone
federal tax revenues in the order of $4 to $6 million dollars for each billion dollars
of new IDB's when interest rates are in the range of 10 to 14 percent. These esti-
mates contrast sharply with the Treasury's and CBO's estimates of $30 to $40 mil-
lion for each billion dollars of bonds. In any event, the dollar figures of revenues
loss from small issue IDB's advanced by critics of the program are entirely specula-
tive and small in comparison with the revenue losses from other more recently-en-
acted tax provisions, including the tax leasing provisions and the cuts in personal
income tax rate.

Treasury's figures on revenue loss are based on the assumption that every individ-
ual investor or institution which currently holds a tax-exempt IDB would transfer
that investment to a taxable bond if IDB's were not available. That assumption will
not withstand analysis. Every independent study has shown that investors who hold
a tax-exempt investment shift to another tax-exempt or tax-sheltered invesment if
the first tax-exempt investment ceases to be available. There is a range of tax-
exempt or tax-sheltered investments available to investors and they continue to pur-
chase such investments in order to reduce their taxable income.

IDB's have been blamed for helping to force up the interest rates of all other tax-
exempt issues. Pressure on the municipal bond market, however, is coming from
many sources, most of which have a far greater impact on the interest rates of gen-
eral obligation and revenue bonds than the presence of small issue industrial bonds.
For example, U.S. Government borrowings in the range of $85 billion in net new
funds in 1982 overshadows the impact of all other parties seeking credit.

The weakening of credit of municipal issuers has also affected the interest rates
at which new issues are offererd. In the last few years, the downgrading of munici-
pal issuers has doubled and the upgradings have declined to less than half of their
1973-1978 average. Municipalities are facing increased budgetary needs and reduced
Federal grants which put additional pressure on their credit ratings and put
upward pressure on their interest rates.

BENEFITS OF IDB'S

The question, however, of some possible small revenue loss is not nearly as impor-
tant as a proper appreciation of the benefits of IDB financing.

Small issue IDB s are now being used to finance facilities in 48 states from Alaska
to Florida and from Maine to California. IDB's provide access to capital, which
makes possible the much-needed investment in plant and equipment and creates
new jobs or retains existing jobs. With unemployment still at 10 percent, communi-
ties need IDB's to create or retain jobs. Furthermore, the location or retention of an
IDB-financed major facility in a community frequently serves as an anchor and cre-
ates a ripple effect, attracting other smaller firms, creating service jobs, increasing
the local tax revenues and encouraging further economic development.

Unemployment continues to be severe in certain industries and geographic areas
which have used IDB's successfully for the creation and retention of jobs. The effec-
tiveness of IDB financing in creating jobs has been demonstrated by the following
information provided to us by the States. For example, Michigan Job Development
Authority shows 3,793 jobs created or retained with the issuance of $59 million of
bonds in the period from 1979 to 1981. The Connecticut Development Authority re-
ports that between 1973 and 1982, it approved more than $1.3 billion in capital fi-
nancing for about 1,000 companies, which has helped to secure approximately 70,000
existing jobs and has assisted in the creation of another 44,000 new jobs. The New
York State Industrial Development Agenc reports 103,707 new or saved jobs
through the issuance of $1.9 billion of bonds for 9 6 projects in the period from 970
to 1981.

Louisiana estimates that it has created or anticipates the creation of 9,667 perma-
nent jobs and 15,999 temporary jobs in connection with IDB projects fimanced with
IDB's from 1979 to 1981. In four years, Massachusetts has created 58,000 new per-
manent jobs through the use of IDB financing. Texas in 1981 approved 242 IDB
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--- lume-which are estimated to create 18,172 jobs. Minnesota reports that 23,000 jobs
were or will be created by IDB's approved in 1981. Rhode bland estimates that DB
facilities created 1,781 jobs in 1981. New Jersey reports that 65,000 persons are cur-
rently em ploy ed in permanent jobs that have been created by IDB financed facilities
since 1974. For 1981, New Jersey estimates that 13,336 new permanent jobs and
11,182 construction jobs were created from the IDB financed facilities. St. Louis
County Industrial Development Authority has issued 98 bonds since its inception in
1979 or facilities which have created or will create 4,800 jobs in St. Louis County.
The New York Times devoted half a page on June 6 to the success story of Spring-
field, Massachusetts, a city that has received $38 million in IDB financing and has
been a model for urban renewal. As a result, unemployment has been held below 7
percent.

Mississippi, the first state to use an IDB program, has continued to use it almost
entirely for industrial purposes. Like the other states, Mississippi has no prohibi-
tions r..arding the size of a company that may use IDB financing. Over a 40-year
span, Mississippi has used IDB financing to build plants for at least 55 corporations
among the Fortune 500 industrial corporations and credits its IDB program as vital
in its development of industrial facilities and industrial jobs in the State.

1DB REFORMS ENACTED LAST YEAR SHOULD BE GIVEN TIME TO WORK

The National Committee recognizes that there has been publicity about and criti-
cism of aspects of the small issue program. The Committee believes, however, that
the IDB reforms enacted in the Tax Equity and Fiscal Responsibility Act of 1982
("TEFRA") eliminated the abuses and reformed the programs. Controversial uses of
small issue IDB's have been prohibited. New requirements of recordkeeping and
public approval have been imposed. Additional limitations on IDB's are unwarrant-
ed at this time when bond issuers and users have not had sufficient time to evaluate
the changes enacted less than one year ago in TEFRA. Communities and states con-
tinue to need flexible economic development tools to deal with high unemployment
and high interest rates.

Proposed changes in current law that would require lengthy recovery periods for
assets financed by IDB's were rejected by the Congress last year and are counterpro-
ductive to the Administration's goal of economic recovery. Assets financed by IDB's
already have to be depreciated using the staight-line method, rather than the 150-
percent rate available to assets financed by other methods. To extend the recovery
periods would hurt the firms and industries that are in greatest need of IDB financ-
ing: growth companies, new companies, and companies that are not currently show-
ing high rates of return, because for these firms and others the initial cost of the
capital is the critical factor. IDB financing reduces the initial cost of the financing
and spurs the modernization of plant and equipment now rather than at some
future date. Businessmen continue to be concerned about the persistent high inter-
est rates which contributed to the poor economic climate of the last two years, pre- -
vented investment, created unemployment and reduced output. They have delayed
investment decisions because of interest costs, which once incurred, unlike some op-
erating costs, cannot be eliminated or curtailed during periods of economic slow-
down. Until interest rates are substantially reduced, IDB financing is one of the few
ways business can expect to undertake profitable new investments in plant and
equipment.

Any further limitations on the use of small issue IDB's by medium and large-sized
businesses are also counterproductive to the nation's economic recovery because:

(1) No state at present excludes medium or large-sized businesses from its IDB
program. Indeed, the states and local governments want to retain the right to decide
when and where they want medium and large-sized businesses to locate in their
communities since it is these firms that serve as a magnet for attracting other
firms, generate increased tax revenues and generally are stable and dependable
members of the community. Moreover, the arrival or retention of a medium or
large-sized firm is a catalyst for economic recovery because it creates a ripple effect
of additional jobs, services and investment in the community. The state and local
g"Ve-rhetne are facing substantial cuts in federal assistance, decreased tax rev-
.enues, and increased transfer payments. They need IDB's now more than ever to
provide economic development and to-replace the programs and services that have
been terminated by the Administration's budget cuts.

(2) Medium and large-sized businesses face the same problem of the cost of capital
that all businesses face, and have postponed investment and reduced employment as
they are squeezed by the unfavorable economic climate. When considering the con-
struction or expansion of a facility, large companies, just like small ones must
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evaluate the costs and potential returns before an investment can be made. In order
to be approved, the project must pass the "hurdle rate" for return on investment.
At today s interest rates projects of even the largest companies often do not exceed
the hurdle rate if they must be financed at market rates. Eliminating the use of
IDB's by medium and large-sized companies will reduce capital investments as proj-
ects are delayed or abandoned.

(3) Elimination of medium and large-sized businesses from the IDB program would
discriminate against manufacturing and industrial firms. These are the firms that
have major capital expenditures and that have been most affected by the recent in-
terest rate-caused recession.

(4) One of the proposals that would further restrict IDB's defines large business as
one that has capital expenditures in excess of $20 million during the three years
preceding the issuance of the IDB. This cap on worldwide capital expenditures
would affect many small firms,-particularly high technology firms. These firms op-
erate in a highly competitive, rapidly evolving industry in which equipment and
products must be updated constantly. Although many of these firms are small, they
frequently have worldwide capital expenditures in excess of $20 million in a three-
year period, and they have the potential to grow rapidly. The $20 million limit on
capital expenditures would discriminate against the most productive uses of IDB's
for high technology and manufacturing exports in which the United States remains,
for the time being, the world leader. The United States position, however, is being
eroded in these fields as it has been in such industries as automobiles, steel, cam-
eras, televisions and radios. The present $10 million limit on the bonds issued and
on the capital expenditures within a six-year period already imposes severe restric-
tions on the size of facilities financed with IDB's. It shouldbe rmembered that, if
the 1968 limits had kept pace with inflation, the $5 million limit enacted in 1968
and the $10 million enacted in 1978 would be $15 million today. This Committee
should legislate to raise the limit to $15 million rather than impose any additional
restrictions.

(5) One proposal being advanced would limit corporations to $20 million in out-
standing small issue IDB's at any time, but this proposal is counterproductive since
it would also eliminate corporations of all sizes, if a firm had financed several facili-
ties with small issue IDB's. It would also remove from the states and local govern-
ments the authority to choose what investment or economic development mix they
find in their best interest.

FOREIGN TRADE AND COMPETITION
Favorable -interest rates for borrowing to finance new plant and equipment are

essential if United States firms are to compete in the domestic and international
markets.

(1) The Japanese use preferential interest-rate financing. In fact, they use inter-
est-free loans to encourage certain export-related priority industries, in conjunction
with a rapid depreciation schedule to encourge investment. Loans made for technol-
ogy projects by the Ministry of International Trade and Industry ("MITI") bear no
interest. Loans made by the Japanese Development Bank ("JDB") bear a preferen-
tial interest rate. Furthermore, the discount rate of the Central Bank of Japan is
only 5.5 percent. Savings are encouraged by making the annual interest on the first
$3 million yen deposited in th6 Postal Savings System tax-free for each depositor. In
addition, the annual tax-exempt interest rate on these savings is 6.25 percent, which
is the same rate as the taxable interest earned on time deposits at commercial
banks.

(2) Because of these favorable Japanese interest rates, American firms which have
to borrow money at higher rates have great difficulty in producing a competitively-
priced product. As a result American firms are increasingly losing out in both the
international and the domestic markets to Japanese firms and to other foreign
firms which can obtain capital at a lower cost. Some analysts have concluded that
the astonishingly lower capital costs of Japanese companies as compared with capi-
tal costs of U.S. competitors is even more significant than loser Japanese labor
costs.

- CONCLUSION

Proposals that would prevent medium and large-sized businesses and growth in-
dustries from using small issue IDB financing and proposals that would extend the
depreciation recovery period for assets financed by IDP s, will have a damaging eco-
nomic impact on the communities that seek to attract industry, on the jobs created
or retained by IDB financing, and on the competitive position of United States firms
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against Japanese and other foreign firms. Moreover, the damaging economic impact
will far outweigh any estimated revenue gains from the elimination of the use of
IDB's by medium and large-sized businesses.

The economy is going through a period of uncertain recovery in which high inter.
est-rates are still a concern. Competition for foreign manufacturers is eroding the
position of United States industry in both international and domestic markets in an
ever-increasing number of product lines. In addition, with the Administration cut-
ting back on many programs and services provided to states, cities and local commu-
nities, IDB programs remain one of the few financing tools available for states,
cities and local communities. The National Committee is convinced that this is the
wrong time to be imposing additional restrictions on small issue IDB's, when the
TEFRA reforms have- been so recently put into effect and cannot be adequatly eval-
uated until more time has passed. Moreover, the National Committee's studies
prove that concern over small issue IDB's has been blown out of all proportion to
the estimated revenue loss from small issue IDB's. The IDB programs are produc-
tive, popular and economically beneficial programs.

Additional restictions are unwarranted at this time. Indeed, what this Committee
should consider is some mechanism or program that would make low-interest-rate
loans available to American industry for modernizing plant and equipment regard-
less of the size of the plant or the amount of the investment.

STATEMENT OF DONALD C. WEGMILLER, PRESIDENT, HEALTH
CENTRAL SYSTEM, MINNEAPOLIS, MINN., ON BEHALF OF THE
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, D.C.
Senator DURENBERGER. Mr. Wegmiller. There is no time to re-

spond to the introduction. Stick to your prepared comments.
Mr. WEGMILLER. Thank you, Mr. Chairman. I will pass over the

introduction, thanking you for the kind words.
I am here this morning as a member of the Board of Trustees of

the American Hospital Association and, as requested, will try to
briefly summarize our views and request that our full statement be
included for the record.

Senator DURENBERGER. It will be.
Mr. WEGMILLER. We understand this committee's important re-

sponsibility to examine tax expenditures closely as part of the over-
all effort to control the allocation of Federal dollars. Federal re-
sources and commitment, whether through direct grants, appropri-
ations, reimbursement for services, or through certain tax policies,
all are important factors in the financing of health care.

One important, and particularly important, tax expenditure in
the health area that we strongly support and we also feel serves
important public and social purposes is thiexclusion from taxation
of interest on tax-exempt bonds for nonprofit hospitals. Tax-exempt
financing is vitally important in minimizing the cost of capital
projects. For most nonprofit hospitals it-is the primary financing
mechanism available for providing resources for capital projects
that are absolutely essential in order to maintain our hospitals' in-
frastructure throughout this Nation in a rapidly changing techno-
logical and medical environment.

It is becoming increasingly clear that one of the critical issues we
face in the hospital field is the substantial capital requirements
needed to insure that hospitals are able to continue delivering high
quality health care services. In testimony before the House Ways
and Means Committee a few weeks ago, Assistant Treasury Secre-
tary John Chapoton stated that one approach that might be consid-
ered to control the volume of tax-exempt financing would be to
impose State volume limits. This option was also suggested by the
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Congressional Budget Office. We would like to express that we be-
lieve such an approach is arbitrary, probably unworkable, unfair,
and would certainly deny nonprofit hospitals access to much
needed capital.

Over the past 30 years we have witnessed some basic shifts in
the sources and uses of hospital capital, and hospitals have becorle
increasingly reliant upon debt financing, particularly the tax-
exempt bond market, shifting away from philanthropy and Govern-
ment grants.

In addition, the demand for capital will continue to grow as facil-
ities constructed in the fifties and sixties, under Hill-Burton pro-
grams and others, become outmoded and need renovation and re-
placement.

The vast majority of hospital capital projects are undertaken to
replace or renovate facilities and equipment. They are legitimate,
necessary projects. They require capital, but they add no new beds
to the existing health care delivery system.

Mr. Chairman, in conclusion, let me briefly state four principal
reasons why tax-exempt bonds are very important to nonprofit hos-
pitals:

First: The medicare-medicaid impact. Since the Federal Govern-
ment pays for about 40 percent of all hospital care, it obviously has
an interest in the cost of capital used to finance that care. If hospi-
tals are-forced to enter the taxable bond market to finance capital
projects through commercial lending sources, the additional costs
of hospital care will be significant, will ultimately be absorbed by
medicare, medicaid, and other payors.

Second: Reduced cost. At a time when health care providers, con-
sumers, Congress, Federal Government, are most sensitive to re-
straining the increase in health care cost, financing-tax-exempt-
is an important contributor.

Third: The impact on financially weak hospitals. While some
nonprofit hospitals may be financially healthy, able to use other
debt financing options; financially weak, they will generally be
unable to use those alternatives. These are the ones providing most
of the free care and charity care in this country.

And most importantly, and fourth, we strongly believe that pri-
vate nonprofit hospitals serve an unquestionable public purpose in
providing high-quality health care services to communities.

Mr. Chairman, that concludes my oral statement. Again, I appre-
ciate the opportunity to appear before the committee and would be
pleased to answer any questions. Thank you very much.

[The prepared statement of Donald C. Wegmiller follows:] -

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

Mr. Chairman, I am Donald C. Wegmiller, President of the Health Central
System in Minneapolis, Minnesota, and a member of the Board of Trustees of the
American Hospital Association (AHA). I am here representing the AHA and its
6,300 member hospitals and health care institutions, as well as more than 35,000
personal members. We are pleased to have this opportunity to present our views on
tax expenditures.

We understand this committee's important responsibility to examine tax expendi-
tures very closely as part of the overall effort to controlthe allocation of federal
dollars. Federal resources and commitment, whether through direct grants, appro-
priations, reimbursement for services, or through certain tax policies, all are impor-
tant factors in the financing of health care. One particular tax expenditure in the



211

health area that we strongly support, and we also feel serves important public and
social purposes, is the exclusion from taxation of interest on tax-exempt bonds for
nonprofit hospitals.

Tax-exempt financing* is vitally important in minimizing the cost of capital proj-
ects. For most nonprofit hospitals, it is the primary financing mechanism available
for providing resources for capital projects that are absolutely essential in order to
maintain our nation's hospital infrastructure in a rapidly changing technological
and medical environment.

It is becoming increasingly clear that one of the most critical issues that we face
in the hospital field is the substantial capital requirements needed to ensure that
hospitals are able to continue delivering high quality health care services.

In testimony before the House Ways and Means Committee on June 15, 1983, As-
sistant Treasury Secretary John Chapoton stated that one approach that might be
considered to control the volume of tax-exempt financing would be to impose state
volume limits. This option was also suggested by-the Congressional Budget Office.
We feel that such an approach is arbitrary, unfair, unworkable, and would deny
nonprofit hospitals access to much needed capital.

My statement will describe trends in tax-exempt hospital financing, explain the
reasons for increased use of tax-exempt bonds, and describe the importance of this
financing mechanism to nonprofit hospitals.

TRENDS

Over the past 30 years we have witnessed several basic shifts in the sources and
uses of hospital capital. Hospitals have become increasingly more reliant upon debt
financing, particularly the tax-exempt bond market, shifting away from philanthro-
py and government grants. Changes in the economy and in health benefit coverage,
as well as specific legislative and regulatory actions, have also influenced the direc-
tion of capital financing. In addition, the demand for capital will continue to grow
as facilities constructed early in the 1950s and 1960s become outmoded and need
renovation and replacement. The health care industry will be continually chal-
lenged to develop new sources of capital funding if hospitals are to maintain the
facilities and equipment necessary in delivering health care services.

Source of capital
Between 1975 and 1981 alone, reliance on government grants and appropriations

as a source of funding of projects in community hospitals decreased from 11.2 per-
cent to 3.5 percent, and philanthropy from 9.9 percent to 4.2 percent. Moreover, cer-
tain provisions of the Economic Recovery Tax Act of 1981 are expected to contribute
to a further decline in philanthropic gifts as reductions in the personal tax bracket
from 70 percent to 50 percent reduce the incentive for philanthropic contributions.
Over the same period, reliance on debt increased from 67.3 percent to 75.8 percent
as an overall source of project funding. Seventy-eight percent of that debt was inthe
form of tax-exempt bonds in 1981.

Volume
In 1981, hospitals used $5.04 billion in tax-exempt bonds, representing 10.9 per-

cent of the tax-exempt market. The Bond Buyer reports $9.7 billion in hospital tax-
exempt bonds for 1982, or 12.3 percent of the tax-exempt market. According to AHA
figures, 10 states account for over 60 percent of all reported tax-exempt debt. They
are, in order: Pennsylvania, Ohio, New Jersey, Florida, Texas, California, Illinois,
Massachusetts, Kentucky, and New York.

It should be noted that while the volume of tax-exempt bonds has.increased from
$262 million in 1971, to $2.7 billion in 1976, to over $5 billion in 1981, in constant
(1967) dollars, the growth has been much more moderate-from $216 million in
1971, to $1.6 billion in 1976, to $1.8 billion in 1981.
Uses of capital

The vast majority of hospital capital projects are undertaken to replace or ren-
ovate facilities and equipment. These are legitimate and necessary projects that re-
quire capital but add no new beds to the existing health care delivery system. Over
the past five years, community hospitals have increased their number of beds on
average of only 1.1 percent each ear.

It is not true, as some contend that the growing use of tax-exempt financing by
hospitals has contributed to a growth in construction. During the period 1975
through 1981, when the proportion of hospital construction financed with tax-
exempt bonds rose from 31 percent to 54 percent, hospital construction spending
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was relatively stable, rising from $3.06 billion in 1975 to $4.3 billion in 1981. When
inflation during that period is discounted, the real value of hospital construction ac-
tually dropped to $2.2 billion in 1981.

According to AHA's Construction Survey for 1981, nearly 75 percent of hospital
projects undertaken were for modernization. Moreover, approximately 35 percent of
all tax-exempt financing can be attributed to financing costs and restructuring out-
standing debt.

Checks on capital expenditures
Existing federal health planning authority and many state regulatory agencies

continue to monitor the need for major capital expenditures by hospitals. Certificate
of need (CON) review procedures are also required to verify the need for capital ex-
penditures, major medical equipment purchases, and new institutional health serv-
ices proposed by hospitals. CONapproval of projects is also taken into consideration
by bankers and state bonding authorities in making decisions to approve or deny
tax-exempt financing for hospital projects. "

In addition, the recent enactment of prospective payment legislation, which
changes Medicare payments to hospitals from cost-based reimbursement to pricing
based on diagnosis-related groups (DRGs), will change hospital incentives. The shift
in Medicare to fixed prices will force hospitals to be even more cautious in capital
spending, because subsequent operating revenues are not guaranteed to support the
capital asset.

REASONS FOR INCREASED USE OF TAX-EXEMPT BONDS BY HOSPITALS

While hospitals continue to make record use of the tax-exempt market, there is
no evidence that they are abusing this source of capital. Four factors can be cited as
largely influencing the recent heavy use of the tax-exempt market. These include
declining interest rates, the need for refinancings, increased costs resulting from
bond registration, and large capital needs.

Interest rates
The drop in interest rates in the second half of 1982 brought into the market

many hospitals which had been delaying needed projects. In January 1982, a typical
hospital bond issue yielded approximately 15 percent, while in September 1982,
yields were less than 10 percent. By year's end, hospital debt yielded about 11 per-
cent, and last month (May 1983) hospital tax-exempt debt was yielding between 9.5
percent and 10 percent.

Refinancing
Because of declining interest rates, some hospitals which had entered the market

earlier chose to refinance (re-fund) their outstanding debt at more favorable rates.
In 1982, re-funding alone is estimated to have accounted for between 3 percent and
5 percent of total hospital tax-exempt issues. However, according to the Public Secu-
rities Association, re-funding activities in 1983 represent almost 15 percent of over-
all market volume and 26 percent of the hospital volume. Significantly, refinancing
at lower rates reduces Medicare costs, because interest payments are reduced.

Bond registration
The Tax Equity and Fiscal Responsibility Act of 1982 included a provision requir-

ing the registration of all tax-exempt bonds issued after January 1, 1983. In an
effort to avoid the extra costs of issuing bonds in registered form, many issuers
rushed to the market in late 1982. The deadline for registration was later postponed
until July 1983, so, again this year, bond market activity is artificially heavy.

Large capital needs
Estimates of hospital industry capital needs for the 1980s generally exceed $150

billion. One firm estimates a $54 billion shortfall by the end of the decade. These
substantial capital requirements and shortfalls suggest that capital may well be the
most critical issue facing the hospital industry today.

These capital needs reflect the fact that much of the current hospital capacity
was built during the 1950s and 1960s and is entering the stage at which major ren-
ovation and/or replacement is needed. Furthermore, the growth of the elderly popu-
lation, with its high utilization rate, and demographic shifts to the sun belt have
resulted in the need for new hospital construction in some areas of the country.

There have been many estimates by different sources of future capital require-
ments of hospitals. They include:
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ICF, Inc.: $163 billion between 1980 and 1990; 1
Kidder, Peabody & C.: $193 billion between 1980 and 1990; 2

Lightle and Plomann: between $100 and $145 billion over 20 to 25 years beginning
in 1979; 3

Reed and Winston: over $100 billion between 1981 and 1990; and 4
Cohodes and Kinkard: between $80 and $100 billion in the 1980s.5

IMPORTANCE OF TAX-EXEMPT BONDS TO NONPROFIT. HOSPITALS

Medicare/Medicaid impact
Since the federal government pays for about 40 percent of all hospital care, it ob-

viously has an interest in the cost of capital used to finance that care. If hospitals
are forced to enter the taxable bond market fo finance capital projects through com-
mercial lending sources, the additional costs of hospital care will be significant and
ultimately will be absorbed by Medicare, Medicaid, and other payers. During 1980,
the savings to Medicare and Med.caid due to tax-exempt financing was estimated to
be at least $150 million.
Reduced costs
- At a time when health care providers, consumers, Congress, and the federal gov-
ernment are most sensitive to restraining the increase in health care costs, tax-
exem t financing is an important contributor to minimizing the costs of capital proj-
ects. In the recent past, the interest rate for tax-exempt bonds was about 3 percent-
age points lower than comparable taxable obligations.
Impact on financially weak hospitals

While some nonprofit hospitals that are fiancially healthy may be able to use
other debt financing options, financially weak hospitals will generally be unable to
use those alternatives and might be denied access to capital if tax-exempt financing
were not available. These hospitals are characterized as those providing substantial
amounts of charity care of serving high proportions of Medicare and Medicaid
beneficiaries. These types of hospitals are typically small and located in rural, iso-
lated areas or are large hospitals located in inner cities. As a matter of public
policy, Congress should not penalize those hospitals which are most committed to
serving the aged and poor.

Public purpose
Most importantly, we strongly believe that private nonprofit hospitals serve an

unquestionable public purpose in providing high quality health care services to com-
munities. The vast majority of hospitals in this country provide essential and highly
complex services, often at no charge to the poor and medically indigent. A study
conducted jointly by AHA and the Urban Institute-a survedy of 453 hospitals of
which 86.7 percent were private nonprofit facilities--indicates that large private
hospitals averaged about $9.5 million in free care to the poor, while small private
hospitals provided an average of $3.4 million.

In addition, hospitals also serve society through their education and research ac-
tivities. Clearly, the continuing viability of our nation's nonprofit hospitals depends
upon their success at capital formation.

CONCLUSION

In summary, the need for capital over the next decade is one of the most crucial
issues facing the hospital industry. With the declining role of philanthropy and gov-
ernment grants in financing hospitals capital needs, and the limited opportunities
to generate capital through patient operations, tax-exempt financing has become the

I Valiante, J. The need for capital in health care: the national picture. Presentation, N.Y.
State Assembly Forum on Capital Financing for Health Care, Apr. 29, 1982. Also, the dimen-
sions of capital requirements. Presentation, National Health Lawyer's Association, Jan. 20, 1982.

2Henkel, A. and Hernandez, M. Capital financing issues. Presentation, Society for Hospital
Planning Seminar on Strategies for Hospital Diversification, Mar. 30-31, 1982.3 Lihtle, M.A. and Plomann, M.P. Hospital capital financing entering phase four. "Hospi-
tals." 55:61, Aug. 1, 1981.

SReed, T. and Winston, D. Difficult transition ahead: capital formation under the Reagan ad-
ministration. "Hospital Financial Management." 11:6, June 1981.

5 Cohodes, D. and Kinkead, B. "Hospital Capital Formation in the 1,980's: Is There a Crisis"?
Study prepared at The Center for Hospital Finance and Management, The Johns Hopkins Medi-
cal Institutions; funded by The Robeit Wood Johnson Foundation; Aug. 1, 1982.
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most cost-effective method of capital financing. Moreover, as institutions serving a
public purpose that are vital to their communities, tax-exempt financing is an ap-
propriate form of assistance.

Hospitals continue to make increased use of the tax-exempt market because of
four factors: declining interest rates, refinancings, increased costs resulting from
bond registration, and large capital needs.

If nonprofit hospitals are forced to turn to the taxable market, the overall cost of
health care would, rise. Moreover, the federal government would share in these in-
creased costs through the Medicare and Medicaid programs, as would private payers
and patients through increased premiums and charges.

STATEMENT OF RON LINTON, EXECUTIVE DIRECTOR, COUNCIL
OF POLLUTION CONTROL FINANCING AGENCIES, WASHING-
TON, D.C.
Mr. LINTON. Mr. Chairman, for the record let me state that my

name is Ron Linton, and I am the executive director of the Council
of Pollution Control Financing Agencies. I apologize for Ronald
Bean's-our president-inability to be present today, but the Illi-
nois Legislature is in its last 3 days of session, and no prudent
State official would leave the State as the legislature enters its last
3 days of the session. He has asked me to appear for him.

I would ask that his statement be inserted in the record. And
also, in the statement is reference to a study that was commis-
sioned by the Council of Pollution Control Financing Agencies
which has previously been given to the committee, and I would
hope that will appear in the record as well.

Let me just make a few points about the position of the Council
of Pollution Control Financing Agencies on the use of pollution
control financing, by recalling that pollution control financing was
a specific response to supplement a national policy. The Congress
has mandated over the years a cleanup of air, water, solid, and haz-
ardous waste problems in the United States, and one of the mecha-
nisms to assist in doing this was to provide a tax-exempt means of
aggregating capital in order to install the facilities necessary to
meet those requirements.

Pollution control facilities by themselves add nothing to the pro-
ductive capability of any firm. They have no value in themselves.
They do not add to either the profits or to the assets of the busi-
ness operation. It would seem only reasonable and fair to allow for
the aggregation of capital to achieve public policy in the least ex-
pensive way possible.

Furthermore, it seems to us counterproductive to drive industry
to compete in the taxable money markets for nonproductive equip-
ment at a time when we are enhancing the aggregation of capital
to expand our economy.

Critics of pollution control financing maintain that it deprives
the Treasury of significant revenues. We have been unable to
obtain any kind of data or background from those critics to be able
to analyze how they arrived at the figures they did, and so we
asked Data Resources, Inc., and Coopers & Lybrand to make a
study to determine just what is the potential loss in revenues to
the Treasury.

Now, the two groups themselves couldn't agree on what the loss
was, but in their disagreement they were still substantially lower
as to what the revenue losses would be to the Federal Treasury if
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pollution control financing was eliminated-ranging in 1983 as a
70 million loss, up in 1985 to a $250 million loss. -

But one of their conclusions was most interesting, and that was
that the bulk of those who acquire pollution control financing are
individuals and investors seeking tax shelters, and the assumption
is that if the pollution control financing is not available they will
simply seek other tax shelters. If we are going to eliminate the rev-
enue loss to the Treasury, then we would have to eliminate all tax
shelters so there is nowhere for the money to go. This is just like
water seeking its own level.

Contrary to curtailing the use of pollution control financing, I
would suggest to the Committee that it would be even more impor-
tant to expand it, so that it would be applied to the facilities for
hazardous waste disposal-something of a great problem in this
country today-and that it also be expanded to apply to preventing
pollution activities rather than simply to the cleanup of pollution
activity. I think it is a valuable tool used to meet the public policy
requirements that Congress has imposed.

I appreciate very-much the opportunity to appear before the
committee today.

[The prepared statement of Ronald Bean follows:]
STATEMENT ON BEHALF OF THE COUNCIL OF POLLUTION CONTROL FINANCING AGENCIES

BY RONALD BEAN

Mr. Chairman, members of the Committee, I am Ronald Bean, Executive Director
of the Illinois Environmental Facilities Financing Authority. I appear before this
Committee as President of the Council of Pollution Control Financing Agencies. On
behalf of the Council, I welcome the opportunity to provide the Committee with our
views regarding proposals to modify the availability and use of tax-exempt financing
for pollution control facilities.

Mr. Chairman, proposals to restrict the use and availability of IDBs for pollution
control financing fail to recognize the critical and distinct purpose of PCIDBs. Cur-
rently, efforts are being made to deny ACRS benefits in conjunction with the use of
a PIDB. ACRS benefits are specifically for the company that is modernizing to
assure its capital investments do not act as an economic drag on the company.
PCIDBs provide the means for a company to ease the costs associated with the non-
productive nature of pollution control expenditures and enhance its economic viabil-
ity. Pollution control costs do not add to a company's assets.

Pollution control expenditures are a non-productive expenditure in the sense that
pollution control facilities do not increase a firm's productivity. However, these ex-
penditures are mandated to serve a public purpose, provide a cleaner environment.
Itis critical to note these investments are required by law. No distortion in resource
allocation occurs, except an effort to meet a desired and mandated public goal, clean
air, water and land.

The U.S. Department of the Treasury and PCIDB critics have argued that these
bonds deprive the Federal Treasury of much needed revenues, because of their tax-
exempt nature. A study the Council of Pollution Control Financing Agencies com-
missioned stated that additional tax revenues would not be gained from further
PCIDB restrictions. The study stated investors who would ordinarily purchase
PCIDBs will seek other tax shelters to invest resources. Thus, the study concluded,
in order to increase the Treasury's revenues, it would be necessary to eliminate all
existing tax shelters. In addition, businesses who depend on PCIDBs would be forced
to rely on taxable capital. This circumstance would increase a business' interest tax
deduction and subsequently deny the Treasury's additional revenues. In fact,
PCIDBs are such a small portion of the capital market, that Data Resources, Inc.
concluded in its analysis that elimination of pollution control bonds would only pro-
vide a revenue gain of $70 million in 1983, rising to $250 million in 1985. The
study's two authors could not even arrive at a definitive revenue loss to the Treas-
ury attributable to PCIDB use.

The study found PCIDBs are a small part of the capital market that fail to impact
the cost of other borrowings. As a portion of all Federal, State and local government
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debt, PCIDBs account for only 1 5 percent of this debt. There is no reason to restrict
PCIDBs.

Last year Congress enacted the Tax Equity and Fiscal Responsibility Act
(TEFRA). TEFRA contained many provisions regulating IDB use. Many of these pro-
visions are yet to be implemented. Therefore, we urge this Committee not to enact
further restrictions until such a time when the TEFRA provisions can be analyzed
as to their effect on the IDB market.

The Data Resources Inc./Coopers and Lybrand analysis leads to a conclusion that
new restrictions are unwarranted. Congress should , however, amend the current use
of PCIDBs in another manner. Congr- should provide for the financing of abate-
ment and process oriented L~hnulogies to promote the use of the cost efficient pol-
lution control technology that is available. Currently, the tax code provides an in-
centive to create pollution rather than prevent pollution. creation through abate-
ment and process technologies because only control technologies are eligible for
PCIDB financings. By providing for PCIDB financing of abatement and process ori-
ented technologies, mandated, non-productive control co3ts can be lessened.

Second, the Council urges the Committee to provide PCIDB financing for hazard-
ous waste facilities. Currently, the Treasury Department defimes solid waste as non-
hazardous wastes, citing the definition contained in the Solid Waste Disposal Act.
However, Congress, in the Resource Conservation and Recovery Act, expanded the
solid waste definition to include hazardous wastes. Congress should direct the Treas-
ury to amend its definition of solid waste to include hazardous waste management
facilities as eligible for PCIDB financings. For the record, I am attaching material
supporting the expansion of current authority to include the financing of hazardous
waste facilities.

The Data Resources, Inc./Coopers and Lybrand study and the issues surrounding
the use and availability of pollution control financing indicate that further restric-
tions are unwise and would not lead to the desired end that proponents of new re-
strictions envision. Instead, it would lead to exactly opposite results.

PCIDB use has been much overstated. PCIDBs represent a small percentage of the
total tax-exempt bonds sold. In addition, they are even a smaller percentage of the
tax-exempt bonds outstanding. The partial subsidy provided through the tax code to
businesses installing pollution control technologies should be viewed as a contribu-
tion to, rather than a perversion of, meeting the desired end of a public policy deci-
sion, preservation and enhancement of the environmental quality of life.

Should further IDB restrictions be enacted, the consequences would be the need
for an additional bureaucracy to regulate the use of PCIDBs, and IDBs in general.
In tandem with proposals such as HR. 1635, revenue losses to the Treasury would
be exacerbated as investors in PCIDBs would turn to other tax shelters and busi-
nesses to gain higher interest tax deductions.

For these reasons, the Council concludes that further IDB restrictions are unwise
and will only lead to a decrease of the nation's progress to enhance the environmen-
tal quality of life.

Mr. Chairman, this concludes my formal testimony. I would be happy to respond
to any questions the Committee may have.

SUPPORTIVE DATA

1. Sections 103(bX4) (E) and (F) of the Internal Revenue Code provide the only
meaningful tax incentive in the Code for the acquisition of solid waste disposal or
air or water pollution control facilities. Unfortunately the availability of tax exempt
financing is restricted under proposed Treasury regulations which, notwithstanding
EPA's objections, define pollution control facilities as only those devices that oper-
ate at the end of the production process. The rule is that any system that eliminates
the creation of pollution is not for air or water pollution control. This "realized pol-
lution" test disregards the fact that state or local governmental units and corporate
citizens are designing nonproductive pollution control facilities pursuant to EPA
mandate and modern technology. Further the regulations are contrary to the stand-
ards required for treating hazardous waste under RCRA.

2. The Council of Pollution Control Financing Agencies, as well as EPA, has con-
cluded that the service's interpretations are counter productive to the nation's envi-
ronmental and energy policies. Since Treasury and the Service have ignored all re-
quests for change, Congress must enact technical amendments to section 103(b) that
will insure tax exempt financing for companies and local government units which
acquire pollution control and/or solid waste disposal facilities.

3. Since 1970, governmental units and corporations, in an effort to support the
nation's environmental and energy goals have spent billions of dollars for air and



217

water pollution control and the treatment of solid wastes. These expenses will con-
tinue into the 1980's, particularly because of the treatment of hazardous wastes re-
quired under RCRA.

4. Since the Treasury regulations do not recognize the treatment of hazardous
waste as being for the control of air or water pollution or solid waste, such expendi-
tures are denied, arbitrarily, the benefits of tax exempt financing. Further, since all
potential polluters are adoption technology for eliminating pollution rather than de-
signing facilities that operate on pollutants at the end of a pipe, they are precluded
from fully utilizing Section 103(bX4XF). This denial is unfair-the tax incentive al-
ready exists-and adds to the costly burden of acquiring nonproductive assets.

5. The proposed regulations penalize governmental units and corporations for
being good citizens.

6. Congress should enact technical amendments to Sections 103(bX4) (E) and (F) to
guarantee that those who comply with the nation's environmental and energy
standards will obtain the existing statutory tax incentives.

INTRODUCTION

The Council of Pollution Control Financing Agencies is a Section 501(cX3) organi-
zation devoted toward the education of the public through an annual symposium,
workshop programs and publications of the nation's environmental standards in-
cluding analyses of regulatory actions. Its voting members are state or local govern-
ment agencies charged with aiding either state or local government units or compa-
nies in financing their environmental compliance programs. Attached hereto as Ex-
hibit A is a more complete description of the Council.

Its non-voting members consist of public members such as investment bankers,
law firms and companies. This broad based membership has allowed the Council to
establish a liaison with officials with policy responsibilities affecting pollution con-
trol financing at the Environmental Protection Agency, Council on Environmental
Quality, Treasury Department, Securities and Exchange Commission, and Small
Business Administration.

The combination of Council policy and membership affords the Council a unique
option within our system. It is from this broad base of experience that the Council
has learned of a serious problem relating to pollution control financing caused by
the Internal Revenue Service and proposed Treasury Regulations. Further, the
Council believes the harmful effects of the regulations will be exacerbated by reason
of the need for compliance under RCRA. Accordingly, the Council appears before
this Committee to suggest that it act immediately to clarify Sections 103(bX4) (E)
and (F) as discussed below. Since the Service and Treasury have ignored both EPA
and the Council's comments that the regulaitons are contrary to Congressional
intent, inconsistent with national environmental and energy policies and detrimen-
tal to both state and local governmental agencies charged with financing environ-
mental protection systems and companies efforts to finance nonproductive facilities,
Congress must intervene.

PRESENT LAW

Industrial development bonds, i.e., bonds defined in Section 103(b) of the Code as
being issued by or on behalf of states or their political subdivisions for the benefit of
private businesses, generally do not bear tax exempt interest under Section 103(a).
However, where the proceeds of the bonds will be used for certain "exempt activi-
ties" (e.g., air or water pollution control facilities, solid waste disposal facilities, etc.)
the bonds will bear tax exempt interest.

REALIZED POLLUTION TEST

The Treasury and the Internal Revenue Service have promulgated and proposed
various definitions of the types of facilities that may be regarded as being pollution
control and solid waste disposal facilities. Many of these rules so narrowly restrict
the types of facilities qualifying for tax exempt bond financing that they are con-
trary to the underlying statute and to some of the policies of the EPA.

In particular, Proposed Reg. J§ 1.103-8(gX2Xii), (iii) and (iv) adopt a "realized pollu-
tion" test. This test holds that facilities which prevent pollution are not for the con-
trol of pollution. Thus only "end of pipe devices" qualify for tax exempt financing.
Excluded by the regulatory definition of air or water pollution control are such
facilities, even if acquired pursuant to EPA mandate under the Clean Air Act, the
Federal Water Pollution Control Act, or RCRA, that treat hazardous waste, elimi-
nate the creation of a pollutant through process changes, control a "nuisance", or
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are used "traditionally or customarily" by an industry. This interpretation belies
Congressional intent and is at odds with the modern methods of pollution control
which are being developed by industry in cooperation with the EPA.

The law permitting tax exempt financing of pollution control and solid waste dis-
posal facilities was enacted in 1968 to encourage the installation of such facilities.
Such equipment is frequently placed in service because public policy demands that
the environment be protected even though this may require investment that either
is unprofitable for a producer or involves a high degree of financial risk. The Serv-
ice's failure to give proper recognition to these facts is philosophically unfair and
statutorily improper.

GROSS SAVINGS TEST

Assuming the facility meets the so-called "realized pollution test", the position of
the Internal Revenue Service is that the allowable amount of financing for a pollu-
tion control facility is its cost reduced by the value of any recovered useful by-prod-
uct, or the value of any form of "gross" economic benefit to the manufacturer.

Proposed Reg. § 1.103-8(gX3) guarantees a reduction in allowable financing even
where off-setting costs of operation associated with a pollution control device equal
or exceed the alleged benefits. This formula is inconsistent with EPA guidelines,
contrary to standard accounting methods, and legally arbitrary.

HAZARDOUS WASTE

As stated earlier, facilities which treat hazardous wastes fail to meet the realized
pollution test and accordingly do not qualify as an air or waste pollution control
facility under Section 103(bX4XF). Even if such devices are acquired pursuant to the
Solid Waste Disposal Act, the Treasury regulations deny tax exempt financing
under Section 103(bX4XE).

In the case of the exemption for solid waste disposal facilities, the term "solid
waste" has been defined by the Internal Revenue Service to mean solid waste
within the meaning of the Solid Waste Disposal Act as it existed in 1968, despite the
fact that the Act has been amended to modernize the government's response to the
problem of solid waste disposal. Thus, for example, solid waste disposal facilities as
defined and mandated by Congress in RCRA are excluded from qualifying for tax-
exempt financing.

CONGRESS MUST ACT-PROPOSED BILL OR AMENDMENT

The Committee should pass a bill or an amendment, the purpose of which would
be to clarify the meaning of the terms "solid waste" and "pollution control" for pur-
poses of Sections 103(bX4) (E) and (F). It should be clear that the Committee believes
that the Treasury and Internal Revenue Service's interpretations are too restrictive
and that a reasonable definition of those terms was intended by the Congress when
it originally enacted Section 103(bX4). Further, the Committee should make it clear
that artificially narrow definitions do not promote the legislative purpose of the pro-
vision, i.e., to encourage pollution control and solid waste disposal.

The definition of pollution control facilities should include any facility that is in-
stalled, in whole or in part, for the purpose of abating, controlling, or preventing
water or atmospheric pollution so long as a certification to that effect is given by a
responsible local, state or federal environmental agency. The effect of such a provi-
sion would be to ensure that environmental agencies have the authority to deter-
mine whether or not tax incentives are consistent with overall environmental
policy. Thus, statutorily, the prevention of pollution is the same as the control of
pollution.

In order to guarantee that only the portion of the cost of pollution control facili-
ties which are not recouped by net economic benefits is eligible for financing, the
bill could provide for a reduction in costs eligible for financing to the extent of net
economic benefits. No such reduction should be made, however, where the facility is
installed primarily for pollution control. Thus, the bill should provide a conclusive
presumption that-the entire cost of a facility qualifies for tax-exempt financing if
the facility would not have been installed but for pollution control purposes.

In the case of solid waste disposal facilities, the bill should contain the provisions
of present law which recognize and encourage economic solid waste disposal, includ-
ing resource recovery and profit-making recycling. However, the bill clarifying the
definition of solid waste can be accomplished so that it is the same definition of"solid waste" that is contained in The Solid Waste Disposal Act as amended. This
provision will negate the unrealistic idea that the definition of solid waste under
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Section 103 of the Code is to remain frozen to 1968. Solid waste disposal facilities
under Section 103 reflect changing environmental policy. Thus, for example, the bill
should include hazardous waste within the definition of solid waste.

CONCLUSION

The Council of Pollution Control Financing Agencies, as well as many taxpayers,
and the EPA have advised the Treasury and Internal Revenue Service that its regu-
lations are legally arbitrary and inconsistent with the Nation's environmental and
energy goals. Since these comments have not been repudiated i.e., they have been
totally ignored, Congress must amend Sections 103(bX4) (E) and (F) to guarantee
that environmental judgments can be made by those entities capable of ascertaining
most intelligent environmental policy without prejudicing governmental units of
companies tax rights.

AN ANALYSIS OF TAX-EXEMPT POLLUTION CONTROL FINANCING, PREPARED FOR THE
COUNCIL OF POLLUTION CONTROL FINANCING AGENCIES

INTRODUCTION

This report discusses the development and use of pollution control industrial de-
velopment bonds (PCIDBs) and their effects on the U.S. economy relative to other
forms of long-term debt. The second section provides a description of pollution con-
trol financing as a specialized form of industrial development bond used to finance
construction of pollution control facilities required under federal environmental reg-
ulations. The third section describes the impact of PCIDBs as tax-exempt invest-
ments.

The lack of adequate publicly available information on individual PCIDB issues
has required use of some simplifying assumptions in this report. These are listed
below.

Since there has been no requirement that PCIDBs be registered with the federal
government or with many state governments, the volume of PCIDBs used in our
analysis consists of those reported to organizations such as the Public Securities As-
sociation, The Bond Buyer and Moody's Bond Report. This significantly understates
the total volume of PCIDBs, as many fall in the category of small issues and are
privately placed in local banks. Other issues have been reported to one of the orga-
nizations listed above, but not to the others. Thus, reports of PCIDB sales vary, even
among the organizations that compile this information regularly. Accurate figures
for the sales of small issue IDBs are not available, and the best estimates, prepared
by the Congressional Budget Office in 1982, do not distinguish between small issue
PCIDBs and others. Estimates of the value of small issue IDBs have been given for a
few individual years, but there is not consistency in these estimates, so only report-
ed PCIDB issues have been used. Information published in the Daily Bond Buyer
has been the major source of PCIDB data.

There is no compiled information showing PCIDB volume outstanding. Therefore,
data shown in this report are generally for new issues of IDBs. Since the first
PCIDBs were issued in 1971, and because until the past few years most PCIDBs
were long-term issues, the number of PCIDBs maturing since 1971 is assumed to be
no higher than 5 percent. Therefore, where a value is given for PCIDBs outstanding,
it has been calculating using this assumption.

It was assumed that purchasers of PCIDBs are similar in composition to the pur-
chasers of municipal bonds, and that the majority of PCIDBs are currently pur-
chased by households or Municipal Bond Funds, the fastest rowing segments of the
population of municipal bond holders. No statistics were available regarding, specifi-
cally, the purchasers of PCIDBs.

INDUSTRIAL DEVELOPMENT BONDS: A BRIEF OVERVIEW

Tax-exempt securities have been the traditional mechanism of state and local gov-
ernments to finance public improvements such as schools and roads. In recent
years, another category of tax-exempt securities, generally referred to as industrial
development bonds (IDBs) has become important. IDBs are tax-exempt bonds whose
proceeds are used by individuals and organizations which are not tax-exempt and
tk'e obligation is secured by the property and receipts of the project rather than the
full faith and credit of the issuer. The first condition requires that the proceeds are
used by a taxable entity and is called the "trade or business test," while thoJ second
condition requires that the obligation is secured by the project's receipta and is
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called the "security interest test." The bonds are sold by states, state agencies, coun-
ties and cities, and the proceeds of the bond sales are generally either loaned to pri-
vate firms, or used to acquire facilities which are then leased to private firms. Al-
though some IDBs have been general obligation bonds backed by the issuers' taxing
power, virtually all IDBs are now revenue bonds, secured by the property or receipts
of the project financed. IDBs are thus priced by the market primarily on the basis of
the credit worthiness of the private participant rather than the public user. Thus,
the governmental unit serves as a financial intermediary, offering the firm lower
borrowing costs because of the tax-exempt features of IDBs.

The use of tax-exempt credit for private purposes originated in 1936 in Mississip-
pi. Such issues remained small and localized in the South through the 1950i. In the
early 1960s, IDB issuance rose substantially. More issuers adopted the revenue ver-
sion of IDBs. The enactment of the Revenue and Expenditure Control Act of 1968
denied tax-exempt status to IDBs except those designated as "small issues" or those
that finance certain types of facilities. The small issue exemption limits the issue to
less than $10 million. Certain facilities are exempt from the small issue restrictions.
These facilities are low income residential property; sports facilities; convention
facilities; transportation facilities; sewerage, water, solid waste and energy facilities;
qualified mass transit vehicles; and air and water pollution control facilities.

The use of IDBs accelerated in the 1970s when large numbers of smaller issues
were sold. By 1979, IDBs reached $9.8 billion or 32.9 percent of total tax-exempt ob-
ligations. This continuing growth of tax-exempt financing for private purposes led
Congress to curb financing of housing by IDBs. Provisions of the Tax Equity and
Fiscal Responsibility Act of 1982 (FRA) place several additional restrictions on
IDBs. These restrictions include sunsetting of the small issue exemption after 1986,
a limitation of straight-line depreciation over ACRS asset lifetimes (not applicable
to pollution control facilities installed in existing plants), and established reporting
requirements which will go into effect July 1, 1983.

Pollution Control IDBs (PCIDBs) are revenue bonds secured by corporate pay-
ments on leases, installment sales, loan, or guarantees as are most IDBs. Pollution
control exemption regulations are complex and place heavy emphasis on the rela-
tionship of the pollution control improvement to the overall industrial process.
Users must show that the improvement to be financed by PCIDBs is for the control
of pollution and is not designed to meet any significant purpose but pollution con-
trol. The PCIDBs receive ratings based primarily upon the type of security feature
and the credit worthinss of the user of the pollution control facilities.

PCIDBs were first issued in 1971. In that year, $0.1 billion were sold through 10
issues. PCIDB sales have increased since to a high of $6.1 billion sold through more
than 150 issues in 1982. The PCIDB offers several advantages to the borrower. The
first is reduced interest costs due to the tax-exempt feature of the bond. Generally,
tax-exempt securities earn yields that are roughly 70 percent of those of comparable
taxable securities. This implied a differential of nearly 400 basis points in 1981,
which translates into a gross savings of roughly $8 million in interest costs on a $10
million issue with a 20-year maturity. Second, SEC registration costs and related
legal expenses may be avoided, since the bonds need not be registered. However,
PCIDBs involve additional costs not found in taxable financing such as municipal
bond counsels' fees, other municipal fees, and higher underwriters' fees than usual-
ly found in the tax-exempt market. Third, in some cases, the borrower may be
exempt from various state and local taxes. Fourth, through leasing arrangements
that can become rather complex, the borrower can achieve additional savings,
through accelerated depreciation, and investment tax credits, or by leasing through
third parties.

The impact of PCIDBs on various segments of the economy is described in the fol-
lowing section.

THE ECONOMIC IMPACT OF PCIDB8

The volume of PCIDBs is quite small relative to other debt instruments in the
economy. However, the account for a substantial amount of the financing for the
pollution control facilities that are required under federal environmental regula-
tions. Although their impact on the overall economy is slight, they are an important
source of financing for industries that are required to make a large investment in
pollution control facilities. This report identifies the issuers and purchasers of
PCIDBs, and analyzes the impact of PCIDBs on the capital markets and on the
Treasury.

The data used in this analysis were compiled from published information in the
Daily Bond Buyer and other trade publications as well as reports prepared by the
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U.S. Treasury Office of Tax Analysis, the Congressional Budget Office and the Fed-
eral Reserve.

Issuers and Purchasers of PCIDBs
Industry use of PCIDBs.-The major impetus for PCIDBs was the passage of Fed-

eral environmental legislation, namely the National Environmental Protection Act
of 1969, the Clean Air Act of 1970, and the Water Pollution Control Act of 1972.

-- -Other legislation, particularly the Power Plant and Industrial Fuel Use Act of 1978,
the Resource Conservation and Recovery Act, the Safe Drinking Water Act and the
Superfund legislation have also provided important incentives to the growth in
PCIDB sales. These laws require large-scale investment by industry to meet the leg-
islated environmental standards. As shown in Table 1, pollution control plant and
equipment expenditures (PABE) rose from $3.9 billion in 1972 to $9.2 billion in 1980
before declining to $8.9 billion in 1981. The percent of PABE financed by PCIDBs
has averaged about 32 percent, ranging from 15 percent in 1972 to 44 percent in
1981. The future growth of PCIDBs depends on the volume of PABE needed to satis-
fy pollution control standards and the ability of state and local governmental units
to sponsor tax-exempt financing which depends on individual IRS rulii-gs and
changes in tax and environmental legislation.

TABLE I.-PCIDB'S AS A PERCENT OF POLLUTION CONTROL PLANT AND EQUIPMENT EXPENDITURES
(Dollars in bilros]

1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

Pollution control plant and equip-
ment I ................ $3.9 $4.9 $5.7 $7.0 $7.2 $7.3 $7.6 $8.4 $9.2 $8.9

-PCID 's 2......................................... . .57 1.8 1.7 2.1 2.1 3.0 2.8 2.5 2.5 3.9

Percent ............................................... 15 37 30 30 29 41 37 30 27 44

'U.S. Deparme o Commer, B eau of onoic Aalys*is.
"The Daily B8ouyer.

Of particular importance is a TEFRA provision that restricts the use of ACRS de-
preciation for air and water pollution control facilities financed by tax-exempt
bonds to those built for use in connection with plants or other property in operation,
under construction or financed before July 1, 1982. This limitation, in effect, will
force industry to choose between tax-exempt financing for pollution control equip-
ment on new plants using a straight-line depreciation write-off, or using taxable fi-
nancing and a faster write-off of depreciation. No longer will both tax-saving provi-
sions be available for new construction.

The major users of PCIDBs have been electric utilities and oil and chemical com-
panies. Other significant users are paper companies, manufacturers and metal pro-
cessors. Electric utilities have consistently been the chief industrial beneficiaries of
PCIDB financing, accounting for more than 65 percent of PCIDB sales in 1977 and
more than 70 percent in 1981. Much of this financing was required in the wake of
the 1970's energy crisis as existing power plants switched from oil and gas boilers to
coal-fired generators, which require extensive pollution control installations, and
new power plants were built to use coal. The dollar value of PC!DBs issued for elec-
tric utilities ranged from $60 million in 1973 to $2.2 billion in 1977 and $2.75 billion
in 1981. Preliminary reports based on the first three quarters of 1982 indicate that
the utilities' proportion of PCIDBs sold was still the highest of any industry, with
an annual dollar value more than $3 billion. The value of PCIDBs used for utilities'
conversion to coal can be expected to decline as most of the conversions prompted
by the 1970's energy crisis are completed.

The other major users of PCIDBs listed in Table 2 are expanding their pollution
abatement expenditures for both air and water pollution control, and most facilities
so financed are being constructed to meet extended compliance deadlines of the
Clean Air Act and the Water Pollution Control Act.* Under the Water Pollution
Control Act, industrial point sources of pollution were required to adopt "the best
practicable control technology currently available" by 1977 and the "best available
control technology achievable" by 1984 in order to meet federal effluent standards.
Provisions of the Clean Air Act specify design criteria for certain industries and re-
quire industry to operate within certain stationary source air pollution standards.
n addition, under the Clean Air Act, construction of new facilities emitting high

24-865 0-83--1
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levels of pollutants has been restricted until national ambient air standards are
met.

TABLE 2.-DISTRIBUTION OF PCIDS USERS BY INDUSTRY
(Percent]

Yeas
1973 1974 1975 1976 1977 1978 1979 1910 1981

Percent of PCIOB's By Industry:
Elektdc utilities ................................................. 33 56.3 29.3 .............. 65.3 ............................ 58.0 70.2
Metal processing ................... 22 10.7 24.7 ..................................................................................
companies ................... 5 11.7 10.3 ................................................. 4.8 11.2
M anufactu ing ................................................................................................................................................................... 5.2
Chem ical ........................................................... 11 4.7 11.8 ..................................................................... 4.5
Forest products (paper) ................................... 11 9 10.4 ...................................................................... 3.0

Total given percent ....................................... 82 92.4 86.5 .............. 65.3 ............................ 62.8 94.1

Source The Bend Be.

The effects of the elimination of PCIDBs would vary significantly by industry.
With PCIDBs, certain firms and certain investments receive lower interest costs
from tax-exempt financing. Their borrowing costs are lower per dollar by the differ-
ence between the taxable and tax-exempt financing rate.

PCIDB purchasers.-The purchaser of PCIDBs is assumed to have similar invest-
ment needs and strategies as the purchaer of other municipal bonds. As shown in
Table 3, commercial banks, households, property liability companies and municipal
bond funds are the largest participants n the municipal bond market. Households
and municipal bond funds have been the fastest growing segments since 1975. It can
be assumed that the composition of PCIDB holders is similar to that of the munici-
pal bond market in general.

TABLE 3.-HOLDERS OF MUNICIPAL BONDS

OecJ1,i cte
1982 1982) 1983

Domestic commercial banks ......................................................................................................... 157.0 + 55.1 + 5.8
Households ....................... ...... .............. ............ . ........ 138.5 + 67.4 + 35.0
Property liability companies ........................................................................................................ 86.4 + 53.1 + 2.4
M unicipal bond funds ................................................................................................................... 48.7 + 42.6 + 15.8
Life insurance com panies ............................................................................................................. 8.2 + 2.9 + .9
State and local retirement funds .................................................................................................. 4.0 + 2.1 - .1
Nonfinancial business corporations .......................................................................................... 3.6 - 1.0 - 2.5
M utual savings banks .................................................................................................................. 2.2 + .7 0
Secretary brokers and dealers .................................................................................................... 1.4 +_9 + .7
Savings and loans ........................................................................................................................ 1.1 - .4 - .1

Total ............................................................................................................................. 451.1 + 223.4 + 57.9

Se.c Salem Brote, 1983 Prenpfl te Finaxiaf Market.

It is likely that most purchasers of PCIDBs are individuals, either buying for their
own account or through investments in municipal bond funds. As Ion as interest
rates remain high relative to the return on other investments, all bons will be at-
tractive investments. The higher an individual's tax bracket, the more attractive
tax-exempts will be. As the yield on tax-exempts increases relative to the taxable
rate, the attractiveness of all tax-exempts increases for individuals with marginal
tax rates equal to one minus the ratio of the tax-exempt rate to the taxable rate.
Thus, as the tax-exempt rate has generally been about 70 percent of the taxable
rate, tax-exempt bonds are most attractive to individuals with marginal tax rates
higher than 30 percent. Individuals in the 30 percent tax bracket are indifferent be-
tween tax-exempts and taxables, as their return would be the same from either in-
vestment. Individuals with marginal tax rates of less than 30 percent would prefer
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taxable investments, as long as the tax-exempt rate remains no higher than 70 per-
cent of the taxable rate. As the supply of tax-exempts increases relative to taxables,
however, the relative tax-exempt rate rises to attract investors in the lower brack-
ets.

PCIDB impact on capital markets and the Treasury
Economic and Market Forces.-The criticism of IDBs is based on the economic ar-

gument that IDBs provide preferential treatment for certain firms or industries in
the form of lower interest costs for tax-exempt financing. In the case of pollution
control financing, however, it is important to recognize the real economic versus the
financial forces that are at play. The real economic decision to allocate productive
resources to pollution control activities is mandated by a public policy decision.
There is a fixed amount of this activity that will occur under a given interpretation
of that policy. Once these resources are committed, the major economic reallocation
is completed. The installation of pollution control facilities mandated by federal law
does not increase a firm's productive capacity, and thus would not be economically
attractive to a company which could expect no financial return on its investment.
There would be no economic incentive, therefore, for a rational company to divert
any of its resources to pollution control. It follows, then, that the implicit govern,
ment subsidy through PCIDBs is not likely to divert any more capital than is neces-
sary to meet federal standards, and that this diversion is due to the policies requir-
ing installation of the equipment, not the availability of a particular form of financ-
in$he" main issue then becomes the relative and absolute effects which occur in the

financial markets, in connection with the financing of these investments. The provi-
sion of tax-exempt financing has the effect of distributing a portion of the corot of
pollution abatement over all taxpayers, rather than recovering it solely from the
purchasers of the products of the polluting firms. Simply put, the elimination of
PCIDBs may prompt the affected industries to raise their prices for electricity, steel,
paper, chemicals and other products using these materials, to recover the higher in-
terest costs of non-tax-exempt debt. Public policy has determined that these indus-
tries and their customers should not bear the entire burden of meeting stiffer envi-
ronmental standards.

Impact on the bond market.-Coopers & Lybrand and Data Resources indepen-
dently analyzed the impact of PCIDBs on the financial markets. Despite the use of
two dissimilar methodologies, the empirical results are remarkably similar. This
section discusses the two firms' analyses of the implications for the financial mar-
kets.

The Coopers & Lybrand evaluation looks at the aggregate impact of PCIDBs on
the bond market and then asks whether there are any theoretical /empirical reasons
to believe that a particular market segment would be differntially affected by
PCIDBs. This analysis concludes that in the aggregate, the impact on the over I
cost of capital would be very small. Yes, the presence of PCIDBs in the municipal
bond market does have an effect on all capital costs. However, this effect is felt by
all participants in the financial markets, and the specific impact on the tax-exempt
market is small. Coopers & Lybrand recognizes that the financial markets do not
instantanously adjust to these market equilibrating forces, and believes that given
the magnitude and efficiency of the capital markets in the U.S., the effects of arbi-
trage work very rapidly and that the "short-run" is not of sufficient duration for
these interim adjustment positions to be of concern. There are three important rea-
sons for this conclusion:

Small PCIDB volume.-Over the past 10 years, PCIDBs have averaged approxi-
mately 10 percent of total new tax-exempts issued. By the end of calendar year
1982, PCIDBs comprised less than 6 percent of outstanding tax-exempt notes and
bonds, 1.5 percent of all outstanding privately held federal, state and local govern-
ment debt, and less than 1.5 percent of long-term corporate debt. (See Table 4). At
that time, the value of PCIDBs outstanding was approximately $26 billion. This is
less than 0.6 percent of all privately held capital in the economy. The minimal in-
cremental demand for capital attributable to PCIDBs does not significantly affect
this vast market.

Market Forces.-Before the existence of PCIDBs, a vast array of forces was at
work in the capital market. These forces incorporated differentials in the rates of
return, risk, maturities and tax effects of all financial instruments. The presence of
a small volume of PCIDBs has little material impact on these differentials. What
impact there is spread over all markets and, as a result, is virtually negligible.

Effects of Arbitrage.-The impact of PCIDBs will be felt in all markets. Assuming
the existence of an efficient capital market, that information is free and readily
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available to all and that investors behave rationally, any increase in the demand for
capital in any part of the capital market will be spread over all segments through
the actions of arbitragers. Therefore, while an increase in the demand for tax-
exempt financing will initially have the effect of raising the yield on tax-exempts,
such a tendancy will raise the return to tax-exempts relative to other instruments,
making the latter less attractive. Investors will shift quickly from less to more at-
tractive instruments until they ultimately raise the return on all market instru-
ments.

Thus, the incremental demand for capital to finance legislatively-mandated pollu-
tion control facilities will have the effect of raising interest rates on municipal
bonds. However, the effect would be nearly the same if the same amount of capital
were raised through taxable debt. At market equilibrium, the only difference be-
tween interest rates for taxable and tax-exempt debt will be the tax effect for inves-
tors.

TABLE 4.-PCIDB'S AS A PERCENT OF OTHER DEBT INSTRUMENTS
loollars in binion

Outstand-
1976 1971 1978 1979 - 1980 1981 1982 DZ"

31, 1982

State and local boards and notes (net of refundings,
maturities and sinking fund purchases) .......................... 17.6 28.9 32.5 27.9 33.0 32.2 51.9 451.1

PCIDB's ................................................................................ 2.1 3.0 2.8 2.5 2.5 3.9 6.1 ' 26.0
Total Government debt ......................................................... 90.9 104.4 115.1 105.3 151.5 155.2 267.7 1,689,1
Long-term corporate debt ..................................................... 109.4 144.3 150.4 148.5 121.5 103.7 51.8 1,857.9
Total demand for credit ............. ... 255.1 348.8 408.2 397.3 349.4 408.7 399.4 4,889.7

Percent:
PCIDB's as a percent of State and local bonds and

notes ...................................................................... 11.9 10.3 8.6 8.9 7.6 12.1 11.8 5.6
Total Government debt ................................................ 2.3 2.9 2.4 2.4 1.7 2.5 2.3 1.5
Long-term corporate debt ............................................ 1.90 2.1 1.9 1.7 2.1 3.8 10.6 1.4
Total demand for credit .............................................. .8 .9 .7 .6 .7 1.0 1.5 .5

'Estimated.
Source. Salmon Brthe, 193 Prospects for Financial Markets, The B Buyer (PCWO volume).

TABLE 5.-PCIDB INTEREST RATES COMPARED TO MUNICIPAL AND CORPORATE UTILITY BONDS
lPercert]

1973 1974 1975 1976 1977 1978 1979 1980 1981

PCIDB's/AA/25-30 year ' ........................................ 5.68 6.98 7.44 6.31 5.81 6.37 6.81 8.86 10.71
CO Bonds/A/20 year 2 .............................................. 5.22 6.25 7.10 6.56 5.67 6.04 6.52 8.58 11.33
Corporate utility/AA/29/year ................................. 7.83 9.41 9.45 8.67 8.33 9.09 10.24 13.14 16.25

'Mod's Won Repor.
N h Bond Buyer.

Data Resources constructed a model of the tax-exempt bond market in order to
estimate the effects of PCIDBs on tax-exempt interest rates and the volume of tax-
exempt borrowing for traditional purposes. Over time, tax-exempt interest rates
move sympathetically with taxable rates, since both tax-exempt and taxable rates
are influenced by the same financial conditions. Tax-exempt rates are lower because
of the advantage of tax-exemption to the holder. The spread between the tax-exempt
rate and the taxable rate will equal one minus the marginal tax rate of the margin-
al buyer of tax-exempt issues:

r. = (1 - tb*)rt
where:

r,-tax-exempt rate
rt-taxable rate
to*-the marginal tax rate of the buyer who switches from taxable to tax-

exempt issues
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This marginal buyer is indifferent between purchasing tax-exempt and taxable
bonds of the same term and quality; for the marginal buyer, the a r-tax returns
are equal. Individuals with marginal tax rates above t* will prefer to hold only tax-
exempts, while individuals with marginal tax rates below th* will prefer to hold tax-
ables. The value of t,' that equilibrates tax-exempt yields depends upon the relative
quantities of taxables and tax-exempts placed in the market. Most purchases of tax-
exempts are by households, bond funds, commercial banks, and fire and casualty in-
surance companies. For example, these three sectors held 89 percent of the net new
issues in 1981. Commercial banks purchase tax-exempt once they have met their
commitments to other borrowers, if they have taxable income to shelter. The
demand of fire and casualty companies is highly unstable, depending on their cash
flow needs. As a result, the household sector can be considered the residual absorber
of tax-exempts. Tax-exempt interest rates will adjust relative to the taxable interest
rate to attract enough buyers from the household sector to clear the market.

As the volume of tax-exempts increases, more household investors in lower tax
brackets must be drawn into the market, thereby reducing the marginal tax rate,
t* that equilibrates the market. As a result, tax-exempt rates will rise relative to
taxable rates, causing the spread between tax-exempt and taxable rates to decrease.
On the other hand, if the supply of tax-exempts declines, the equilibrating value of
th* will rise as fewer tax-exempts are purchased by households. As a result, tax-
exempt rates will fall relative to taxables, and the spread will widen.

A fully specified model of the municipal bond market would include nine equa-
tions" (1) a supply equation for state and local government bonds; (2) a supply equa-
tion for PCIDBs; (3) a supply equation for all other IDBs; (4) a demand equation for
the purchases of fire and casualty insurance companies; (5) a demand equation for
the purchases of commercial ban ks;6) a demand equation for the purchases of all
other institutions; (7) a market clearing interest rate equation for tax-exempts; (8)
an interest rate equation for PCIDBs, and (9) an interest rate equation for all other
IDBs. The last two equations capture the interest rate premia on IDBs from their
segmentation from the rest.of the tax-exempt market. Appendix A reviews earlier
models of the tax-exempt market and describes the estimation and simulation of the
DRI tax-exempt bond market model.

The empirical results derived from the municipal market model constructed by
DRI indicate tht a $1 billion increase in state and local borrowing, whether it is
PCIDBs, IDBs, or general obligation bonds, raises state and local borrowing rates by
about two basiA points relative to comparable taxable rates. This result is only about
one basis point higher than the findings of Kormendi and Nagle (1981), but is much
lower than the increase of four to seven basis points reported in Petersen (1979).

The modelling results also suggest that the sensitivity of the supply of state and
local obligations is relatively interest-inelastic with respect to variations in state
and local borrowing rates. A one basis point increase in state and local borrowing
would lower state and local borrowing by at most $10 million.
Impact on the Treasury

The Treasury Department has estimated that the tax revenue loss attributable to
PCIDBs was $720 million in 1981 and $825 million in 1982. As stated in the 1984
Budget Special Analyses, these estimates "are not equivalent to estimates of the in-
crease in Federal receipts that would accompany the repeal of tax subsidy provi-
sions." Thus, these estimates actually overstate the impact of PCIDBs on the Feder-
al tax receipts, since there are offsetting revenues associated with PCIDBs as well as
"tax expenditures."

Coopers & Lybrand and Data Resources independently estimated the federal reve-
nue losses from PCIDBs. Varying assumptions underlie the estimates. Therefore,
the two approaches result in different estimates of the tax revenue loss to the Treas-
Uroopers & Lybrand's estimate of the actual loss in Federal receipts takes into con-

sideration the offsetting factors associated with PCIDBs. The most important is the
increase in tax revenues due to reduced tax deductions for firms using lower-inter-
est PCIDBs rather than taxable debt to finance pollution control facilities. In view
of the legal requirements that firms install these facilities, it can be assumed that
firms would use taxable debt to finance the required modification if PCIDBs were
not available. The costs to industry of using taxable debt would be reduced by the
increase in interest tax deductions, which would reduce the taxes paid by a percent-
age equivalent to the PCIDBs-user firms' effective tax rate.

Since no composite estimates are available of the overall tax rate for all bond is-
suers, Coopers & Lybrand used the average tax rate for electric-utilities-the major
industry using PCIDB financing-to estimate the offsetting gains in tax revenues
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attributable to this factor. The average tax rate for electric utilities has been ap-
proximately 34 percent in recent years. Applying this percentage to the Treasury s
revenue loss estimates would reduce those estimates to approximately $475 million
in 1981 and $645 million in 1982. These revised estimates should constitute an upper
bound on the tax revenue loss attributable to the tax-exemptions for PCIDB inter-
est.

Data Resources' estimates of the federal revenue losses from PCIDBs are devel.
oped from a multi-asset model developed by Harvey Galper and Eric Toder. In this
model, the only assets are tax-exempt and taxable bonds. Issues of tax-exempt
PCIDBs displace taxable debt used to finance investment. While the government no
longer collects tax revenue on the displaced taxable debt, it recovers some of the
lost revenue because firms who use PCIDBs claim smaller interest deductions. The
lost tax revenue on the displaced debt is considered the gross loss to the govern-
ment, while the net loss includes the offset of lower interest deductions. Appendix B
discusses this model and Data Resources' determination of the tax revenue impacts
of PCIDBs.

The empirical results derived by Data Resources indicate the federal revenue
losses from PCIDBs range from $700 million to $1 billion in 1982. Elimination of all
PCIDBs issued after 1982 would raise revenues by $80 million in 1983, rising to $370
million in 1985. Assuming a liberal amount of economic feedback from the lost in-
vestment stimulus, the revenue gain would be $70 million in 1983, rising to only
$250 million in 1985.

If PCIDBs were eliminated, most firms would seek rmancing through taxable
debt. However, the Treasury would not necessarily recover the revenues lost in tax
benefits to the bondholders. If investors replaced their investment in PCIDBs with
fully taxable investments, the Treasury's loss would be minimized. However, a
myriad of tax shelters is available to investors at different levels of risk and return.
The rational investor can be expected to find the means of obtaining the return he
desires at a level of risk he is willing to incur. To the extent investment in PCIDBs
is replaced by investment in other tax-exempts or tax shelters, the loss to the Treas-
ury remains the same. Unfortunately, given the small volume of PCIDBs outstand-
ing, the data available makes it difficult for us to comment on the precise pattern of
activity at the margin. It is likely, however, that most investors would find other
means of sheltering their income if tax-exempt PCIDBs were not available.

CONCLUSION

PCIDBs represent a small percentage of all tax-exempt bonds sold, and a much
smaller percentage of tax-exempt bond, outstanding. They are used only to pay for
construction of pollution control facilities required to bring certain industries into
compliance with federal environmental law. Because the tax laws permit the sale of
PCIDBs at the lower interest rates associated with tax-exempt financing, PCIDBs
represent a partial federal subsidy to these industries. The presence of these bonds
in the capital market has the effect of raising interest rates. The effect is minimal
because of the low volume of PCIDBs sold. PCIDB use results in a net tax revenue
loss to the Treaury. If tax-exempt PCIDBs were eliminated, it is likely that most
investors would find other means of sheltering their income. To the extent invest-
ment in PCIDBs were replaced by investment in other tax-exempts or tax shelters,
the loss to the Treasury would remain the same.

The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Let me ask a question of Mr. Potts.
Let's assume that Congress decides that some limitation on

small-issue IDB's was necessary. In your opinion, is a State-by-
State cap the best approach? And, if so, how would you design the
cap? If not, what other method of limiting the use of small-issue
IDB's would you suggest?

Mr. Po's. Well, instead of limiting the use I would raise the
limit from $10 million to $15 million, to keep pace with inflation.
You need $15 million today to be where you were in 1968 with the
$5 million limit. So I wouldfavor no further restrictions.

I would favor the expansion of the use of IDB's, and I think that
any further restrictions would make the program so burdensome
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and so laden with all kinds of restrictions that it would be practi-
cally unworkable and unusable in the main part.

Senator DURENBERGER. Well, let me ask you a different question,
though we are going to run short of time today.

You have made the argument in your written statement that we
ought to continue the small-issue IDB's because communities need
to attract businesses that can serve as a magnet for other business-
es. If a community doesn't have to commit any of its own funds,
how is it that one community attracts a business over another com-
munity? Haven't we just created a situation where all communities
are offering IDB's, and therefore we have lost the incentives that
were a part of the original rationale?

Mr. Pors. Well, most of the communities already make contri-
butions, Mr. Durenberger. They do this in the form of tax conces-
sions of one kind or another, or special help in terms of road access
and things like that. So they are already making contributions.

Now, I think one of the values of the program now is that ever_
community can use it; it's not something that is used only, let s
say, by Southeastern States or Southern States to attract industry
away from the Midwest. So the program is available to all compa-
nies that want to use it-all States, and all communities.

Senator DURENBERGER. Mr. Wegmiller, is there an end at all to
tax-exempt bond financing? You are well aware that we are
moving into a new era of prospective pricing and competition and
operating margins for hospitals_ are going to be key there. Is there
ever a period of time when we are going to be able to phase out
tax-exempt bond financing for hospitals?

Mr. WEGMILLER. I think that the difficulty in ever phasing out
tax-exempt bonding is the difficulty of not-for-profit organizations
to move to another kind of capital access, any one of which is more
than likely going to be more expensive. And as you point out in
K our question, we are entering an era of limited resources in

ealth care. Everyone understands that, certainly. The health care
providers at the same time look at a source of capital that is going
to be more expensive. It doesn't add anything to the quality of
health care, the betterment of the facilities, or more personnel.

It is for the foreseeable future very difficult to envision a time
when tax-exempt financing isn't going to be needed by not-for-
profit hospitals.

The CHAIRMAN. Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. I have no questions, except to indicate the tax-

exempt bond issuance increased from 30 billion to 85 billion,
almost a threefold increase, from 1975 to 1982. Over that same
period, small-issue IDB's increased from 1.3 billion to over 12 bil-
lion, a tenfold increase. Private-purpose bonds generally have in-
creased from 20 percent of the total tax-exempt market to over 50
percent. So I think we need to look at this area, as we are doing in
this area and others.

We have been mandated by the Congress to find $73 billion in
revenue, and we intend to look at everything. I am not certain
what might be the final outcome of that dead cat they gave us, but-
we appreciate your testifying. -
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Mr. Po'-rs. Mr. Chairman, may I give you a figure that is related
to what you have just said?

The Public Securities Association has just released some data on
the first quarter of 1983, and their figures show that the volume of
small issues was 53 percent lower than for the same period in 1982.
Those actual figures are $310 million of small issues in the first
quarter of 1983, as compared to $668 million in the first quarter of
1982. In other words, it would appear that the restrictions enacted
in TEFRA last year are beginning already to take hold. And the
pint I made in my testimony was that Congress ought to at least
give those restrictions a year to work their way through the
system, and then determine whether further restrictions are
needed.

The CHAIRMAN. Thank you very much.
Our next witness will be Senator Durenberger. I might say to the

witnesses, we had a little delay because we had a vote at 10 a.m.,
so we lost about 30 minutes, and we are going to try to finish by
noon or a little after, so we are going to ask all witnesses to sum-
marize their summaries. [Laughter.]

Senator Durenberger.
Senator DURENBERGER. I thank my colleague. I will endeavor to

summarize the summary of my summary, if tb.lat is possible, since
all of my colleagues on this committee have a more detailed expla-
nation of a proposal that I put forward relative to the deductibility
of State and local taxes.

As you will recall, Mr. Chairman, last year one of the so-called
reform issues that we considered as we were approaching TEFRA
was the elimination of the deduction for State and local sales and
personal property taxes. And I assume that, as we go through this
business of exp.mining "who to feed the cat" that you referred to,
there is going to be some serious scrutiny of this issue.

So let me say at the outset, I believe that any assault on the de-
ductibility of State and local taxes solely as a means of raising
more Federal revenue is misdirected and ill advised. This doesn't
mean, however, that the deduction of State and local taxes should
remain exempt from examination as this committee approaches
genuine tax reform.

I think there are three basic questions that this committee
should address as it goes about determining the future treatment
of State and local taxes in the Federal tax code.

First, is the deduction of State and local taxes an efficient Feder-
al subsidy for State and local government? In this context, I think
of efficiency as the amount of benefit realized out of the State and
local end, compared to the dollar of revenue lost or expended here
in the Federal end.

Economists have looked at this whole issue, and when they look
at the revenue value to State and local governments, of the Federal
GoVernment giving tax relief to taxpayers through the deductibil-
ity of State and local taxes, they discover that it's a very inefficient
way to subsidize these governments. They estimate-and this is
sort of a consensus estimate-that for every dollar of Federal reve-
nue foregone because of deductibility, State and local governments
receive only about 21 cents in the form of increased revenues over
what they would have realized without deductibility.
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It is further estimated that, if the deduction is not totally elimi-
nated but is limited in a careful manner, for each dollar in deduc-
tions taken away, State and local governments will realize a de-
crease in revenues equal only to about a dime. In each of those
cases, that's sort of the psychological impact on the taxpayer.

The second question this committee should address is suggested
by the answer to the first: Is it possible to limit the deductibility of
State and local taxes and replace this indirect subsidy with a more
efficient subsidy? And the answer to that, in my opinion, is a re-
sounding yes. The most efficient of all direct Federal assistance to
State and local governments is a program this committee will
reauthorize this afternoon-general revenue sharing.

It is estimated that for every dollar Congress appropriates for
revenue sharing, 99 cents finds its way into the hands of State and
local officials and only 1 cent gets lost to administration.

So, limiting the deductibility of State and local taxes and return-
ing the increased Federal revenues to State governments through a
new State revenue-sharing program would have enormous efficien-
cies. Instead of 10 to 20 cents of every Federal dollar finding its
way back to State and local government, 99 cents on the dollar
would be available.

This then leads us to our third and final question, and that is:
What is the best way to limit the deductibility of State and local
taxes?

To answer this, let me begin with the worst possible approach,
and that is selectively repealing the deductibility of a single tax
such as the sales tax.
- Nationwide, in 1980, the sales tax accounted for 16 percent of all

deductions for State and local taxes, but that ranged from less than
1 percent in Oregon, which has almost no qualifying sales tax, to
46 percent in the State of Louisiana. So, if sales tax deductibility
were repealed, the additional Federal revenues would come mainly
from residents of States like Louisiana that relied heavily on the
sales tax as an important revenue source and very little from resi-
dents of States that levied no sales tax.

In addition, the Federal Government, by this kind of selective
action, would be encouraging States to shift reliance off the nonde-
ductible taxes onto other taxes that remain deductible, such as the
real property tax.

A mejor issue in designing a limit on deductibility is how much
it will cost State and local governments in lost revenues. By this
standard, selective repeal of the sales tax is also an undesirable ap-
proach. Of the several major approaches I have examined, selective
repeal of the sales tax would produce the largest revenue losses to
State and local governments.

I have looked carefully at possible ways to limit deductibility,
and have come to the conclusion that the best way to treat the four
remaining taxes eligible for deduction-that is, income, sales, real,
and personal property-is to combine them into one pool and to
place a floor on the total amount that may be deducted. This floor
should be expressed as a fixed percentage of a taxpayer's adjusted
gross income, to avoid regressivity. Only taxes in excess of the floor
amount would remain eligible for a deduction, while taxes paid up
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to the floor would now be subject to the Federal income tax. This
approach has several desirable attributes:

First, it is clearly not regressive. It does not skew State and local
tax decisions in favor or against any particular tax. It raises rev-
enues more uniformly among all the States, and it produces the
least loss in State and local-owned source revenues.

The Congressional Research Service has estimated that for each
dollar collected by the Federal Government through this limita-
tion, State and local governments would improve tenfold if the dol-
lars raised through this limitation were returned directly through
State revenue sharing.

Mr. Chairman, I would say this is something approaching genu-
ine tax reform. It improves the Federal income tax by broadening
the tax base, it limits the loophole from which only 30 percent of
all Federal tax returns would benefit, and at the same time it does
not neglect the profound policy implications such a change holds.
Most importantly,- it does not merely seek increased Federal rev-
enues while hiding behind the rhetoric of tax reform.

Before I submit to your questions, let me introduce Miss Nonna
Noto, who is a senior analyst with the Congressional Research
Services, who, with her colleague Dennis Zimmerman, just com-
pleted a comprehensive report on this question of State and local
tax deductibility for the Governmental Affairs Committee.

I have a written statement that I would like to submit on their
behalf, and she would be available to back me up if you have any
questions.

The CHAIRMAN. Senator Long.
Senator LONG. No questions.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. No questions, thank you.
The CHAIRMAN. I have no questions at this time. As you know, it

is a matter we looked at last year, and I think we probably chose
the worst option-trying to just repeal or take care of one type of tar.
So this may be a fresh approach.

I am not certain about the revenue implications or the possible re-
gressivity. You have addressed those, I assume, with the floor.

Senator DURENBERGER. Right.
The CHAIRMAN. But it is something we will want to discuss, I

assume, as we get into the nitty-gritty of trying to put the package
together. We thank you for your assistance, too.

Senator DURENBERGER. Thank you, Mr. Chairman.
The CHAIRMAN. Now we have a panel consisting of Kenneth

Dickinson, president of Dickinson, Logan, Todd & Barber, on behalf
of the Mortgage Bankers Association of America; Scott Slesinger,
executive vice president, National Apartment Association; and Ste-
phen Smith, executive committee, Coalition for Low and Moderate
Income Housing.

Again, if I could encourage the witnesses to summarize their
statements so we might have time for questions.
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STATEMENT OF KENNETH D. DICKINSON, PRESIDENT, DICKIN-
SON, LOGAN, TODD & BARBER, INC., RALEIGH, N.C., ON BEHALF
OF THE MORTGAGE BANKERS ASSOCIATION OF AMERICA,
WASHINGTON, D.C.
Mr. DICKINSON. Mr. Chairman, I am Kenneth Dickinson. I am

resident of Dickinson, Logan, Todd & Barber, a mortgage banking
firm headquartered in Raleigh, N.C. I am also a past chairman of
the Mortgage Bankers Association of America's Income Property
Committee. As you are aware, MBA is a trade association of the
Nation's mortgage banking industry.

The provisions of the Economic Recovery Tax Act of 1981 and
the Tax Equity and Fiscal Responsibility Act of 1982 responded to
high inflation by providing desirable tax treatment to restore the
balance of incentives for long-term real estate investments. MBA
urges this committee to recommend that no changes be made to
those provisions in the Federal income tax law that encourage the
ownership and development of real estate.

The staff of the Federal Reserve Board completed a study in 1981
relative to the problem of capital formation. The Federal Reserve
Board research confirmed that a tax system in effect in 1980 and
1981 favored shorter term over longer term investments. The most
prominent suggestion as to how tax law could be rewritten was the
Accelerated Cost Recovery System which Congress incorporated
into the Economic Recovery Tax Act of 1981. Expected tax treat-
ment is of primary importance in estimating the profit or loss from
a real estate investment. To the extent that such changes are unfa-
vorable to real estate, they prevent some new projects from being
built.

There has been discussion that the proper period for depreciation
of real estate structures should be 20 years rather than the current
15 years. The difference between a 20-year depreciation period and
a 15-year depreciation period will make some proposed construction
projects uneconomical, of course; but the very changing of the de-
preciation laws so soon after they were established will have a
widespread negative effect. Unless investors can be reasonably cer-
tain that Congress recognizes the importance of a stable invest-
ment environment and does not intend to tinker frequently with
the tax code as it affects real estate, the desirability and necessary
development of real estate structures will not be financed.

The rate of return on multifamily projects is limited because
rent levels are not adequate in the face of expensive debt service
and increasing operating expenses. Current law provides that mul-
tifamily buildings may be depreciated at a rate in excess of straight
line, with more favorable recapture rules than other income prop-
erty. MBA urges that the committee make no recommendations to
weaken these provisions.

MBA supports enactment of S. 137, the Housing Financing Op-
portunity Act of 1983, which would extend the tax-exempt status of
revenue bonds for housing, as long as such bonds are targeted to
the low income, the elderly and handicapped.

Several other provisions of current tax law recognize that, in ad-
dition to shelter, a house or condominium serves as the repository
of the individual savings of many Americans. MBA urges the com-
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mittee to recommend that no changes be made in the tax law to
discourage homeownership.

We appreciate this opportunity to testify, and we would be happy
to answer any questions.

[The prepared statement follows:]

STATEMENT OF KENNETH D. DICKINSON, PRESIDENT, DICKINSON, LOGAN, TODD &
BARBER, INC., RALEIGH, N.C., ON BEHALF OF THE MORTGAGE BANKERS ASSOCIATION
OF AMERICA
Mr. Chairman and Members of the Committee, my name is Kenneth D. Dickin-

son. I am President of Dickinson, Logan, Todd & Barber, Inc., a mortgage banking
firm headquartered in Raleigh, North Carolina. I am also a past chairman of the
Mortgage Bankers Association of America's (MBA) Income Property Committee.
MBAI is the trade association of the Nation's mortgage banking industry. Accompa-
nying me are Burton C. Wood, MBA's Legislative Counsel, and William E. Cumber-
land, MBA's General Counsel.

We appreciate the opportunity to appear before you today to express our views on
those provisions in the Federal income tax law that encourage the ownership and
development of real estate. As has been demonstrated in the past few years, high
inflation rates discourage investment in real estate, which is a relatively long term
asset, compared with other types of property, such as equipment. The carefully de-
veloped real estate related provisions of the Economic Recovery Tax Act of 1981
(ERTA) and the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) respond-
ed to recent high inflation by providing desirable tax treatment to restore the bal-
ance of incentives for long term real estate investments. MBA believes that the in-
flationary pressures of the past decade are still present and that the real estate re-
lated tax provisions enacted and ratified by Congress in 1981 and 1982 are still ap-
propriate and needed. Therefore, MBA urges this Committee to recommend that no
changes be made, at the present time, to those provisions in the Federal income tax
law that encourage the ownership and development of real estate.

The Mortgage Bankers Association of America is a nationwide organization devot-
e& exclusively to the field of mortgage and real estate finance. MBA's membership
it; comprised of mortgage originators, mortgage investors, and a variety of industry-
related firms. Mortgage banking firms, which make up the largest portion of the
total membership, engage directly in originating, financing, selling, and servicing
real estate investment portfolios.

INFLATION PRESSURES

MBA is deeply concerned and disappointed that the President's budget for 1984
has failed to produce substantial cuts in the Federal deficit. The huge and unaccep-
table deficits projected for 1984, 1985, and 1986 mean the Government will continue
to absorb increasing amounts of credit that the private sector sorely needs to ensure
economic recovery.

The devastating effects of the deficits cannot be overemphasized. Protracted defi-
cits will severely inhibit, if not prevent, the economic recovery; threaten to rekindle
rapid inflation; and aggravate the fears of consumers, lenders, and investors, who
understand too well that the existence of deficits over long periods means that ob-
taining affordale credit will become more difficult, if not outright impossible.

MBA has called upon Congress to attack seriously the problem of too rapid
growth in the Nation's defense expenditures and in entitlement programs, including
Social Security. Only after everything has been done to curtail the growth in spend-
ing in these areas, should tax increases be considered. By substantially reducing the
Federal deficit over the next several years, Congress can do much to restore confi-
dence that a sustainable noninflationary recovery in the private sector of the
American economy is likely.

I The Mortgage Bankers Association of America is a nationwide organization devoted exclu-
sively to the field of mortgage and real estate finance. MBA's membership comprises mortgage
originators, mortgage investors, and a variety of industry-related firms. Mortgage banking firms,
which make up the largest portion of the total membership enga0e directly in originating, fi-
nancing, selling, and servicing real estate investment portfolio, Memers include: Mortgage
Banking Companies; Mortgage Insurance Companies; Life Insurance Companies; Commercial
Banks; Mutual Savings Banks; Savings and Loan Associations; Mortgage Brokers; Title Compa-
nies; State Housing Agencies; Investment Bankers; Real Estate Investment Trusts. MBA head-
quarters is located at 1125 15th Street, N.W., Washington, D.C. 20005; telephone: (202) 861-6500.
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THE IDEAL TAX SYSTEM

An economically sound tax system should be based on two principles. First, such a
system should be neutral, that is, one where the investment decisions made are the
same ones that would occur had there been no tax at all. Under a neutral tax
system, the pre-tax return would be independent of the furability of the investment,
and the tax would not alter the mix of investments. Second, a tax system should be
equal, that is, one where the same effective tax rates are levied on all types of
assets.

A perfectly neutral and equal tax is not likely to exist within the U.S. Tax Code.
Most tax changes over the last thirtyyears have been undertaken to achieve some
policy objectives or to help some specific group. A primary example is the mortgage
interest tax 'deduction for homeowners. It is not to be expected that the Congress
can or even should pass a perfectly neutral or equal tax law. However, reasonable
standards of tax neutrality are a significant measure of a successful tax law.

EFFECTS OF INFLATION ON REAL ESTATE INVESTMENT

A weakened dollar and a reduced rate Li' productivity increases in the U.S. econo-
my, during the 1970s, focused public attention to the problem of capital formation in
the United States. As a result, the staff of the Federal Reserve Board (FRB) com-
pleted a study of the problem in 1981. The study reported that, since 1962, the com-
position of investment had shifted away from investment in structures toward in-
vestment in shorter-lived assets, such as equipment. This trend toward shorter-term
investing was compounded by lower rates of capital formation in the United States,
relative to other industrialized countries. The study also found inefficiencies in the
allocation of scarce capital stock in the U.S. economy. In addition, the FRB research
confirmed that the tax system in effect in 1980 and 1981 favored shorter-term over
longer-term investments. These factors resulted in lower rates of capital formation
than would otherwise be the case. Moreover, inflation and the tax laws did not have
the same effects on all types of capital assets. Inflation acted as a tax by reducing
the value of depreciation deductions and by causing taxes to be levied against nomi-
nal rather than real (inflation-adjusted) capital gains.

PROVISIONS RELATING TO INCOME-PRODUCING PROPERTY

THE BASIC CHANGE: THE ACCELERATED COST RECOVERY SYSTEM (ACRS)

The conclusion of the 1981 FRB study of capital formation was that the existing
capital stock seriously misallocated. The report suggested a variety of ways in which
tax law could be rewritten so as to direct the flow of investment more efficiently.
The most prominent among these suggestions was the accelerated Cost Recovery
System acres) . Acceleration of the rate at which capital can be depreciated in-
creases the discounted present value of the depreciation deductions to recognize
more accurately the depreciation of capital as a current cost of doing business. Ac-
celerated depreciation mitigates the overall bias of the tax system against business
capital. Additionally, the ACRS is easier to administer than the previous system of
assigning a " useful economic life" to hundreds of different kinds of equipment, vehi-
cles, and structures.

The ACRS made dramatic changes in the way assets may be depreciated for tax
purposes. These changes greatly simplified and streamlined the depreciation proc-
ess. The most basic change was the replacement of the useful economic life concept.
In its place, three basic time periods were set up, one for each category of asset.
Thus, autos and light trucks could be depreciated over three years, equipment over
five years, and structures over fifeen years. Congress incorporated the ACRS in the
Economic Recovery Tax Act of 1981.

The question of whether the new change meets its objectives, and whether, in
doing so, it is reasonably neutral and equal is not yet suct to an answer. A full
evaluation of the economic effects of ACRS must wait until we have more data on
investment flows and allocation. However, in discussing whether ACRS should be
changed or allowed to remain as it is, some general comments can be made.

Expected tax treatment is of primary importance in estimating the profit or loss
from a real estate investment, and projects planned since the implementation of
ACRS have relied on these new depreciation rules. In contemplating the public
policy implications of changing ACRS, it must be remembered that the feasibility of
new projects and the market value of existing property will be affected, either favor-
ably or unfavorably, by any major changes in tax treatment. Such changes create
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windfall -'Ans or losses for real estate investors and owners who are providing
rental housing, office, retail, and wholesale space, warehouses, and other facilities
needed by a growing and mobile economy. To the extent that such changes are unfa-
vorable to real estate, they prevent some new projects from being built, and they
inflict losses on project owners who already have commited their funds. The losses
caused by such changes in tax treatment must be passed along to renters and con-
sumers, or are suffered by property owners, depending on market conditions.

Because of the one-to-three year planning and construction period required for
most commercial real estate projects, plans must be based on assumptions about
future market conditions, costs, revenue, and tax treatment. Frequent changes in
tax treatment add to the uncertainty inherent in planning a real estate project, im-
posing a cost that must ultimately be paid through higher rents or reduced equity.
Although tax treatment may need to be changed to reflect public policy decisions, it
should be recognized that changes impose costs on the economy, forcing a realloca-
tion of resources and prices. Too frequent changes can disrupt the market by intro-
ducing an additional element of uncertainty and risk, adding to costs.

There has been some discussion that the proper period for depreciation of real
estate structures under ACRS should be 20 years rather than the current 15 years.
The difference between a 20-year depreciation period and a 15-year depreciation
period will make some proposed construction projects uneconomical, of course, but
the very changing of the depreciation laws, so soon after they were established, will
have a widespread deleterious effect that cannot be measured by analysing a hypo-
thetical real estate project using 20 and 15 year alternatives. Unless investors can
be reasonably certain that Congress recognizes the importance of a stable invest-
ment environment and does not intend to tinker frequently with the tax code as it
affects real'estate, the desirable and necessary development of real estate structures
will not be financed.

INDUSTRIAL REVENUE BONDS

Although mortgage bankers participate in financing real estate structures using
industrial revenue bonds, MBA does not support the Federal income tax exemption
for financing private industrial income-producing facilities, except where such fi-
nancing is used to meet city, state, or Federal environmental requirements, or is

' used to finance federally or state-assisted multifamily housing that is targeted
toward meeting the needs of the disadvantaged, specifically low income families, the
elderly, and the handicapped.

DEDUCTION OF CONSTRUCTION PERIOD INTERFST AND TAXES

Under current law, interest and taxes paid during the time of construction must
be amortized over ten years rather than allowed to be deducted on a current year
basis. This provision works a hardship on investors, particularly during times of ex-
tremely high interest rates. The construction period expenses for interest and taxes
are a significant element in the cost of a real estate project. The industry guideline
is that construction period interest paid will total roughly the interest rate paid
times one half the cost of the building. Thus, for example, a $20 million structure,
taking two years to construct, with 14 percent construction financing will incur a
construction period interest expense of roughly $1.4 million. Requiring this expense
to be capitalized and recovered over ten years, in inflationary times, means that in-
vestors not only must wait for the tax relief, but also will receive it in dollars that
have less purchasing power than those invested during the construction period.
MBA urges the Committee to recommend that the deduction of construction period
interest and taxes be allowed as an expense in the year they are incurred.

DEDUCTION OF PRE-OPENING EXPENSES

Owners of commercial facilities, and to a lesser extent, multifamily projects incur
expenses prior to the time they are operating as a business. The Internal Revenue
Service, by regulation, has required these expenses to be capitalized rather than de-
ducted as current expenses. Start-up expenses are not acquisition or construction ex-
penditures of the type that are traditionally amortized. They are necessary and ordi-
nary business expenses, even though they are incurred prior to the time the busi-
ness is a formally operating entity. MBA urges the Committee to recommend that
pre-opening business expenses be specifically defined as currently deductible trade
or business expenses.
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INTEREST ON INVESTMENT INDEBTEDNESS

The limitation on deduction of interest on investment indebtedness by individuals
and partnerships in the current law can impede the development of real estate proj-
ects. Successful real estate developments are often highly leveraged. During times of
high inflation, with interest rates at record levels, debt service may exceed income
by a wide margin for the initial years of operation. The cost of the money used to
finance the acquisition of real estate should be recognized as a necessary and ordi-
nary business exense. MBA urges the Committee to recommend removal of the limit
on the deduction of interest investment expense by individuals and partnerships.

SPECIAL TYPES OF STRUCTURES

Multifamily.-There are many reasons why, investment in the production of mul-
tifamily housing is increasingly less attractive. However, the reasons can be
summed up by saying that the rate of return is limited because rent levels are not
adequate in the face of prohibitively expensive debt service and constantly increas-
ing operating expenses. As a result, rental housing is often not a profitable venture
for investors. Without compensating factors, this state of affairs will continue and
we will find ourselves in the midst of an increasingly severe housing shortage, par-
ticularly for low- and moderate-income families. In recognition of the special needs
for encouragement of investment in these structures, current law provides that mul-
tifamily buildings may be depreciated at a rate in excess of straight-line, with more
favorable recapture rules than other income property. Also, a special five year am-
ortization period is allowed for the rehabilitation of housing for ow income families.
MBA urges that the Committee make no recommendations to weaken these provi-
sions.

Historic pmperties.-In order to encourage the preservation of historic properties,
certain special deductions and credits are allowed for the preservation and rehabili-
tation of structures deemed to be historic. Older cities, especially, can and do benefit
from the tax law treatment available to owners and developers to recycle older, his-
toric properties. MBA urges that the Committee recommend that historic properties
continue to receive special favorable treatment under the tax law.

MISCELLANEOUS

There are several other provisions in the tax laws that encourage investment in
real estate and that MBA urges the Committee to recommend be retained. Profits in
real estate should continue to be subject to capital gains treatment, and state and
local taxes, including property taxes, should be recognized as ordinary expenses, in
the same manner as these items are treated for other types of investments.

PROVISIONS RELATING TO HOMEOWNERSHIP

REVENUE BONDS FOR HOUSING

Another major recent development involving Federal tax laws that affect real
estate ownership and development is the threatened termination of the ability of
states and municipalities to issue revenue bonds for housing.

Mortgage bankers have participated extensively in homeownership programs fi-
nanced with the proceeds of tax-exempt revenue bonds. When properly administered
and properly targeted, revenue bond programs can provide homebuyers with needed
financing and mortgage lenders with a new source of business oppoi-tunities, with-
out infringing upon markets that can be served without government subsidy.

MBA opposed the use of municipal tax-exempt revenue bonds to fund home own-
ership when such bonds mushroomed in 1978. The-rapid proliferation of these bonds
for home mortgages allowed the substitution of public funds for private funds in the
marketplace. In addition, they were an inefficient way to deliver governmental help
even to those in our society who could not be served adequately by private lenders.
Others, too, saw the danger of the apparently limitless use of home mortgage reve-
nue bonds, and in the Mortgage Subsidy Bond Tax Act of 1980 (Subtitle A of the
Revenue Adjustments Act of 980, Title XI of the Omnibus Reconciliation Act of
1980, PL 96-499), Congress provided that the tax-free status of such bonds would
expire at the end of 1983. -

The Mortgage Subsidy Bond Tax Act of 1980 not only established an expiration
date in the future, it imposed other restrictions to be effective until that expiration
date. A statewide ceiling was set on the volume on bond issuances; a one percent
arbitrage limit was imposed; only first-time homebuyers could be finance; and the
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maximum purchase price that could be paid using tax-exempt financing was set at
90 percent of average for the area (110 percent in areas of special need). The practi-
cal result of these interim restrictions was to prevent the issuance of tax-exempt
revenue bonds for housing almost immediately, long before the established Decem-
ber 31, 1983, expiration date.

Recognizing that the restrictions imposed in 1980 were too tight, Congress includ-
ed provisions in the Tax Equity and Fiscal Responsibility Act (TEFRA) (PL 97-248)
to ease the limits. The arbitrage limit was increased to 1.25 percent; the first-time
homebuyer rule was given a 10 percent safety-value exclusion; and the sales price
limits were raised from 90 percent to 110,percent of average acquisition cost for the
area (120 pervent in targeted areas).

The experience of bond issuance under these restricitons indicates that, with
limits, revenue bonds for housing can be used successfully. The limits established by
the 1980 Act, as modified by TEFRA, may need further tuning to achieve the proper
balance between high volume and targetted benefits, but the recent history of the
bonds indicates that their use can be controlled and their implicit Federal subsidy
can be directed to those who cannot be adequately served by the private market.

Reflecting this recent history, MBA no longer opposes categorically the issuance
of home mortgage revenue bonds. Rather, on May 17, 1983, the Board of Governors
adopted a revised statement of policy on the subject of tax-exempt bonds for hous-
ing, as follows: "MBA supports using municipal tax-exempt bond issues to provide
funds for home mortgages, provided such issues are targeted toward meeting the
needs of the disadvantaged, that is, the low-income, the elderly, and the handi-
capped. Further, such programs should be simplified and strict standards applied to
make them less costly to homeowners and easier to work with for all participants.
Moreover, If used, such programs should only be available to housing finance agen-
cies which allow all types of originators and servicers to participate in all their pro-
grams."

Therefore, MBA supports enactment of S 137, the Housing Financing Opportunity
Act of 1983, introduced by Senator William V. Roth, Jr. and many co-sponsors. This
legislative measure simply would delete the tax exemption exiration date from the
Internal Revenue Code by restating Section 103A(b) without the expiration clause. I
would not ratify or otherwise endorse the current purchase price ceilings, nor pre-
clude subsequent fine tuning to target the proceeds from revenue bonds toward en-
couraging homeownership by the disadvantaged, that is, people with relatively low
incomes, or who are elderly or handicapped.

Preliminary findings of a study being conducted by the General Accounting Office
(GAO) raise a question whether revenue bonds for housing are currently restricted
so as adequately to target the proceeds to disadvantaged persons. In its April 18,
1983 report, "The Costs and Benefits of Single-Family Mortgage Revenue Bond: Pre-
liminary Report," addressed to the chairman of the Senate Finance Committee, the
GAO found that most subsidized home loans were not made to low- and moderate-
income households in need of assistance, but rather to those who probably could
have purchased homes without assistance." Whether the final report will reach the
same conclusion remains to be seen, of course, but, if the study does result in evi-
dence that the Federal tax exemption is being used widely for people who are not
low income families, handicapped, or elderly, a careful adjustment of the Federal
law should be made.

In reviewing the final results of the GAO study, observers should be aware that it
was conducted on activity occurring during 1981 and 1982-a period of record in-
creases in home mortgage interest rates and market distortions brought about by
these increases, as well as the high rates actually reached. Because of the rapid in-
crease in the cost of financing,-the private market was accessible only to a few. Now
that home mortgage interest rates have dropped to more normal levels, the private
market is again serving moderate-income homebuyers. Whether the states generally
will exercise restraint and offer tax-exempt revenue bond assistance only to those
disadvantaged people who cannot be served by the private market may not be an-
swered by the study results alone.

DEDUCTIBILITY OF HOME MORTGAGE INTEREST

Current law allows homeowners to deduct the interest paid on home mortgages,
fully and without direct or indirect limit. MBA believes the tax deductibility of
home mortgage interest is consistent with this Nation's long-standing commitment
to homeownership opportunities for all American families. MBA opposes any re-
strictions upon this deductibility. Such restrictions could increase homeownership
costs at a time when a reduced number of American families can afford to purchase
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a home. Limitations on interest deductibility would also discriminate against cur-
rent homebuyers whose interest expenses, due to the high level of prevailing inter-
est rates, are far higher than those of existing homeowners with mortgage loans
that carry interst rates below current rates.

Additionally, at a time when our Nation's housing finance markets are being in-
creasingly integrated with the Nation's capital markets, homebuyers would be at a
severe disadvantage in the competition of funds of the interest deduction for home
mortgages is singled out for restriction.

MBA recognizes that the proposals to limit deductibility directly have been put
aside, for a while, in response to the resounding Congressional expression against
them in the previous Congress. But indirect attacks on the full deductibility contin-
ue to surface. Proposals to cap aggregate non-business interest deductions for an in-
dividual, for example, are indirect attacks on the deductibility of home mortgage
interest. MBA urges the Committee to reject any attack, direct or indirect, on the
full deductibility of home mortgage interest payments.

MISCELLANEOUS -

Several other provisions of current tax law recognize that, in addition to shelter, a
house or condominium serves as the repository of the individual savings of many
Americans. State and local property taxes are deductible as they would be for any
other real estate investment, and a tax must be paid on the profit realized upon the
sale of the house, but the profit tax is tempered by the allowance for an exemption
of $125,000 for persons nearing or reaching retirement age. This recognition that
equity in the home is the foundation of the retirement plan of many older citizens,
coupled with the ability to defer any profit-tax while the house, or a substitute, is
being used for shelter, allows the home to provide a mixed set of benefits, efficiently
and fairly. MBA urges the Committee to recommend that no changes be made in
the tax laws to discourage homeownership.

ENCOURAGING THE AVAILABILTY OF CAPITAL

In a sense the foregoing sections are a discussion of provisions that encourage the
direction of capital toward real estate investment. There are several provisions,
which are in the current tax law, or which could be adopted, that can encourage the
availability of capital in the aggregate.

INCOME EXCLUSIONS

Currently, individuals are allowed to exclude from taxable income a portion of the
dividends and interest they receive each year. Somewhat analogous, corporations
are taxed at a lower rate on the first $100,000 in proPts annually. Each of these
reductions of tax tends to encourage the small, margin' investor to dedicate capital
to investment, rather than to expend funds for consumption. MBA has consistently
supported responsible efforts to encourage capital formation, and, therefore, MBA
urges the Committee to recommend that the current income inclusions be expanded
rather than restricted.

QUALIFIED PENSION PLANS AND IRAs

There are a group of tax law provisions that are slowly becoming of particular
importance to the development of real estate, and show promise of becoming more
important. The ability to defer taxation of current additions to qualified pension
plans and individual retirement accounts (IRAs) has encouraged individuals to save.
Pension funds have grown geometrically in the past several years, and every indica-
tion is that they will continue to do so in the near future. Historically, pension
funds have not been invested heavily in real estate, but pension funds are increas-
ingly being seen, in the eyes of mortgage bankers and other lenders, as a logical
source of real estate finance because their liability structures are longer-term in
nature, and more closely match mortgage maturities than the liability structures of
most other investors. For pension funds, the high yields and increasing marketabil-
ity of mortgages should make attractive investments. MBA urges that individual
long-term saving continue to be encouraged by the tax treatment of retirement
funds.

CAPITAL FOR REAL ETATE

Several technical provisions are directed to those business organizations that
devote capital to real estate. Depository institutions are allowed to allocate income

24-865 0-83-16
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to a bad debt reserve without paying tax on the allocated income. We note that
mortgage bankers are not currently allowed this bad debt reserve treatment.
Historically, mortgage bankers sold the mortgages that they originated to long-term
investors, and so did not bear a risk of loss if the debt went bad. However, recently,
mortgage bankers have become issuers of securities backed by mortgages, and, as
such, have begun to realize losses when mortgages are not paid. MBA suggests that
the allowance of a bad debt reserve for mortgage bankers should be considered by
the Committee.

In addition to bad debt reserves for depository institutions making real estate fi-
nancing available, Congress allowed the establishment of a special set of accumula-
tors of capital for real estate, the real estate investment trusts (REIT). REITs sur--
vived the economic challenge of the mid-seventies and have proven successful as en-
tities encouraging capital formation. Current law does not allow the REITs to retain
income and manage a reinvestment program, which leaves them unattractive vehi-
cles for certain types of investors. Reducing the percentage of income the REITs
must distribute on a current year basis would further encourage their ability to at-
tract capital. MBA urges the Committee to recommend that REITs, andother enti-
ties issuing mortgage-backed securities, be allowed to retain and manage a larger
portion of their annual income.

MBA appreciates the opportunity to testify. We would be happy to answer any
questions you may have.

STATEMENT OF SCOTT SLESINGER, EXECUTIVE VICE PRESI-
DENT, NATIONAL APARTMENT ASSOCIATION, WASHINGTON,
D.C.
Mr. SLESINGER. Thank you, Mr. Chairman, and members of the

committee.
My name is Scott Slesinger. I am executive vice president of the

National Apartment Association, a trade association representing
45,000 owners, developers, and managers of multifamily housing
throughout the country.

Unlike commercial property, residential real estate rental is not
subject to the normal economic rules of price, cost, and supply. In
the commercial market, when supply and demand are in equilibri-
um and costs go up, so do rents. Any cost increases are then passed
on to the buyers of the goods and services of the renter.

Rents, however, in the residential market are determined by
what the renters can afford. Prices cannot go up as high as costs
because, if they did, the renters who could afford these increases
would find it to their economic advantage to become homeowners.
Other tenants would then be forced to find other affordable accom-
modations, usually overcrowded or substandard housing. Therefore,
without significant tax breaks for investors in rental housing, this
needed commodity will not be provided. That is why we receive and
need additional tax advantages such as the liberalized recapture
and the accelerated depreciation so we can attract the needed
capital.

A significant positive change caused by ERTA in 1981 has been
the additional number of sales of rental buildings. These sales that
have come under attack by some people in Treasury are critical for
rental upkeep and rehabilitation. Since rents usually do not pro-
vide investors With sufficient cashflows to pay for major repairs, re-
financing and sales have been the major ways to get the needed fi-
nancing into projects. Before ERTA, lenders and investors had de-
termined that low- and moderate-income projects did not have suf-
ficient income to pay for required operation and long-term mainte-
nance of our older housing stock unless it was located in an area
where conversion was possible. This made the rental stock severely
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illiquid and made financing of needed repairs very difficult. Now
the recapture rules, in tandem with the accelerated schedules for
existing housing, have encouraged sales to take place. When prop-
erties are sold, the new investors have sufficient capital to make
needed improvements in the property, something the former
owners could not afford to do based on the existing rent levels.

Because of this tax treatment of residential real property, we es-
timate that a number of abandoned and lost units will dramatical-
ly decrease this decade. For the first time, the Federal Government
is effectively encouraging the use of our Nation's existing rental
housing stock.

Any changes in the tax treatment of existing structures would be
most wasteful. Rehabilitation allows us to take advantage of our
existing neighborhoods and schools, utilities, and other established
infrastructure, Any change that would encourage a greater dispos-
able society would be much more costly than the narrow and fairly
small tax expenditure eyed by this committee.

Thank you. I will be glad to answer any questions.
The CHAIRMAN. Thank you, Mr. Slesinger.
[The prepared statement of Scott L. Slesinger follows:]

STATEMENT OF ScoTr L. SLESINGER, EXECUTIVE VICE PRESIDENT, NATIONAL
APARTMENT AssocIATIoN

Mr. Chairman and Members of the Finance Committee. My name is Scott Sle-
singer. I am Executive Vice President of the National Apartment Association, a
trade association representing 45,000 members and over 2 million multifamily units.
I appreciate the opportunity to speak before this Committee on what is a crucial
issue to our industry, the tax treatment of residential real estate investment.

Most industrial and developing countries of the world have found that the only
way to provide housing for the majority of their population is to build government
housing. The major exception is the United States. In this country, we have all but
left the housing problem to private enterprise and the tax treatment of residential
housing.

Since the United-States has taken this approach to housing, we believe that there
is a need to have tax incentives such as accelerated depreciation and modified re-
capture if private investors are to continue to invest in rental housing. Today, non-
leveraged multifamily housing investment, assuming only a 5% vacancy rate, would
have the same rate of return as a U.S. Treasury Certificate. If investors and lenders
are not sufficiently compensated for the substantial risks inherent in multifamily
housing, private investment in rental housing will disappear. Investors and lenders
want a competitive return with other investments. We believe the Economic Recov-
ery Tax Act of 1981 (ERTA) and the Tax Equality and Fiscal Responsibility Act of
1982 (TEFRA), have left a fairly level playing field for investors.

While rental housing does receive certain tax benefits, the indirect risks of multi-
family investments require the marketplace to pay an incentive to lenders and in-
vestors. These fairly unique "risks" of rental housing include political interference
with the rights of ownership such as rent control, increased difficulties in evicting
tenants, local taxation of properties at commercial instead of residential rates, and
laws inhibiting condominium conversion.

A short review of the recent historical problems of rental housing will highlight
the need for and likely success of the 1981 Economic Recovery Tax Act.

Rental housing did not benefit from the real estate boom of the 70's. In fact, the
industry was a victim of the inflation of that period. Only today is rental housing
beginning to come out of the recession-of 1974. There are several reasons why the
multifamily housing industry did not keep pace with other segments of the economy
during this time.

One reason was that the inflation of the seventies forced many middle income
families into higher tax brackets. This bracket creep forced the most economically
secure renters to opt for homeownership in order to take advantage of the tax
breaks given homeowners and the inflation production afforded by the appreciation
of ownership housing. This abandonment of rental housing by the middle class left a
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poorer, rental class, one whose incomes failed to rise with inflation. Whereas median
income increased 491 percent for all families from 1950-1979, renters' incomes in-
creased only 257 percent. For the same period rents increased only 200 percent.

At the same time that inflation and the tax laws were making homeownership
more attractive, tax law changes in 1969 and 1976 were adversely affecting rental
housing investment. According to the HUD study, "Tax Incentives for Rental Hous-
ing", rents would have had to increase 9.9 percent to offset the reduction in benefits
of those changes.

Despite the short supply of rental housing, rental housing owners were unable to
raise rents at a pace matching the inflation of this period, particularly rising utility
costs. For every year from 1972 until the dramatic drop in inflation last year, rents
failed to increase as much as the CPI.

This drop in rental value and reluctance of lending institutions to invest in in-
creasingly speculative rental housing, had a disastrous impact on many cities. The
House Committee on Government Operations report entitled "Lowering the Cost of
Rental Housing" gave examples of the phenomonen of illiquidity. Because resalesor
refinancing were difficult in many areas and rents and tax write-offs failed to leave
adequate cash flow for operating expenses owners had to forgo repairs. This led to
deterioration and in some cases, abandonment. Only buildings which were suitable
for conversion were kept in usable condition.

Unlike commercial property, residential real estate rental is not subject to the
normal economic rules of price, costs and supply. Commercial properties set rents
based on supply, demand and costs. In the commercial market, when supply and
demand are in equilibrium when costs go up, so do rents. Any cost increases are
then passed on to the buyers of the goods and services of the renter.

Rents, however, in the residential market are determined by what the renters can
afford. Prices can not go up as high as costs because if they did, the renters who
could afford these increases would find it to their economic advantage to become
home owners. Other tenants would then be forced to find other affordable accommo-
dations, usually overcrowded or substandard housing. Rents are depressed by the
income of the avialable market. Today, the renter population earns on average only
55 percent as much as the homeowning family. Therefore, without significant tax
breaks for investors in rental housing, this needed commodity will not be provided.
In fact, one major problem is that with all the tax breaks that exist, close to 25
percent of the families cannot afford decent housing without additional government
assistance.

Homeownership is, in a way, in competition with rental housing. The tax advan-
tage of homeownership must be paralleled by equal advantages for renters or inves-
tors in rental housing. We do not oppose the clear federal policy of encouraging
homeownership. However, when the government formulates its taxing or spending-
policies, it must remember the less economically fortunate who are not able to take
advantage of interest and real estate tax deductions, capital gains deferral on sale,
or even single family mortgage bonds. These individuals must rely on rental hous-
in hy do people invest in rental housing today? Most investment services discour-

aged such investments a few years ago. Today, however, investment activity has re-
sumed. Clearly ERTA and lower inflation rates are major reasons. High income in-
vestors invest in rental housing for a combination of tax incentives. These incen-
tives are: accelerated depreciation; modified recapture; and non-recourse financing.
Those projects that receive investor capital are those likely to show a positive cash
flow after three or four years. Interestingly, a major selling point in syndications is
the possibility of a capital gain on the sale of the property after several years. There
is the hope that sometime in the investment's life, perhaps 5 to 7 years down the
road, a particular rental buidling will be sold . . . not to another rental investor,
but for conversion to individual home ownership units . . . for a premium which
the marketplace has estimated will increase the building's worth by 25 percent or
more.

The tax changes in ERTA-the ending of component depreciation and standardi-
zation of the 15-year accelerated schedule- for new and used property, has had a net
positive impact on multi-family housing rehabilitation and construction. Today,
however, the impact has been muted by the high interest rates during the past two
years. As interest rates decline, we are beginning to see a number of significant and
positive reactions to the 1981 Act.

A major reaction to ERTA is an increase in the rehabilitation of existing proper-
ties. This is because the 1981 Act made transfers of long-held rental property a more
favorable investment. We believe this increase in rehabilitation is one of the great
unexpected benefits of the 1981 Act. Since rents usually-do not provide investors
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with sufficient cash flow to pay for major repairs, refinancing and sales have been
the major way to get needed financing into projects. The recapture rules, in tandem
with accelerated 15-year depreciation for existing housing, have allowed sales to
take place. New investors have been able to pour needed money into projects to
maintain their value for resale or for conversion. When properties are sold, the new
investors have sufficient capital to make needed improvements in the property,
something the former owner could not afford to do based on the existing rent levels.
Because of the tax treatment of residential real proerty, we estimate that the
number of abandoned and lost units will dramatically decrease this decade. For the
first time, the Federal Government is effectively encouraging the use of the nation's
existing rental housing stock-and on a scale that would not be possible through the
appropriations process.

The impact that the 1981 Act will have on our cities has been gravely underesti-
mated. A recent HUD study, "The Federal Tax Incentives and Rental Housing"
merely mentions in passing the possibility that ERTA might encourage the upkeep
and rehabilitation of the existing housing stock. We are riding that this possibility
is becoming a reality.

Any changes in the tax treatment of existing structures, whether cutbacks in re-
capture or lengthening the life of rental property, would be most wasteful. Rehabili-
tation alows us to take advantage of existing neighborhoods and schools, utilities,
roads and other established infrastructure. Any change that would affect this tax
treatment, that would encourage a greater disposable society and would be much
more costly than the narrow-and fairly small tax expenditure eyed by this Com-
mittee.

In certain parts of the country, rental housing construction is on the increase.
However, we must underline that the reason for the upsurge in construction is the
availability of tax-exempt financing. In other words, the 15-year life has not been so
generous that it encouraged construction during the years of this last recession. In
tact, the growth in new private residential rental starts is merely matching the
upturn of the economy as a whole. Interest rates must still come down further if
conventional financing for new rental housing will be practicable outside a few
select markets in the Sunbelt.-

A real estate investment, unlike most other types of investments taken by individ-
uals is a long-term one. Most syndications are songularly illiquid-an investor is in
for the long haul. The six month-one year issue-for long term capital gains treat-
ment means nothing to us. However, because real estate is long term, the impor-
tance of a stable tax policy is crucial. The major impacts of 1981 are now just taking
hold. We urge this Committee to retain the present tax treatment of real estate,
especially residential real estate, in order to give the 1981 Act a chance to work in
the economy. We believe such action could have a major positive impact toward the
nation's goal of decent, sanitary and affordable housing.

This Committee, in its difficult and probabl y thankless search for more revenues
must remember its dramatic impact on the third of the population that rent. Thank
you for giving me the opportunity to present the views of the National Apartment
Association to this Committee. I would be pleased to answer any questions you may
have.

STATEMENT OF STEPHEN B. SMITH, MEMBER, EXECUTIVE COM-
MITTEE, COALITION FOR LOW- AND MODERATE-INCOME HOUS-
ING, WASHINGTON, D.C.
Mr. SMITH. Mr. Chairman, my name is Stephen Smith. I am

president of The Investment Group, a Washington, D.C., based de-
velopment and real estate syndication firm specializing, among
other things, in low- and moderate-income multifamily housing. I
am here today representing the Coalition for Low- and Moderate-
Income Housing and the National Leased Housing Association. I
am accompanied today by counsel for both of those organizations,
Bruce Lane, with the Washington law firm of Lane & Edson, P.C.

Let me try to summarize my statement very briefly to leave as
much time as possible for questions, but I would appreciate my full
statements as well as the exhibits thereto being entered into the
record.

The CHAIRMAN. Without objection that will be done.
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Mr. SMmI. First of all, despite the reduction over the past sever-
al years in direct subsidies to low- and moderate-income housing,
primarily the section 8 housing program, the need for such housing
in this country has not abated. There still is a serious shortage-of
housing affordable by low- and moderate-income people in this
country.

Second, the indirect subsidies provided through the Tax Code are
the only real subsidies left to produce and maintain low- and mod-
erate-income housing in this country. There are simply no other
subsidy dollars available.

The 1981 Tax Act, by increasing tax benefits for various types of
real estate, and in particular eliminating the distinction between
new and existing properties, made it possible, really for the first
time, to deal with some of the problems of existing low- and moder-
ate-income housing projects-problems such as deferred mainte-
nance, repairs, et cetera. We feel strongly that these tax incentives,
with respect to existing properties, existing low- and moderate-
income housing properties, should be maintained. It is simply the
only way today to provide additional investment capital to those
properties which need it. There are no other subsidies available.

Let me also invite your attention to a recent HUD-study pub-
lished in December 1982, entitled "Federal Tax' Incentives in
Rental Housing," which reached two very significant conclusions:

First, the shorter depreciation period contained in the 1981 Tax
Act could result in a longer economic life for rental housing, which
obviously is going to increase over the long run the supply of rental
housing.

Second, because of the efficiency of the rental housing market,
the increased tax advantages flow through to the tenants in terms
of decreased rents.

Finally, I would like to invite your attention to another analysis
that was made by a member of our coalition, Mr. David Smith,
with the Boston Financial Technology Group, which concludes that
the sale and syndication of existing low- and moderate-income
housing projects made possible by the favorable tax provisions of
the 1981 act result in very little if any net reduction in Federal tax
revenues.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared statement of Stephen B. Smith follows:]

STATEMENT OF STEPHEN B. SMITH, ON BEHALF OF THE COALITION FOR LOW- AND
MODERATE-INCOME HOUSING AND THE NATIONAL LEASED HOUSING ASSOCIATION

Mr. Chairman and members of the Committee: My name is Stephen B. Smith. I
am President of The Investment Group, a company located in Washington, D.C. We
act as developers and syndicators of all types of government assisted low and moder-
ate income housing. I am appearing here today in my capacities as a member of the
Executive Committee of the Coalition for Low and Moderate Income Housing and as
a Director of the National Leased Housing Association. I am accompanied by coun-
sel for both organizations, Mr. Bruce S. Lane of Lane and Edson, P.C., Washington,
D.C.

The coalition for Low and Moderate Income Housing brings together in a single
coalition all associations, trade groups, business organizations, and individuals, as
well as associated professionals, involved in the private financing, production, reha-
bilitation and operation of government assisted low and moderate income multi-
family rental housing. The Coalition works with the Administration, Congress, state
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governments and others in an effort to promote the financing, production, rehabili-
tation and operation through private enterprise of low and moderate income hous-
ing in the most effective ways possible. It is constantly seeking new and better
methods for accomplishing that objective.

The National Leased Housing Association is an organization of approximatel 800
members, which represents almost all aspects of the industry associated with the
development, construction, ownership and operation of low and moderate income
multi-family rental housing subsidized through the various federal housing pro-
grams. It consists of builders, developers, management companies, syndicators,
public housing authorities, state housing finance agencies, non-profit organizations
investment banking firms, architects, lawyers, accountants, and virtually every
other profession, occupation and organization involved in this area of business.

Together, the two organziations encompass virtually this entire field of endeavor,
and thus can speak about it with a considerable amoung of confidence and authori-
ty.

My remarks will be brief. It is my understanding that the purpose of the Commit-
tee's inquiry today is to consider the efficacy of the various tax expenditures that
relate to feal estate in order to determine whether they should be continued, modi-
fied, or abolished.

As you know, there has been a great shortage of multi-family rental housing for
families and individuals of low and moderate income for many years, and that
shortage continues unabated today.

Since the enactment of the Housing and Urban Development Act of 1968, Con-
gress has attempted to subsidize the production and operation of such housing in a
variety of ways, but all of the subsidies have taken two basic courses: direct subsi-
dies, such as the Section 236 mortgage interest subsidy, and, more recently, the Sec-
tion 8 rental subsidy program; and indirect subsidies, primarily through incentives
contained in the federal income tax law. The tax incentives consist principally of
the following: immediate deduction of construction period interest and taxes under
Section 189; Accelerated Cost Recovery--essentially the 200 percent declining bal-
ance method over a 15 year period; and favorable recapture provisions upon ulti-
mate sale or other disposition of the property. In addition, tax incentives have been
directed at the rehabilitation of existing housing for multi-family rental purposes,
principally Section 167(k) of the Code, which allows a 5-year write-off of rehabilita-
tion expenditures up to $20,000 per dwelling unit, and the 25 percent tax credit pro-
vided for the substantial rehabilitation of historic properties for residential rental
purposes.

During the past two years substantially all of the direct subsidies have been
phased out by the Administration and by Congress. The Section 8 housing program,
which at one time was responsible for the production of many thousands of new
dwelling units per year, is no more, and most other direct subsidy programs foster-
ing new construction have been drastically reduced or eliminated as part of the
budget cuts. Accordingly, the only meaningful subsidies remaining are those pro-
vided through the Internal Revenue Code.

Fortunately, in 1981, at approximately the same time that direct subsidies began
to be phased out, Congress was enhancing the tax incentives, principally through
adoption of the Accelerated Cost Recovery System and the extension of that system
to existing as well as new construction. In doing so, Congress recognized the special
needs of low income housing and provided it with a slightly more favorable accelera-
tion rate (200 percent DDB) than that provided for other real property (175 percent
DDB). Were it not for these actions on the part of Congress, it is highly unlikely
that there would be any production of low and moderate income housing today, and
the existing housing stock would be deteriorating rather than being improved and
recycled. Indeed, it is the recycling of existing housing stock which has done the
most lately to deal with the nation's housing needs, both low income and conven-
tional. The conversion to housing of buildings originally built for another use, such
as warehouses, hospitals and office buildings, and the renovation of existing apart-
ment buildings are creating much of the housing stock of this country today, par-
ticularly in the older states and cities.

Mr. Chairman, my point is a simple one: federal government has basically ceased
the direct subsidy of new construction of low and moderate income housing, and it
is reducing its direct subsidies of existing rental housing. Almost no replacement of
these subsidies is being provided by the states or localities, without the incentives
provided by the tax laws we would not be able to maintain the quality of our exist-
ing low and moderate income housing or create any such new housing.

At this point, Mr. Chairman, I would like to invite your attention to a study com-
pleted just recently, in December, 1982, by the Office of Economic Affairs of the
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House -of Policy Development and Research of the Department of Housing and
Urban Development. A copy is attached as Exhibit B to this statement, and I ask
your consent to publish this study in full as an exhibit to my testimony. It is enti-
tled "Federal Tax Incentives and Rental Housing." This HUD study reaches two
very significant conclusions:

First, it concludes that the changes made by the tax law in 1981, which extend
tax benefits equally to existing and new housing, could "result in a reduction of eco-
nomic depreciation and longer economic life for existing rental housing units.
Longer economic life may result in decreases in housing abandonment and demoli-
tion and retention of more older units in the inventory." (p. iii).

Secondly, it concludes that "most of the benefits of rental specific tax provisions
accrue to rents. Owners of rental property may benefit by themselves in the short
run from a favorable change in rental tax provisions. However, an enhanced rate of
return will attract more investment and lead to lower rents than would be obtained
in the absence of the favorable change." (p.v.)

HUD's conclusions are further explained by the following excerpt from its study
(p. 67):

"Tax incentives provide benefits to owners and investors of rental housing that
serve to reduce the after-tax costs of providing housing services. Such after-tax cost
reductions, in turn, increase the rate of return on rental housing investment. In-
creased rates of return attract capital to rental housing since investment funds in
general tend to flow to equalize real after-tax, risk adjusted rates of return. An in-
creased flow of investment capital into the rental market leads to an increase in
quantity of housing services. This happens in many ways, such as increases in the
qualify of existing units, new construction or conversion from other land uses. As a
result, rents fall as owners attempt to attract prospective tenants."

Despite the beneficial effects which HUD has concluded have been conferred on
new owners of existing low income rental housing by the 1981 Tax Act, it is some-
times argued that these tax incentives result in a loss of federal revenues. However,
a recent analysis indicates that resyndication of existing apartment buildings to
take advantage of the depreciation provisions of the 1981 Tax Act will have little or
no impact on federal tax revenues. Rather than labor the point, I have attached to
my statement as Exhibit A a copy of an article published on June 6, 1983, by BNA's
Housing and Development Reporter which summarizes that analysis, prepared by
David A. Smith of Boston Financial Technology Group, Inc., and I ask that that arti-
cle -be included as part of my testimony.

In summary, Mr. Chairman, the coalition for Low and Moderate Income and the
National Leased Housing Association believe that the present tax incentives direct-
ed at the production, maintenance and rehabilitation of multi-family rental housing
for families of low and moderate income are vital to that process and, indeed, are
the only such incentives left, now that most direct subsidies have been eliminated.
Moreoever, we agree with HUD that these tax incentives not only do the job, but, in
the long run, the economic benefits of them accrue to the renters, and, as Mr. David
Smith has demonstrated, at little or no cost to the Treasury. Accordingly, we believe
that these tax incentives, as enhanced in 1981, should be left alone by Congress.
Indeed, there are some clarifications and modifications to the code which, by sepa-
rate letter, we will be happy to suggest to the Committee, and which, if enacted,
would better effectuate Congress' intent in this area.
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EXHIBIT A

1 HOUSING & DEVELOPMENT REPORTER

V neoW 11, "ImsAW t THE BUREAU OF NATIONAL AFFAIRS. INC. June 6. M3

BUSINESS AND FINANCE

ANALYST SNOWS RSYMNMCATIONS WILL
HAVE LITTLE ACT ON FEDERAL VENUES

Te resyndication of existing apartment beildina to take
advantage Of the depreciation provisions of the 1951 tax act
will have Ultie or Do Impact on federal tax revenues,
according to an analysis by a Bostonbased sydicator.

The analysis by David A. Smith of Boston Finaw
Technology Group, Inc. shows that hps will be virtually no
addiction net tax expenditure for a resyndication without
secondajy Snancing. Even with secondary fcng the
study says, the cost to the federal government will be
relatively low, compared with alternatives to resyndicaton.
In adtlo, Smith says, resyndication provides capital to
upgrad projets and generally briap improved
management

The model used by Smith In his analysis Is a 200-unit
Section 2M project which went to final endorsement in 172.
with an original cost (debt plus equity) of $17,500 per unit,
and which was resyndkated n Januay 1384 for values
raging from $16,250 to $15.000 per unit. Smith used a
federal discount rate of 13 percent in his calclans. He
also Included cutain mortality assumptions on the rate at
which original partners would die, resulting in a step-up in
basis and forgiveness of gain f the project weem't
resyndicatd.

caow coati
in computing the et cos to the government of reym .

catUi, Smith notes, the lax deductions available to the new
nvestora must be ofst by the future deductios available
to the oriin owners in the absence of resyndicaton, aNd
by the taxes paid by the oriiU owners on the isle
rocee (Technically. as Smith points Ou, the amount used

In the calculation for taxes in the increased pe It value of
tax. paid now over taxes that would be paid or the eventu-
al sale of the projeqK if it weren't resyndcated)

Smith uses three scenars: a decline in project value to
$I6,25s per unit at the time of resyndication, with no
scOndary fincing; u increase in value to $221.00, with
mem seeedary financin; an an increase to $25600. with A
larp amount of seondary fnancn.

Ud the fit scenario, the analysis shows a net present
value of the federal tax expenditure associated with the
resybncation of $214 per unit,. or I percent of the $12M
million In capital raised through the resyndication. in this
ce, the taxes paid by the siler olset virtually all of the

dtional deductions available to the buyers. In the second
scenario, the net tax expeniture is $3,061 per umt, or 23
percent of the capital raised. and in the third, the tax
apenture is $3,304 or 44 percent of capital raised.

Even the iher amounts, the report says, ar less thun
oe years Section I contract ad about half the cost of a
mortgage asaLinent. Therefore, It says,. HUD migt have
to promde Section a assistance to a project or take a
asigmnt, the govuruneut would be better OR financally
with a resyndlcatio.
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The CHAIRMAN. Senator Long.
Senator LONG. No questions.
The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. None, thank you.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. No questions.
The CHAIRMAN. First I would like to indicate that we have been

working for some time in this area, trying to figure out some way
to do a better job and a more efficient job than mortgage subsidy
bonds without trying to restrict the use or issuance of mortgage
subsidy bonds.

I have been working with staff and the joint committee and
others on some new approach. And we are about prepared. I have
been discussing it with various members on both sides of the com-
mittee, and we believe we have an idea that would save between
20- and 40-percent of the cost associated with mortgage bonds and
also make certain that we are providing assistance to low- and
moderate-income housing.

The bill would simply provide a new option for State and local
governments and housing authorities that are now permitted to
issue mortgage bonds. For any given year a State or locality could
elect under this bill not to issue some or all of the mortgage bonds
authorized that year by the Internal Revenue Code. In lieu of
bonds, a State or locality would be permitted to issue mortgage
credit certificates directly to home buyers. The mortgage credit cer-
tificate will enable the home buyer to buy down prevailing mort-
gage market interest rates by claiming a tax credit equal to a spec-
ified percentage of the interest paid on a home mortgage.

A tax credit program could be designed and implemented on the
State and local level to do virtually everything that is currently
feasible with mortgage subsidy bonds; however, because the tax
credit mechanism is much more efficient than tax-exempt bonds,
this bill can permit a 20-percent increase in the total amount of
subsidy going to home buyers and still provide a savings of between
20 and 40 percent to the Federal Government. It is something I hoped
you might take a look at. It has not yet been introduced, but we are
looking for comments. It may not be the perfect answer, but it ad-
dresses a concern that has been expressed here this morning.

I think what I may do in the interest of time is to submit the ques-
tions, because there maybe some additional questions that affect
probably each member of the panel, if that is satisfactory- So if I
may do that, I will submit questions to each of the three witnesses,
andperhaps within a week after that maybe we could have some re-
sponse.

Mr. SMITH. Very good, Mr. Chairman.
The CHAIRMAN. Then I hope you might take a look at this idea

that we have at least been focusing on now, and I will have the
staff make available more complete information on that before you
leave.

Thank you very much.
Mr. SMITH. Thank you.
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The CHAIRMAN. Our next panel will be: Paul Huard, vice presi-
dent, Taxation and Fiscal Policy Department, NAM; Charley
Walker, chairman, American Council for Capital Formation; David
Franasiak, manager, Tax Policy Center, U.S. Chamber of Com-
merce; and Norman Ture, chairman of the board, Institute for Re-
search on the Economics of Taxation.

You may proceed in any order you wish, but -I assume it will be
in the order your names were called.

STATEMENT OF PAUL It HUARD, VICE PRESIDENT, TAXATION
AND FISCAL POLICY DEPARTMENT, NATIONAL ASSOCIATION
OF MANUFACTURERS, WASHINGTON, D.C.
Mr. HUARD. Thank you, Mr. Chairman.
My name is Paul Huard. I am vice president for taxation and

fiscal policy of the National Association of Manufacturers. I am
pleased to be here this morning to present the association's views
on the subject of tax expenditures.

NAM views the entire concept of tax expenditures with consider-
able skepticism. I will summarize the arguments against the tax
expenditure concept which are set forth in detail in our written
statement.

There is considerable dispute over what properly may be charac-
terized as a "tax expenditure." This is because tax expenditures
are defined, in effect, as "deviations from a normal tax structure,"
and there is no widely accepted agreement as to what such a struc-
ture is. AttemptS'to define a normal tax structure quickly become
bogged down in both theoretical and practical objections, with the
inevitable outcome being that arbitrary and subjective political de-
cisions must be made in order to determine what is normal. Tax
expenditures, as a result, exist primarily in the eye of the beholder.

A clear illustration of this point is that the joint committee's list-
ing of tax expenditures contains some 17 items not listed as tax ex-
penditures by the administration in Special Analysis G of the
President's budget.

Further illustrating the previous point is the fact that certain
items currently classified as tax expenditures such as ACRS, the
investment tax credit, and various R&D tax incentives constitute to
a greater or lesser degree a component of the tax laws of nearly
every major industrialized country, raising the inference that such
provisions would be more properly considered as being normal
rather than as deviations. Typically, such provisions serve impor-
tant economic purposes, and their dimunition or repeal would be
seriously damaging to our domestic economy and to our ability to
compete in worldwide markets.

Certain so-called tax expenditures items such as the preferential
treatment of private pension plans involve public policy and plan-
ning decisions of a long-term nature, in this case, extending well
into the next century, and are too important to be subjected to the
vagaries of the annual congressional budgeting process.

The social security system involves the same type of long-term
actuarial, demographic, and funding issues as the private retire-
ment system, and I doubt that there would be much sentiment in
the Congress with annual tinkering with the social security system
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in the name of deficit reduction. We would suggest the same ra-
tionale applies to the private retirement system.

Similarly, important capital formation incentives such as the ac-
celerated cost recovery system were intended both to replace an in-
ferior and outmoded depreciation system and to provide business
planners with the certainty necessary to make informed decisions
regarding future conduct. Subjecting such provisions to an annual
review and adjustment would be totally destructive to the capital
investment planning process.

Finally, in our view, allegations that tax expenditures are inequi-
tably distributed are not well-founded. In reality, the distribution
of benefits provided by tax expenditures is fairly wide and, viewed
in the proper perspective, tends to often favor lower income rather
than upper income taxpayers.

For all of the foregoing reasons, NAM recommends against the
use of the tax expenditure concept as a device for identifying reve-
nue increases. While this concept may be a convenient tool for
those seeking reforms congenial to their political views, it should
not be permitted to masquerade as a logical and objective method-
ology for analysis of the Federal tax laws.

Thank you.
The CHAIRMAN. Thank you.
[The prepared statement follows:]

STATEMENT OF PAUL R. HUARD, REGARDING TAX EXPENDITURES ON BEHALF OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS

I am Paul R. Huard, Vice President for Taxation and Fiscal Policy of the National
Association of Manufacturers. On behalf of the Association's 13,000 member firms,
who represent 85 percent of the nation's industrial output and 80 percent of its in-
dustrial workforce, I am pleased to be here to present NAM's position on the subject
of tax expenditures.

1. INTRODUCTION
The concept of tax expenditures is relatively recent. The Treasury first began uti-

lizing the concept in the late 1960s, and it was formally written into the law as part
of the Congressional Budget and Impoundment Control Act of 1974 (P.L. 93-344),
which defines tax expenditures as: "revenue losses attributable to provisions of the
Federol tax laws which allow a special exclusion, exemption, or deduction from
gross income or which provide a special credit, a preferential rate of tax, or a defer-
ral of tax liability."

For purposes of this definition, the terms "special" and "preferential" mean some-
thing which deviates from a normal tax structure. However, the statute offers no
definition of what would be considered "normal" in this regard.

The annual tax expenditure estimates compiled by the Joint Committee on Tax-
ation include roughly 100 provisions covering sixteen major policy functions, clearly
indicating that the concept of tax expenditures is being applied very broadly. Since
the term has been used so all-inclusively, the estimated revenue losses associated
with tax expenditures are quite large. Using the definitions of the Joint Committee
on Taxation, tax expenditures stand at $295billion for fiscal year 1983 and are pro-
jected to rise by 12 percent to 14 percent annually, to $490 billion (in current dol-
lars) by fiscal year 1988. Because of the magnitude of the numbers involved, there
have been periodic suggestions that the Federal government should adopt an annual
tax expenditure budget, subject to the same procedures as the actual budget.
- NAM opposes the adoption of a tax expenditure budget, and views the entire con-
cept of tax expenditures with considerable skepticism. Our arguments against the
tax expenditure concept are summarized below and set forth in detail in the balance
of this statement:

There is considerable dispute over what properly may be characterized as a tax
expenditure. This is because tax expenditures are defined, in effect, as deviations
from a normal tax structure, and there is no widely accepted agreement as to what
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such a structure is. Attempts to define a normal tax structure quickly become
bogged down in both theoretical and practical objections, with the inevitable out-
come being that arbitrary and subjective political decisions-must be made in order
to determine what is normal. Tax expenditures, as a result, exist primarily in the
eye of the beholder.

Illustrating the previous point is the fact that certain items currently classified as
tax expenditures constitute a component of the tax laws of every major industrial
country, raising the inference that such provisions would be more properly consid-
ered as being normal. Typically, such provisions serve important economic purposes
and their diminution or repealwould be seriously damaging to our domestic econo-
my and to our ability to compete in worldwide markets.

Certain so-called tax expenditure items, such as the preferential treatment of pri-
vate pension plans, involve public policy and planning decisions of a long-term
nature-in this case extending well into the next century-which are too important
to be subjected to the vagaries of the annual Congressional budgeting process.

Similarly, important capital formation incentives such as the Accelerated Cost Re-
covery System were intended both to replace an inferior and outmoded depreciation
system and to provide business planners with the certainty necessary to make in-
formed decisions regarding future conduct. Subjecting such provisions to annual
review and adjustment would be totally destructive to the capital investment plan-
ning process.

Allegations that tax expenditures are inequitably distributed are not well-found-
ed. In reality, the distribution of benefits provided by tax expenditures is fairly wide
and, in certain respects, favors lower income rather than upper income taxpayers.

Any revenue gains which might result from implementation of a-formal tax ex-
penditure budget are likely to be far smaller than the magnitudes suggested by the
aggregate revenues associated with tax expenditures. Repeal of some provisions clas-
sified as tax expenditures would in fact probably have a negative feedback effect on
revenue collections.

1I. DEFINITION OF.TAX EXPENDITURES

-Perhaps the greatest difficulty with the tax expenditure concept is the lack of any
general agreement on the meaning of the term 'tax expenditure." While the statu-
tory definition previously quoted might at first blush seem reasonably clear, the use
of the terms "special" and "preferential,"-as applied to credits, deductions, exemp-
tions, exclusions and rates-presupposes the existence of an underlying "normal"
tax structure. Under the tax expenditure concept, all "special" or "preferential"
provisions are deviations from the "normal" tax structure and, as such, are viewed

-- s-being analogous to direct federal expenditures or-to use the-more pejorative
term-as subsidies.

The central flaw in the tax expenditure concept is the presupposition that there is
such a thing as a "normal" tax structure which can be defined in terms of firm
conceptual principles. This flaw is amply illustrated by some of the more glaring
inconsistencies in the current listing of tax expenditures:

Rate structure.-Presumably some type of rate structure is part of a normal tax
structure. One would expect, for example, that either a progressive or a flat rate
would be treated as normative. In the case of progressive individual rates, the Joint
Committee on Taxation does not list as a tax expenditure the revenue loss from fail-
ure to tax individual taxable income at rates less than the top marginal rate (for
individuals) of 50 percent. On the other hand, the Joint Committee does show as a
tax expenditure the revenue loss from taxing the first $100,000 of corporate taxable
income at rates less than the top marginal rate (for corporations) of 46 percent.

The underlying principle would seem to be that progressive rates are normal
when applied to individuals but abnormal for corporations. A defensible rationale
for this disparate- treatment is, however, elusive. It is difficult to see why a sole pro-
prietorship or partnership is not seen as being subsidized by the application of a
progressive rate structure whereas the identical business if incorporated is so
viewed. It seems as good a guess as any to conclude that, whatever the Joint Com-
mittee's rationale for treating corporate rates below 46 percent as subsidies, it does
not find it politic to carry logical consistency too far where individual taxpayers are
concerned. I

I On this particular issue the Administration, which issues its own list of tax expenditures as
Special Analysis G to the President's annual budget proposal, is consistent in that it treats nei-
ther individual nor corporate rate variations as giving rise to tax expenditures.
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Double taxation. -Devices intended to avoid double taxation of the same income
are in certain cases treated as part of the normal tax structure, e.g., the foreign tax
credit. On the other hand, the most egregious and blatant example of double tax-
ation is the treatment of corporate income paid out to shareholders, and yet the
minimal attempt to soften this punitive treatment by excluding the first $100 of
dividend income ($200 on a joint return) is classified as a tax expenditure. If any-
thing, logic would suggest that the tax levied on dividends in excess of the annual
exclusion be viewed as a negative tax expenditure, i.e., a departure from the norma-
tive rule which increases rather than decreases the government's tax receipts. -

Other examples of inconsistency abound. Indeed, there is not even agreement be-
tween branches of government on what constitutes a normal tax structure: the
Joint Committee lists as tax expenditures some 17 items which the Administration
does not include in its own tax expenditure list (Special Analysis G of the Budget).
The areas of discrepancy include such fundamental issues as whether or not ade-
quate capital recovery is part of the normal structure of business taxation. Unlike
the Administration, the Joint Committee staff persists in showing a portion of accel-
erated depreciation on business property as a tax expenditure, even though it con-
cedes that, due to inflation, even accelerated depreciation will not always provide
taxpayers with deductions whose real value corresponds to the acquisition cost of
the asset being depreciated.

All of this points to the conclusion that the definition of a normal tax structure-
and hence of a tax expenditure-involve a myriad of subjective and arbitrary deci-
sions, frequently of a political nature. Accordingly, any tax expenditure budget will
tend more than anything else to reflect the particular biases and objectives of those
who constructed such budget. While such a budget may be a convenient tool for
those seeking various "reforms," it should not be permitted to masquerade as a logi-
cal and objective methodology for analyzing the federal tax laws.

III. DISCUSSION OF SELECTED TAX EXPENDITURES

Certain provisions of the tax laws now categorized as tax expenditures, whenjudged on the basis of tax laws throughout the other industrialized countries, should
be viewed as normal and desirable components of the tax structure. These provi-
sions serve valuable economic purposes such as increasing capital formation or stim-
ulating research and development, and in this respect tend to raise the long term
growth rate of the economy. Moreover, repeal or diminution of these provisions, as
might occur under a formal tax expenditure budget, would reduce capital formation
and would place American industry at a serious competitive disadvantage in rela-
tion to corporations in other major industrial countries. While an overview of the
full range of business-oriented tax expenditures is beyond the scope of this state-
ment, representative examples include accelerated depreciation, the investment tax
credit, and provisions for research and development.

Accelerated Depreciation. -Prior to the enactment of the Accelerated Cost Recov-
ery System (ACRS), depreciation laws in the United States were substantially inferi-
or to corresponding laws in other major industrial countries. Under the prior Asset
Depreciation Range (ADR) system, capital equipment could only be depreciated over
the "useful life" of an asset, typically a fairly long period. Furthermore, because de-
preciation was calculated on the basis of the original acquisition cost of the equip-
ment rather than the current cost of replacement, real depreciation costs were seri-
ously understated during the 1970s, resulting in an increase in effective corporate
tax liabilities.

A comparison of the ACRS depreciation system with depreciation schedules in
other industrial countries reveals that it was ony after the enactment of ACRS in
1981 that American corporations were given comparable depreciation allowances. In
Canada, for instance, 61.7 percent of the cost of a capital asset is recoverable in the
first taxable year, and 108 percent is recoverable by the second taxable year. These
figures take into account the added effect of the Canadian investment tax credit;
otherwise, 50 percent of an asset is deprecidble in the first taxable year, and the
remaining 50 percent in the second taxable year. The United Kingdom has automat-
ic first year expensing of capital equipment, i.e., assets are completely written off in
the first taxable year. In France, 31.3 percent of asset costs are witten off in the
first taxable year, 67.6 percent by the third year, and 94.6 percent by the seventh.
In Italy, 25 percent of asset costs are written off in the first taxable year, 75 percent
by the third and 100 percent by the seventh.

In Sweden, depreciation is at a 30 percent declining balance rate for the first
three years, followed by a 20 percent straight line rate. For certain categories, a spe-
cial 20 percent allowance is granted against local tax obligations. Under this system,



251

50 percent of assets are written off in the first year, 85.7 percent in the third year,
and 120 percent by the seventh. Swedish corporations may also allocate up to 50
percent of pre-tax income to a reserve fund for future investment in capital assets;
in this instance, full cost recovery is granted prior to the investment, and qualifying
capital allocations are also eligible for the 20 percent special allowance.

The clear fact is that our depreciation system desperately needed the correction
that was accomplished by the enactment of ACRS as part of the Economic Recovery
Tax Act of 1981 (ERTA). However, with the passage of the Tax Equity and Fiscal
Res onsibility Act of 1982 (TEFRA), ACRS =ready has been substantially diluted.
To illustrate why NAM opposes any further annual reviews and adjustments to
ACRS, whether under the guise of a tax expenditure budget or otherwise, we offer
the observations set forth below.

Under ERTA, Congress intended to simplify the depreciation or cost recovery pro-
visions of the tax laws, to provide greater certainty for investment decisions and
planning, and to establish new incentives not then present in the tax law for in-
creased investment and economic growth. Prior to ERTA, the effective tax rates on
new investment were 15 percent for equipment and 48 percent for buildings. After
ERTA and the subsequent TEFRA changes, the effective tax rates are 9 percent for
equipment and 37 percent for buildings. While the gap in effective rates for these
alternative investments has been Fomewhat narrowed, the effective tax rate for
structures is still substantially higher. This marked disincentive for new building
construction has been noted by the Congressional BurAget Office, by Martin Feld-
stein before he became Chairman of the Council of Economic Advisors, and by
others who have examined this area critically.

The existing ACRS treatment for structures should be retained. Changing that
treatment would exacerbate the still existing disincentives in the U.S. tax laws for
structures and would lead to certain cancellation of some planned construction and
deferral of construction starts on other projects. Large building projects require any-
where from two to four years from commencement of the planning process to begin-
ning of construction. Some permit approvals required by federal, state or local gov-
ernmental agencies may further extend this pre-construction period. Future plan-
ning requires that the ACRS system be a stable and predictable one rather than a
system subject to constant revision as part of the annual Congressional budgeting
process.

Changing ACRS as applied to structures, which is increasingly spoken of as desir-
able by some, would also have the following adverse effects:

It would adversely impact unemployment in the construction industry. Currently,
unemployment in that industry is 22.1 percent. Reduction in that rate requires in-
crsesd not decreased building construction.

It would have significant adverse impact on industries related to or dependent
upon the construction industry, for example, consumer durables (such as appliances,
furniture, and other household goods), and construction materials (such as steel,
glass and concrete).

It would continue and confirm the investor uncertainty and the disruption of the
investment planning process. Tax provisions relating to real estate have been sig-
nificantly changed in each of the past two major tax bills, and major changes have
been discussed virtually every year in the recent past. Investors are already reluc-
tant to commit capital to such new construction due to uncertainty as to their tax
position and concomitant rates of return. In fact, in some industries the combina-
tion ofthe TEFRA requirement to capitalize construction period interest and a pos-
sible extension of the recovery period for structures from 5 to 20 years would com-
pletely offset, and then some, the relative benefits in rate of return accomplished by
the enactment of ACRS in the first place.

Finally, as a general proposition NAM believes that any further change in the
ACRS system-whether for equipment or for structures-would significantly set
back the current and hopeful economic recovery. Congrerss should give the intended
incentiv7A in this area-or more properly stated what is left of them after TEFRA-
a chance to provide the basis for a sustained economic recovery.

Investment Tax Cedit.-The investment tax credit (ITC) has been amended re-
peatedly since its original enactment in 1962. It was not until more than a decade
later than the 10 percent ITC was made permanent, and in 1982 under TEFRA the
depreciale basis of assets qualifying for the ITC was reduced by one-half the amount
of the credit. Whila-the ITC is also classed as a tax expenditure, comparale provi-
sions exist in othr countries, and its use both here and abroad as an integral ole-
ment of capital recovery systems militates against classifying it as abnormal.

In Canada, investment tax credits of 7 percent, 10 percent and 20 percent are
granted for various classes of machinery and structures. In France, Businesses are
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allowed to deduct 10 percent of qualifying investments from taxable income. In Ger-
many, a variety of investment tax incentive provisions are offered, including 12 per-
cent to 20 percent tax reductions for certain types of investments, cash premiums of
10 percent to 40 percent on othr types of investment, and additional grants of up to
25 percent of investments in given regions. In Italy, a 50 percent reduction in corpo-
rate tax liabilities (from 25 percent to 12.5 percent) is granted for new incorpora-
tions in depressed regions. In Japan, an investment tax credit of 5.5 percent to 7
percent of the acquisition of energy saving capital equipment is allowed, although
the amount of the credit is limited to 20 percent of the corporate tax.

R&D Tax Provisions.-Several current R&D tax provisions are listed as tax ex-
penditures, including expensing of research expenditures, the incremental credit for
research activities, and suspension of regulations relating to allocation under Sec-
tion 861 of the Treasury Regulations of R&D outlays. However, other countries have
comparable tax provisions, and up to the enactment of the Economic Recovery Tax
Act of 1981, the only major R&D-related provision in the United States consisted of
expensing of research costs, with the result that up to-that time, American R&D
provisions were substantially inferior to those in other countries.

In Canada, expenditures for research are deductible in the first year incurred.
There is also a 50 percent tax credit for incremental research spending in excess of
a three year base period amount. Contributions to scientific establishments are also
tax deductible. In West Germany, R&D tax expenditures are deductible in the year
in which they are incurred. Capital expenditures for research facilities are subject
to accelerated depreciation. The acquisition cost for research conducted by other in-
stitutions is depreciable over the useful life of the asset. There is a 7.5 percent in-
vestment tax credit for capital expenditures used in research. In France, R&D ex-
penditurers are deductible in the year in which they cre incurred. Capital equip-
ment used for research may be depreciated either through straight-line depreciation
(which applies to all other categories of capital assets) or through declining balance
methods. Buildings used for research are eligible for faster write-offs.

In sum, the listing of incentives for capital formation and R&D as tax expendi-
tures is not commensurate with widely accepted practices throughout the industrial
world. Every major industrial country has made extensive use of tax provisions de-
signed to stimulate R&D. These provisions have by and large been successful, and
have assisted in keeping industry throughout the advanced economies on a compa-
rable competitive footing with its competitors. Curtailment of these provisions
would therefore have the effect of placing domestic industry at a comparative disad-
vantage both in domestic and world markets.

Another so-called "tax expenditure" which is of vital concern to industry is the
area of private pension plans. Sound national policy has been developed and fos-
tered over the years to encourage the private sector to provide workers and their
dependents with adequate retirement income. This has been done in many ways, in-
cluding the deferral of taxes on contributions made to qualified retirement and
profit sharing plans as well as on income earned by plan trusts. (At this point, how-
ever, it is important to stress that we are speaking here of tax deferral, not tax
avoidance. Ultimately today's worker who is a participant in a pension plan will
pay taxes on the benefits received at retirement.]

The crucial role of private pension plans in retirement income security cannot be
disputed. The recent debate over Social Security demonstrates how vulnerable the
Social Security system is to unanticipated fluctuations in economic conditions and
social and demographic projections. Clearly, Social Security can be expected to play
a diminishing role in total income replacement, particularly for those of the "baby
boom" era who will begin retiring in the next century. It is private sector initiatives
such as pension plans which will mean the difference between a retiree living rea-
sonably well or living close to the minimum subsistence level.

Congress has long been committed to assuring the security of employee retire-
ment income. This was the goal of the Employee Retirement Income Security Act of
1974 (ERISA) which, among other things, established funding requirements, fidu-
ciary rules, minimum standards on vesting, and plan termination insurance. In the
words of a principal co-sponsor of ERISA, Senator Jacob Javits, in testimony before
the Senate Labor Subcommittee on May 24, 1983: "in my view, the Act was as im-
portant a piece of soial legislation as the Social Security Act of the thirties." Sena-
tor Javits went on to observe that when ERISA was enacted in 1974, approximately
425,000 plans with an estimated $194.5 billion in assets were .under ERISA's juris-
diction. These plans covered about 30 million workers and 7 million beneficiaries. In
eight years, according to Senator Javits, the figures jumped to 745,000 plans with
$C24 billion in assets covering 50 million workers and 10 million beneficiaries.
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Clearly, the Congressional objective of extending coverage to many-workers in tax
qualified retirement programs is being accomplished.

Recently, however, under the pretext of a need to control so-called tax expendi-
tures, ERISA changes have been made and are being proposed with little considera-
tion as to their impact on the private pension system as a whole. NAM feels that
the security of workers' pensions should not be left to the mercy of the annual
budget process. Certainly, we do not think that Congress would ever resort, in the
name of the budget process or the fight against deficits, to annual reviews and ad-
justments of the Social Security System. The private retirement system is a neces-
sary and desirable complement to Social Security and likewise is entitled to stable
long-term treatment that employers and employees alike can rely on.

Although we do not agree that revenue loss numbers are a particularly appropri-
ate basis for establishing and reviewing long term pension policy, it seems inevita-
ble that such numbers will be so used by some. It is therefore imperative that these
calculations be made in the most forthright and accurate manner. In this regard, we
note that the tax expenditure estimate for private pension plans has without expla-
nation increased from $27.5 billion in the Administration's fiscal year 1983 budget
document to $49.7 billion in the fiscal year 1984 budget document. This year-to-year
upward variation of $22.2 billion is at least suggestive of a desire on someone's part
to establish private pension as an attractive target for further "reform." If there is
a different explanation, then it certainly should be given wider publicity than it has
received to date.

Finally, if tax expenditure numbers are to be used as a basis for judging for any
changes in pension policy, the underlying assumptions for making such calculations
must be more thoroughly examined. Since, unlike many other items on the tax ex-
penditure list, tax expenditures for private pensions really represent taxes deferred
rather- than taxes foregone, there should be some recognition given to the present
value of the taxes that will be collected when currently accruing pension benefits
are in pay statuts.

IV. DISTRIBUTION OF TAX EXPENDITURES

One of the major arguments for curtailing or eliminating tax expenditures has to
do with their allegedly inequitable distribution. According to one viewpoint, tax ex-
penditures are excessively weighted toward upper income taxpayers, and according-
lyreduce the progressivity of the tax system. The evidence on the distribution of tax
expenditure benefits by income class, however, disputes this contention, and sug-
gests that the distribution of tax expenditure benefits actually covers a wide range
of income classes. Of course, the distribution of benefits by income class depends
largely on the particular tax expenditure. The age exemption primarily benefits low
and middle income taxpayers. The distribution of benefits resulting from such provi-
sions as the mortgage interest deduction covers a broad range of income groups, due
to the increase in owner-occupied housing among middle income taxpayers.

A review of the distribution of benefits by income bracket indicates the largest
dollar amount of tax expenditure benefits goes to middle income taxpayers, while
the second largest dollar amount goes to upper income taxpayers and the lowest
dollar amount to the low income brackets. There are admittedly fewer taxpayers in
the upper income categories, and it is primarily on the basis of per capita analysis
that the distribution of tax expenditure benefits is alleged to be inequitable.

However, when the distribution of benefits is expressed as a percentage of the tax
liabilities of each income bracket, a much different pattern appears. Tax expendi-
tures attributable to the lower income brackets are a ver high percentage (often
close to or in excess of 100 percent) of the tax liability or that income bracket,
whereas this percentage becomes much more modest as one moves upwards through
the middle and upper income brackets. Thus, while it is true that the absolute
dollar amount of tax expenditures is concentrated in the higher income brackets,
this is merely reflective of the fact that such taxpayers pay the most of the taxes in
the first place. But when tax expenditures by income bracket are viewed as a reduc-
tion of what that bracket's tax liability would have been without the tax expendi-
ture, the largest percentage reductions in tax liability occur in the lower income
brackets.

V. TAX EXPENDITURE BUDGETS

A major argument against use of a tax expenditure budget is that the revenue
figures associr.ted with tax expenditures are not entirely realistic. These figures are
only valid if the economy behaves a certain way. However, tax policies represent a
major determinant of economic behavior. Therefore, if tax policies are changed, this

24-8M5 0-83--17
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may induce corresponding changes in the behavior of the economy, which in turn
alter the revenue impact of the tax laws. To put it another way, the revenue figures
associated with tax expenditures do not necessarily represent valid estimates of the
revenue gains that would accrue in the event that given tax provisions were modi-
fied or repealed. Instead, it appears probable that elimination of certain provisions
now classed as tax expenditures might have negative feedback on actual revenue,
rather than result in revenue gains.

This seemingly paradoxical conclusion is explained by the fact that tax expendi-
tures have frequently been designed to increase economic activity in certain sectors,
and in this respect repeal of tax expenditures would lead either to decreases in eco-
nomic activity or at best sectoral reallocations of resources. Thus the revenue effects
associated with repeal of certain tax expenditures would probably be negative. Busi-
ness-oriented tax expenditures such as lower rates on the first $100,000 of corporate
income, investment tax credits and accelerated depreciation on capital expenditures
all have the effect of generating greater corporate liquidity and profitability, as well
as higher capital investment. Therefore, rescission of these provisions would effec-
tively translate into decreases in rates of after tax profit and reduced investment
spending. Indirectly, this would tend to lower real growth and employment, leading
to a contraction in federal revenues.

On the individual side, provisions such as reduced tax rates on capital gains and
deferral of capital gains taxes on certain kinds of transactions also have the effect of
stimulating investment, and in this respect their repeal also would be countirpro-
ductive from the standpoint of raising additional revenue.

In other instances, changes in the current system of tax expenditures would lead
to substantial sectoral reallocations in economic activity which would entail serious
adjustment costs in the short term. For instance, repeal or modification of the de-
ductibility of mortgage interest would in the short term lead to decreases in residen-
tial investment, fewer housing starts and higher unemployment in the construction
industry. The long term effects would probably include lower interest rates due to
slower growth but greater liquidity, increased consumer spending on non-durables
and increased reliance on urban rental housing rather than suburban homes. It is
unlikely that revenue gains from these long run effects would outweigh the short
run revenue losses caused by dislocations in the housing industry.

The implication of these examples is that the main effect of major changes in tax
expenditures could be changes in the sectoral distribution of economic activity, with-
out necessarily raising more revenue. On these grounds also, the proposal of a tax
expenditure budget would clearly be counterproductive.

CONCLUSIONS

The entire concept of tax expenditures suffers from the inherent drawback of
being poorly defined. The manner in which the concept has been applied during the
past few years has been too all-encompassing with the result that it includes any
number of components of the tax system that should not be classed as tax expendi-
tures, i.e.-, which logically should not be treated as deviations from the normal tax
structure. Instead, many items termed tax expenditures should be regarded as
normal and integral components of the tax structure. Of the major business-oriented
provisions classed as tax expenditures, most have historicallyhad a beneficial eco-
nomical impact. Moreover, these provisions (or comparable provisions) have been
common to the tax codes of all the major industrial countries. Allegations that tax
expenditures are inherently inequitable or are weighted excessively toward upper
income brackets are difficult to substantiate. Finally, curtailment or rescission of
major provisions of existing laws now categorized as tax expenditures would prob-
ably not enhance Federal revenue, but more likely would have a negative economic
impact and therefore ultimately result in revenue losses.

For all of these reasons, NAM opposes the adoption of a tax expenditure budget.

- STATEMENT OF DR CHARLS E. WALKER, CHAIRMAN, AMERICAN
COUNCIL FOR CAPITAL FORMATION, WASHINGTON, D.C.

Dr. WALKER. Thank you very much, Mr. Chairman.
My name is Charls Walker, I aun chairman of the American

Council for Capital Formation.
Mr. Chairman, I would like very much to share my views with

*the committee on what the congressional budget process has done
to the tax writing timetable and procedures in the Congress, and
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on tax actions to meet the 1984 budget resolution. But given the
shortness of time, I must confine my oral remarks to the tax ex-
penditure discussion in my statement.

But on the former, let me simply say that these budget-driven
sprints to enact big annual tax bills in very short periods of time
are not fair to your committee, not fair to taxpayers, and not good
for the economy. As the chairman has been reported to have said,
you do indeed in this instance have a "dead cat" on your hands.

Turning to tax expenditures, my statement can be summarized
as follows: First, the concept of corporate tax expenditures is a
badly-flawed concept as a policy tool. Corporations do not pay
taxes; they are only surrogate tax collectors for the Internal Reve-
nue Service. Taxes levied on corporations are paid by individuals in
their roles as consumers, workers, savers, and investors. This
means that when you raise revenue by reducing a corporate tax ex-
penditure, you really don't know who pays the tax. And this means
you can't tell whether it enhances tax equity or not.

For example, avid tax reformers appear to believe that the ulti-
mate in corporate tax equity would be a system under which all
firms and industries were taxed at the same effective tax rate. But
since corporations are only tax collectors, the ultimate impact of
this uniformity might, for the individuals who are really hit, be
very incquitable indeed.

This equity aspect is aside from the policy effect of changing tax
expenditures-for example, the impact on capital formation. I
therefore suggest that you move very carefully in legislating as to
corporate tax expenditures. At the least, your staff should be re-
quired to produce some credible estimates of the ultimate impact of
such changes on the people who really pay corporate taxes.

Second, Congress over the years has moved strongly toward
exempting saving and investment income from taxation. For exam-
ple, the investment tax credit, accelerated depreciation, the capital
gains exclusion, Keogh's, IRA's, et cetera. Isn't it time to recognize
what both the public and Congress seem to want, in the form of a
tax system better suited to promote capital formation, by redefin-
ing the normal tax structure to exclude all saving and investment
income? I submit that this step is fully within the authority of the
tax-writing committees and could be accomplished in one fell
swoop. This would help countercharges that capital formation pro-
visions have been slipped into the law as a benefit for the rich. And
if, as more and more tax experts and public officials are coming to
believe, this nation must sooner or later move toward a broadbased
consumption tax to help fund the Federal Government, this sensi-
ble redefinition of normal tax structure to exclude saving and in-
vestment income could advance the process of deliberation.

Thank you very much.
The CHAIRMAN. Thank you very much.
[The prepared statement follows:]-

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

Mr.-Chairman and Members of the Committee, my name-is Charls E. Walker. I
am volunteer Chairman of the American Council for Capital Formation. I appreci-
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ate the opportunity to present the views of the American Council on the list of Fed-
eral tax expenditures constructed by the staff of the Joint Committee on Taxation.

The American Council for Capital Formation is an association of individuals, busi-
nesses, and associations united in their support of Federal policies 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.

Mr. Chairman, the Committee's hearings on the merits and demerits of th- var-
ious "tax expenditures" are both timely and appropriate. Opinion is growing that
any reasonable combination of economic growth and likely spending restraint may
not be sufficient to bring the post-1985 Federal deficits down to tolerable levels; as a
result, large tax increases may well be necessary in the period ahead. Far too often,
members of the public and the press jump to the conclusion that a "tax expendi-
ture" is by definition a "tax loophole" and, with the total ranging into the hundreds
of billions or dollars, that a scaling back of "tax expenditures" is both the simplest
and fairest method of reducing those outyear deficits. It is to be hoped that these
hearings will help dispel that view.

In addition, these hearings can help assure that Members of Congress also fully
comprehend all aspects of "tax expenditure" changes to raise revenues. The power
to tax is indeed the power to destro . That power should be wielded carefully, judi-
ciously, and with ample time for alI interested parties to make their cases and for
legislators to understand fully just what the economic impacts of their votes are
likely to be. These hearings are therefore most timely in setting the stage for the
tax debate in the months ahead.

For any such discussion of "tax expenditures" to serve these important ends, sev-
eral questions must be addressed. Recalling that upwards of two thirds of last year's
Tax Equity and Responsibility Act hit business corporations, does the concept of
"tax expenditures" for corporations, which do not ultimately bear taxes but pass
them on to others, have the same validity as when applied to individuals? Are all
entries on the "tax expenditure" list prepared by the Joint Committee staff valid
entries; i.e., do they fully meet the criteria for tax expenditures as defined in the
Budget Control and Impoundment Act of 1974? Do the public policy goals that justi-
fied the original enactment of important capital formation measures, such as the
investment tax credit, accelerated depreciation, and the capital gains exclusion, still
do so?

My testimony will consist of an attempt to answer these important questions, pri-
marily from the standpoint of the capital formation needed to foster productivity
and growth.

CORPORATE TAX EXPENDITURES: A FAULTY CONCEPT

Seldom has a conference of tax experts been held in recent months without the
corporate income tax coming in for strong indictment as to its appropriateness as a
part of our tax system. Some experts attack double taxation of dividends, decrying
its negative impact on capital formation as well as its unfairness. Some of the more
theoretically oriented critics opine that the corporate tax is extremely distortive to
investment decisions and therefore leads to inefficient allocation of economic re-
sources. Still other more practical minded experts point to the simple and irrefut-
able fact that there is no way on earth that a corporation can be taxed; people can
be taxed, but a corporation, which is simply a legal arrangement for conducting
business, cannot. Since the tax it pays is either passed forward to consumers or
backward to the factors of production, the corporation serves only as a surrogate tax
collector for the Internal Revenue Service. To the extent the corporate tax is passed
forward, it is doubtless regressive; this is because people with low incomes spend a
larger portion of their income on the products of American business than do people
with high incomes, who save more. To the extent the tax is passed backwards, to
labor, take-home pay is lower than otherwise and jobs may be lost. To the extent
the corporate tax is borne by the savers and investors who supply badly needed cap-
ital, their return on investment is cut and capital formation impeded.

An individual "tax expenditure" is, on the other hand, easy to identify with re-
spect to primary impact. The interest and property tax deductions directly aid ho-
mebuyers. The medical deduction helps sick people. Charitable contributions, also a
"tax expenditure," are important to taxpayers who support churches, charities and
private schools. And so on.

In contrast, when a corporate "tax expenditure" is eliminated or reduced, the
impact on individuals is impossible to identify precisely. The increase in the corpo-
rate tax payment is only a first order effect; thereafter, individuals as consumers,
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individuals as workers, and individuals as savers/investors are hit in varying de-
grees, depending on a variety of factors.

Why do legislators venture forth into such an uncharted area, enacting tax in-
creases on business that may be regressive, or harmful to capital formation and
jobs? The answer is, in part, political. Just as corporations don't pay taxes, people
do; corporations don't vote, people do. It is no accident that in 1982, an election
year, so much of the legislated tax increase hit directly at corporations, rather than
individuals.

In addition, Congress, the press and the public appear to have implicitly accepted
effective tax rates as the measure of "tax equity" in the corporate sector. It is"unfair," it is argued, for Corporation X to pay an effective tax rate of, say, only 5,
10, or 15 percent, whereas Corporation Y and many others pay effective rates that
are much higher.

Effective corporate tax rates are unsatisfactory and misleading indicators of tax
equity for two reasons. First, as already noted, the tax rate paid by the corporation
tells us nothing about the relative share of the burden borne by the ultimate tax-
payers-consumers, workers, savers and investors. For example, an increase in
taxes on a public utility, where almost all costs are passed forward to consumers,
will doubtless be regressive in impact. This would also be the case with respect to a
tax increase on a low-margin, highly competitive retail business such as a grocery
chain.

Last year, in the tax bill, much was made of alleged tax avoidance on the part of
defense contractors. Reform of the so-called "completed contract" method of ac-
counting would, it was argued, strike a blow for tax equity and reform by raising
the effective tax rates paid by those companies. The relevant provisions of the Tax
Code were indeed tightened. But, how much of the impact will fall on the defense
contracting firms, and how much on the Pentagon?

Using effective tax rates as the criterion for tax equity among corporations can
easily lead to bad tax policy because of the apparently simple approach of raising
those rates through some type of minimum income tax for corporations. Not only
does it make little sense to place a minimum tax on an institution that is not truly
a taxpayer, but is in fact a tax collector; the minimum tax itself, if structured as in
the past-, can be especially damaging to certain companies and industries.

If any given corporation is paying a low effective tax rate, it is because it takes
advantage of dul authorized credits, deductions, and exclusions. It is these provi-
sions which should be examined as to their contribution to public policy.

This is, of course, what the Committee is doing in these hearings. But let me urge
you to keep constantly in mind what seems to be very clear, namely, that the con-
cept of corporate "tax expenditures" is seriously flawed as an analytical tool for tax
policy. Changes in those tax provisions can have both short and long-term effects on
individuals that no one can predict. In addition, if the corporate tax is, as more and
more experts agree, a bad tax, then any steps to increase its impact either indirectly
or directly, can be strongly questioned.

VALID ENTRIES ON THE "TAX EXPENDITURE" LIST

The legislative history of the Budget Act indicates that "tax expenditures" are to
be defined with reference to the "normal" tax structure. Given the importance of
the public and press perception of "tax expenditures" as tax loopholes for rich indi-
viduals and corporations, definition of "normal" tax structure takes on overriding
significance. Considerable disagreement exists among tax experts as to this defini-
tion, and that disagreement has carried over to the annual lists of "tax expendi-
tures" prepared in Congress and in the Executive Branch. For example, the Joint
Committee staff has noted seventeen differences between its list of March 7, 1983,
and Special Analysis G of the President's 1984 Budget.

It is not my purpose today to discuss those specific differences, but instead to raise
a more fundamental question relating to saving and investment "tax expenditures."
That question is: Has not the time come for viewing the "normal" tax structure as
one that excludes all saving and investment income both on the part of individuals
and corporations? I

This idea is neither new nor radical. Classical economists did not consider income
from saving and investment to be income in a fundamental sense, stressing instead
the eminently sensible idea that income should be viewed in terms of consumption,

I I am using the term "saving and investment income" to refer both to income that is saved,
rather than spent on consumption, and the subsequent income on the investment that saving
makes possible.
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with saving excluded. And the fact is that Congress has in recent years been moving
very much in this direction. Since 1978, tax rates on capital gains have been cut
from a peak of almost 50 percent to 20 percent today. The new Individual Retire-
ment Accounts and more liberal Keogh provisions, vastly popular, permit individ-
uals at least to defer some of the taxes on income that is saved. Beginning in 1985,
taxpayers filing a joint return will be allowed to exclude net interest income up to
$6,000 per year. In addition, the Economic Recovery Tax Act of 1981 (ERTA) pro-
vided for tax-free reinvestment of dividends paid by public utilities up to $1,500 per
year on joint returns.

On the corporate side, the most striking elements of Congress' concern with over
taxation of saving and investment have involved capital cost reovery. The invest-
ment tax credit, first enacted at 7 percent in 1962 but twice suspended in the 1960's,
is now a permanent 10 percent. With the passage of the accelerated cost recovery
system (ACRS) provisions of the Economic Recovery Tax Act of 1981 (ERTA), Con-
gress emphasized its desire to provide additional investment incentives. When the
ITC was coupled with the 10-5-3 depreciation plan, business income devoted to the
purchase of new capital assets was, to a considerable extent, exempt from Federal
taxation. In 1982, in response to critics' charges that ERTA provided benefits which
exceeded those of expensing, changes were made by ACRS which reduced ERTA's
cost recovery benefits but left most firms as well off as they would-be under expens-
ing. That is to say, the "expensing" of capital investment that many economists now
advocate as a boost to capital formation and productivity growth hasin fact been
approximated.

The case for exempting all individual saving and investment income fro tax-
ation and expensing of business capital investment is both simple and logicaT ,It is
based upon the view that in an economy whose health is so dependent on high qnd
sustained levels of productive investment, it is foolish to tax saving and investment
as heavily as we have in the past. In the case of an individual, over the years "_
have-in our "normal" tax structure-taxed income when received, even though
saved, and in addition taxed income that flows from the saving in the form of inter-
est, dividends or capital gains. At the corporate level, the income used to purchase
capital assets has been taxed when earned, and the income generated by the invest-
ment has been taxed again as received.

Congress, in its wisdom and to its great credit, has been moving strongly away
from this anti-investment posture. With the exception of the unfortunate aberration
in TEFRA, which rescinded about half of the capital cost recovery benefits enacted
in 1981, the trend has been steady and significant.

I submit that the goals of capital formation and productivity growth could be
given a meaningful boost if the tax-writing committees of the Congress gave explicit
recognition to the importance of those goals by shifting the definition of "normal"
tax structure so as to exclude saving and investment income from taxable income.
This would in effect reaffirm the classical view that such receipts are not income in
fundamental sense. It would help counter charges that the special deductions, cred-
its and exclusions for interest, dividends and capital gains are unjustified "tax ex-
penditures" that have been slipped into the law as a benefit for the rich.

This step might well serve another important purpose. Even though economic
growth may be strong and spending restraint firm- the additional tax revenues
needed to bring down Federal deficits after 1985 may still be huge, in the $50 to
$100 billion range. Many tax experts are beginning to doubt that revenues of this
size can be raised through an income tax that is already in serious trouble. The
American middle class, whose political clout is great and whose support is crucial to
the viability of the tax system, is increasingly disenchanted with the income tax
and, it is believed, increasingly attracted to the "underground economy." With in-
dexing of individual income tax rates to begin in 1985, unlegislated tax increases
will come to an end.

Consequently, there is growing support in the academic community and among
tax policy experts and public officials for a shift toward some form of a broad-based
consumption tax. Properly structured, such a tax could provide a politically viable
and economically sturdy base for raising revenues to bring down deficits and ade-
quately fund the Federal government in the decades ahead.

Needless to say, any such shift in the Federal tax system will require extensive
and careful debate. But with a growing consensus in favor of consumption-based
taxes, the Congressional tax committees could, almost by a stroke of the pen, ad-
vance the process of deliberation by tightening the definition of "normal" tax struc-
ture so as to exclude all saving and investment income.
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"TAX EXPENDITURES" AND CAPITAL FORMATION

I have implicitly answered the question of whether the public policy goals that
originally justified the investment tax credit, accelerated depreciation, and the capi-
tal gains exclusion still do so. The better course of action would be to drop these
items from any and all lists of "tax expenditures" by excluding saving and invest-
ment income from the definition of "normal" tax structure. Failing that, a ringing
Congressional reaffirmation of these tax provisions as affording strong and vital
support for capital formation is, it seems to me, every much in order. Following en-
actment of the Economic Recovery Tax Act in 1981, few could question the public
and Congressional support for tax policies to promote productive investment. But
when TEFRA rescinded almost one-1alf of the ACRS cuts granted in ERTA, strong
doubts arose.

In the TEFRA legislative conference last summer, Senate representatives, with
the support of the Administration, attempted to postpone rather than cancel those
ACRS rescissions, but the House conferees refused to agree. With all "tax expendi-
tures" under review by this Committee, now is a good time for reaffirming Congres-
sional support for capital formation. Preferably this could be done by removing
saving and investment income from the definition of the "normal" tax structure.
Alternatively, it can be done by explicitly endorsing saving and investment "tax ex-
penditures" as vital to this country s efforts, now well underway, to establish strong,
lasting and non-inflationary economic growth.

STATEMENT OF DAVID E. FRANASIAK, MANAGER, TAX POLICY
CENTER, U.S. CHAMBER OF COMMERCE, WASHINGTON, D.C.

Mr. FRANASIAK. I am Dave Franasiak, manager of the Tax Policy
Center of the U.S. Chamber of Commerce. I am accompanied today
by Kenneth Simonson, senior tax economist. We welcome this
chance to present the chamber's views on tax expenditures, a sub-
ject of importance to all of our 213,000 members.

The terni 'tax expenditures" has been used since the late 1960's,
even though users did not agree on which parts of the Tax Code
are tax expenditures.

The tax-writing committees have rightly ignored efforts to give
special attention to tax expenditures at the expense of other parts
of the code. Congress has rightly rejected-all attempts to make tax
expenditures automatically subject to budget or sunset mechanisms
or to assign tax expenditures to others' committees.

The concept of tax expenditures assumes that the Government is
entitled to everyone's income as long as the tax is part of the
normal tax regime. We strongly reject this notion.

The chamber recommends that the Senate Finance Committee
continue to review all parts of the Tax Code, particularly those pro-
visions which affect the rates of savings and investment. Sole reli-
ance on an arbitrary list of tax expenditures, on the other hand,*
will not provide a satisfactory framework for making proper tax
policy choices.

The Tax Equity and Fiscal Responsibility Act of 1982 provides an
all too clear illustration of this principle. That tax bill was promot-
ed as a way of closing loopholes and tightening outdated prefer-
ences, but it removed over 70 percent of the tax reductionsgranted
to business under the Economic Recovery Tax Act of 1981 and
caused many businesses to cancel investment or pension plans.

We urge you not to raise taxes again this year in the name of
trimming tax expenditures. Indeed, in a topsy-turvy world of tax
expenditures, perception does not comport to reality.

For example, it is commonly assumed that ERTA led to an ex-
pansion of tax expenditures and that TEFRA tightened up on
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them. In fact, just the opposite is true. Joint committee data show
that tax expenditures decreased in cost from 1981 to 1982 and in-
creased from 1982 to 1983, following the passage of TEFRA.

Another myth is that Congress created most of these tax expend-
itures in the last several years. Not true. Seventy of the 104 items
on the CBO list are at least 15 years old, and 9 of the 10 largest
were enacted before 1943.

In conclusion, we urge that the committee avoid enacting a
major tax increase this year. To do so would jeopardize the econom-
ic recovery now underway.

These hearings are important but should not provide the sole
basis for committee action with regards to tax increases. We urge
the committee to go beyond the incomplete and static data in the
tax expenditures area and focus on tax policies which will stimu-
late investment, savings, economic growth, and, most importantly,
job creation.

Thank you.
[The prepared statement of David E. Franasiak follows:]

- STATEMENT FOR THE CHAMBER OF COMMERCE OF THE UNITED STATES, BY DAVID E.
FRANASIAK

I am David E. Franasiak, Manager of the Tax Policy Center of the U.S. Chamber
of Commerce. I am accompanied by Kenneth D. Simonson, Senior Tax Economist.
We welcome this chance to present the Chamber's views on "tax expenditures," a
subject of importance to all of our 213,000 members.

OVERVIEW

The concept of tax expenditures has a long but not a distinguished history. Al-
though the term has been used since the late 1960s, users do not agree on which
parts of the tax code are tax expenditures. the tax-writing committees have rightly
ignored efforts to give special attention to tax expenditures at the expense of other
parts of the code. Congress has rejected all attempts to make tax expenditures auto-
matically subject to budget or "sunset" mechanisms, or to assign tax expenditures
to other committees. The concept of tax expenditures assumes that the government
is entitled to everyone's income, as long as the tax is part of the "normal" tax
regime. We strongly reject this notion.

The Chamber recommends that the Finance Committee continue to review all
parts of the tax code, particularly those provisions which affect the rates of savings
and investment. Sole reliance on an arbitrary list of tax expenditures, on the other
hand, will not provide a satisfactory framework for making proper tax policy
choices.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) provides an all too
clear illustration of this principle. That bill was promoted as a way of closing loop-
holes and tightening outdated preferences. But it removed over 70 percent of the tax
reductions granted to business under the Economic Recovery Tax Act of 1981
(ERTA) and caused many businesses to cancel investment or pension plans. We urge
you not to -aise taxes again this year in the name of trimming tax expenditures.

Calling certain provisions tax expenditures misdirects Congressional attention.
For instance, the tax expenditure for corporate tax rates below the- maximum 46
percent rate could be eliminated by lowering the maximum rate to 16 percent (the
current bottom rate), or by raising the lesser rates to 46 percent, or by redefining
the "normal tax structure' to include graduated corporate as well as personal tax
rates. Yet these three solutions would have divergent effects on tax receipts and on
the economy. Obviously, the structure of corporate tax rates should be set in the
context of desired tax and economic policy, not for the sake of achieving a certain
level of tax expenditures.

DEFINITIONAL PROBLEMS

Section 3(aX3) of the Congressional Budget and Impoundment Control Act of 1974
defines tax expenditures as "those revenue losses attributable to provisions of the
federal tax laws which allow a special exclusion, exemption, or deduction from gross
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income or which provide a special credit, a preferential rate of tax, or a deferral of
tax liability." These provisions are measured with reference to a "normal tax struc-
ture for indivisuals and corporations." Although this definition sounds straightfor-
ward, in fact any definition of "normal tax structure" concept is completely arbi-
trary, and even proponents of the tax expenditure concept have disagreed on wheth-
er certain provisions are tax expenditures.

Examples of this arbitrariness abound. Graduated rates for individuals are not a
tax expenditure, but graduated rates for corporations are. Personal exemptions for
taxpayers and dependents are not, but the added exemptions for blind and aged per-
sons are, as in the tax credit for child and dependent care. Other provisions have
been variously classified as tax expenditures or as part of the "normal tax struc-
ture" from one year to another.

The latest compilation by the staff of the Joint Committee on Taxation (JCT) in-
cludes 17 items omitted by the Administration in Special analysis G of the Budget
and leaves out one item that the Budget includes. Three other items appear under
different budget functions in the two lists. Still other items have different revenue
estimates attached to them, and others are omitted for administrative simplicity
even though the reports agree that conceptually they are tax expenditures.

One of the most important differenes between the Administration and Congres-
sional lists this year is that the former treats the accelerated cost recovery system
(ACRS) as part of the normal or reference tax structure, whereas the JCT treats it
as a tax expenditure. We believe that ACRS is a fundamental part of the tax

- system. As the JCT pamphlet acknowledges, "Even with accelerated depreciation,
taxpayers will not always receive deductions whose real value corresponds to the
amount they originally paid for the asset." (JCT, "Estimates of Federal Tax Expend-
itures for.- Fiscal years 1983-88," Joint Committee Print JCS-4-83, March 7, 1983.)
Yet the ground rules for computing tax expenditures do not allow an offset for the
negative tax expenditures taxpayers suffer when they are not allowed full cost re-
covery. Thus, relying on the JCT's estimate of this tax expenditure will lead to over-
statement of the deviation from a normal tax structure.

MEASUREMENT DIFFICULTIES

Even if it were possible to agree on a list of tax expenditures, it would be impossi-
ble to measure their cost accurately. The cost of a tax expenditure equals the
number of individuals or corporations using the provision times the amount by
which their tax liability is reduced. For many tax expenditures, either the number
of users or the amount of reduction in their tax liability, or both, is unknown. For
instance, municipal bond interest is a tax expenditure because recipients do not
have to report the interest on tax returns. However, data are not available on how
many individuals hold minicipal bonds, how much interest each receives from his or
her holdings, or what tax rate would be applied to those holdings if they were tax-
able. Therefore the estimated size of the tax expenditure for municipal bond inter-
est is grossly imprecise.

The total "cost" of all tax expenditures cannot be found by adding up the "cost"
of each provision. Eliminating one provision, such as the deduction for home mort-
gage interest, will cause some taxpayers to switch from itemizing deductions to
using the standard deduction (zero bracket amount), thereby eliminating several
other deductions which are counted as tax expenditures. Moreover, eliminating the
deductibility of mortgage interest would leave many taxpayers less able to afford to
purchase homes, thereby cutting the use of the deduction for property taxes and
several other tax expenditures. Finally, cutting back some provisions may cause tax-
payers to switch to another tax expenditure. For all of these reasons, elimination of
one tax expenditure would decrease the total for all of them or increase total tax
receipts by an amount which differs from the estimated cost of that one provision.

In fact, cutting back on a tax expenditure actually can decrease tax receipts in
some cases. This can occur if the tightened provision raises taxpayers' effective tax
rates to such a high level that they decide it is not worth investing or engaging in
that activity. In such cases broadening the tax expenditure leads to a rise in rev-
enues. A recent example is the reduction in the maximum tax rate on capital gains
from nearly 50 percent to 28 percent in 1978. In 1979, revenues from capital gains
increased, contrary to official forecasts. The revenue increase occurred because the
rates under prior law had been so high (especially given that these rates applied to"gains" created solely by inflation) that many taxpayers were discouraged from re-
alizing their gains.

The idea that tax expenditures can be measured accurately assumes a world of
statics rather than dynamics. It assumes that individuals do not change their behav-
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ior as a result o" a change in tax rates or tax structures. Such a notion is intellectu-
ally bankrupt. To return to the municipal bond-example, if the tax exemption for
the bonds were repealed, investors would switch to higher-yielding instruments,
driving down the yield on those investments and raising the yield on municipals.
The net revenue effect would almost certainly differ from that predicted by the
static tax expenditure estimate.

TRENDS

It is commonly assumed that tax expenditures are growing rapidly, that ERTA
led to an expansion of tax expenditures and that TEFRA tightened up on them. The
data contradict all of these assumptions.

A comparison of the fiscal 1984 cost for each tax expenditures included in the JCT
lists for 1981-83 shows that more tax expenditures decreased in cost than increased
from 1981 to 1982, after ERTA was enacted. The opposite result occurred from 1982
to 1983, following passage to TEFRA. Moreover, the total cost of all fiscal 1984 tax
expenditures was estimated to have declined by 13 percent from the 1981 estimate
to the 1982 estimate, and to have increased by 7 percent the following year. These
results are shown in the following table.

CHANGE IN ESTIMATED FISCAL 1984 TAX EXPENDITURES, BASED ON 1981, 1982, AND 1983 JCT

ESTIMATES

Number of tax expenStue with ain

Chani in estimates Du xpee No ft, V
(peo et )

From 1981 to 1982 ................................................................................................. 65 42 12 13
From 1982 to 1983 ................................................................................................. 41 45 33 7

Looking at the items that have increased is not necessarily a reliable guide to tax
policy. This year, the estimate for net exclusions of pension contributions and earn-
ings showed an enormous increase, yet Congress drastically tightened up the tax
treatment of pensions last year, causing many employers to terminate their plans.

- INCOME DISTRIBUTION

Another common fallacy is that tax expenditures benefit mainly the rich. In fact,
for four of the five largest tax expenditures (usihg the latest JCT estimate for fiscal
1984), the benefit goes disproportionately to lower- or middle-income taxpayers, as
the table below shows.

DISTRIBUTION OF TAX EXPENDITURES, FISCAL 1984
Amu twvth m

Tax exp6tae (t k&
$50,000

eductiility of home mo tgage interest .................................................................................................. 27.9 0

Deductibility of state and Ioca! taxes ...................................................................................................... 21.8 53
Exclusion of employer e u s ........................................edical................................... 21.3 87
Exclusion of social security benefits ........................................................................................ ...... . 16.7 92

Total income tax, 1981 .............................................................................................................. 292.7 67

Sources. Tax enctures estimted from I, March 1983; peent ftrottram TreasuMy letter to Rp. Hewy Reuss, Sept 28, 1982; tow
om r " iss income -e, Wint 1-83.

In any case, focusing on the percentage of a tax expenditure that goes to a partic-
ular income level can give a misleading impression of the effect that repeal would
have. For instance, 55 percent of the tax expenditure for charitiable deductions goes
to returns with income exceeding $50,000. But if this deduction were eliminated,
charitable giving would drop, and many charitable activities that benefit lower-
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income individuals would suffer. The net effect would undoubtedly be more severe
for those at the lower end than those at the top of the income scale.

PROLIFERATION AND REVIEW

Critics of the tax-writing process often charge that tax expenditures have been
proliferating and, once enacted, are not reviewed. In fact, as a list compiled this
year by the Congressional Budget Office shows, many important tax expenditures
d@pt back to the beginning of the individual income tax in 1913 or even before. For
instance, deferral of income of controlled foreign corporations dates from 1909; indi-
vidual interest and property tax deductions date from 1913. Seventy of the 104 items
on the CBO list are at least 15 years old. Moreover, many of the more recent ones
include "sunset" dates insuring that they will be reviewed and not renewed auto-
matically. In addition, the tax-writing committees regularly review and often amend
many other tax expenditures. Clearly, those provisions that survive are the result of
conscious policy.

CONCLUSION

We recommend that the Finance Committee continue its careful review of all
parts of the tax code without creating distortions by arbitrarily labeling certain pro-
visions as tax expenditures that deserve special scrutiny out of context. We also rec-
ommend that the Committee not approve hasty tax increases under the illusion that
it is merely reducing tax expenditures.

STATEMENT OF DR. NORMAN B. TURE, CHAIRMAN OF THE
BOARD, INSTITUTE FOR RESEARCH ON THE ECONOMICS OF
TAXATION, WASHINGTON, D.C.
Dr. TURE. Thank you, Mr. Chairman.
These hearings provide the opportunity for a careful examina-

tion of the usefulness of the tax expenditure concept and of the
meaningfulness of the estimates of tax expenditures.

I believe that the concept of tax expenditures is at best too am-
biguous to provide a useful guide for selecting tax provisions which
can be identified as the equivalent of direct outlays by the Govern-
ment.

The statutory language requires a definition of taxable income to
provide a standard for determining which tax provisions are "spe-
cial." The special analysis G language approach depends on a cor-
rect definition of "subsidy" to identify tax provisions which should
be listed as "tax expenditures"; but, in lieu of such a definition, it
attempts to distinguish between normal or referenced provisions of
the tax structure and special provisions which are exceptions to
those referenced provisions.

The joint committee staff report seeks to identify tax expendi-
tures as provisions in the law and regulations which provide eco-
nomic incentives or tax relief. To determine whether a tax provi-
sion provides an economic incentive, however, requires a rigorous
delineation of the pertinent tax treatment which neither inhibits
nor artificially encourages the economic activity in question.

The concept of tax neutrality affords a far less ambiguous stand-
ard against which to determine whether any tax provisions conveys
a subsidy or is a tax expenditure. Neutrality means that the tax
does not change relative costs and-prices compared to what they
would be in the absence of taxes. In this context, the income tax is
fundamentally biased against saving and in favor of consumption,
because it increases the cost of saving relative to consumption.

Neutrality requires either that saving or capital outlays be ex-
cluded from current taxable income, while all of the gross returns
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are included; or, alternatively, that saving be included in current
taxable income while all of the returns are excluded. Using this
standard, many of the items on the tax expenditure list clearly are
misidentified and should be shown as negative tax expenditures, or
negative subsidies.

Among these I would include the exclusion of pension contribu-
tions and savings, accelerated depreciation, exclusion of 60 percent
of net long-term capital gains, the dividend exclusion, the exclusion
of interest-on life insurance savings, and the exclusion of interest
on State and local government bonds--.

The measurement of tax expenditures confronts enormous diffi-
,culties. A correct measure of the revenue effect of a tax expendi-
ture is the difference between the amount of the actual tax liabili-
ty and the tax liability which would arise from the composition and
level of economic activity which would prevail in the absence of the
tax expenditure. In lieu of this measure, which is very difficult to
estimate in the present state of the econometric art, we use so-
called "static" estimates. These assume no economic effects of the
tax expenditure, and they are therefore almost certainly wrong
and misleading.

Moving against tax expenditures on an ad hoc basis almost cer-
tainly will result in accentuating the existing income tax bias
against saving and capital formation. If, counter to the require-
ments of economic recovery, revenue raising measures nevertheless
are to be enacted this year, they certainly should not be those
which will add to the cost of saving and investment.

Thank you.
The CHAIRMAN. Thank you.
[The prepared statement of Norman B. Ture follows:]

STATEMENT OF NORMAN B. TURE, CHAIRMAN, INSTITUTE FOR RESEARCH ON THE
ECONOMICS OF TAXATION '

Mr. Chairman, I am happy to have this opportunity to present, at last, my views
on the subject of tax expenditures. My testimony is addressed to the questions of the
validity and usefulness of the concept of tax expenditures and of-the problems that
are posed in trying to measure them. I will attempt to illustrate these conceptual
and measurement problems by reference to several of the frequently cited tax ex-
penditures.

Let me digress briefly to urge in the strongest possible terms that whatever con-
clusions the Committee may arrive at regarding tax expenditures, they should not
be used as the rationale for net revenue increasing legislation. The last thing in the
world the U.S. economy needs at this early stage in its recovery is a new layer of
tax burdens. Tax increases should not be on the Congressional agenda until the re-
covery is assured, if not indeed complete, at which time a much less conjectual pro-
jection than those relied on in the past few years of GNP, current service budget
outfays, revenues and deficits will be possible. At that time, if it appears that rev-
enues will continue to lag below expenditures, constructive decisions about the ad-
justments of these budget magnitudes will be possible.

Eliminating or reducing a so-called tax expenditure is a tax increase, no matter
that it is done in the name of tax reform, closing loopholes, or what have you. If
reform is truly the objective rather than raising revenue, then any projected reve-
nue gains from eliminating or reducing a tax expenditure should be matched by a
reduction in tax rates on the affected taxpayers.

I The views that are presented here are my own and do not nepearily reflect the views of
the Institute for Research on the Economics of Taxation. The title and the name are used for
identification purposes only.
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DEFINING TAX EXPENDITURES

Section 3 of the Budget Act defines tax expenditures as "revenue losses attributa-
ble to provisions of the Federal tax laws which allow a special exclusion, exemption,
or deduction from gross income or which provide a special credit, a preferential rate
of tax, or a deferral of tax liability." Upon even a moment's consideration, it must
be clear that this language finesses the definitional difficulties; it does not resolve
them. In short, the statutory language provides no systematic guidance for identify-
ing which provisions are so "special as to substitute for expenditure authorization
and appropriation authority, as constrasted with "general provisions" that are
strictly exercises of taxing authority.

Special Analysis G in the Budget of the United States makes a valiant but quite
unsuccessful effort to make the concept of "tax expenditures" less ambiguous. The
Special Analysis G ploy is to make the term "tax expenditures" synonymous with
"tax subsidies." In fact, the subsidy concept would be useful if the word subsidy
were properly defined as a device which reduces the relative cost of the subsidized
activity, good, or service compared to what its relative cost would be in the absence
of government. Relying on this concept would produce quite a different approach to
identifying tax expenditures, many of the provisions on the current list would show
up as negative tax expenditures, as undue tax exactions.

The concept presented by the staff of the Joint Committee on Taxation is some-
what different from that in Special Analysis G but no less ambiguous.

To characterize any given exclusion, exemption, or deduction as "special" or to
conclude that a provision affords a credit that is "special" or a preferential rate of
tax or a deferral of tax, we need to have a definition of the nonspecial. Similarly, to
identify a tax provision as providing economic incentives we need to be able to de-
lineate a provision which neither inhibits nor encourages the affected activity- For
this purpose, we need a rigorous definition of taxable income. It is probably unnec-
essary to point out that there is no consensus concerning the "correct" concept of
taxable income, no more as a matter of analytical abstraction than as a practical
guide to tax policy. The "correctness" of any definition of taxable income depends
significantly on one's priorities with respect to tax criteria--equity, neutrality, sim-
plicity, adequacy, etc.-and on how one delineates the tax base requirements of
each. All of us, of course, agree that the income tax should be fair; few of us have
ever agreed on the standards of fairness. The equity standard, therefore, has never
afforded a satisfactory guide to defining taxable income, hence to defining provi-
sions of the tax law which may fairly be termed "tax expenditures."

The neutrality criterion leads to quite a different list of "tax expenditures" from
that supplied in the budget document and changes the sign of many of them. A tax
is neutral only if its imposition does not alter relative costs or prices. On this basis,
any income tax is unneutral because it necessarily increases the cost of undertaking
the activities which generate income subject to tax compared to the cost of all other
activities. Even if one is willing to accept this fundamental unneutrality, one should
at least seek the imposition of the tax in such a way as to alter the costs of the
alternatives confronting taxpayers in the same pmportion. It should raise the cost
of saving in the same proportion as the cost of consuming, of working in any partic-
ular job in the same proportion as working in any other, of using one kin of pro-
duction input in the same proportion as any other, etc.

Most of us have come more and more to recognize the desirability and importance
of gearing tax policy more closely to the neutrality criterion than we have in the
past. Past failures to do so have given us a tax system which has year by year
become increasingly punitive of saving and capital formation, of productive, market-
directed-personal efforts, of enterprise, risk-taking, innovation-of the kinds of ac-
tivities upon which economic progress and rising living standards depend. Enact-
ment in 1981 of the Economic Recovery Tax Act reflected a broad-based consensus
that we must move toward a tax system which conforms with the dictates of the
neutrality criterion. Last year's tax legislation was, I believe, an unfortunate re-
treat. One must hope that that mistake will not be repeated this year and that in-
stead we may soon regain the momentum of a neutrality-oriented tax policy.

It is widely recognized that the personal income tax is fundamentally biased
against saving and in favor of consumption, in view of the fact thaLit levies both on
the amount of current income which is saved and also on the future income pro-
duced by the current saving. Neutrality requires either that saving be excluded
from current taxable income while all of the gross returns on the saving are includ-
ed or that saving be included in current taxable income while all of the returns are
excluded. These are perfectly equivalent and assure that the tax raises the cost of
saving in the same proportion as it raises the cost of consumption. To the extent,
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and it is substantial, that the present income tax fails to follow either of these alter-
natives, it imposes a negative subsidy on saving. Any provision which abates the tax
on saving or on the returns on saving should be treated as a reduction in a negative
subsidy.

In the light of this criterion, consider the designation as a tax expendiure of the
net exclusion of pension contributions and earnings, the largest single tax expen-di-
ture in Special Analysis G and in the Joint Committee Staffs listing. Against the
basic test of tax neutrality between saving and consumption, these exclusions should
be seen as major ameliorations of the anti-saving tax bias, of the tax expenditure in
favor of consumption. They have noplace in a listing of exceptions from the normal,
if normal is interpreted, as it should be, as leaving the relative costs of saving and
consumption the same as they would be in the absence of the tax.

Just as difficult to justify is the inclusion of "accelerated depreciation on equip-
ment" or the depreciation on buildings in excess of straight line in the Joint Com-
mittee staff listing. The neutrality criterion calls for true expensing of the costs of
any and all capital facilities. This means that these costs must be effectively deduct-
ible as they are incurred against all of the taxes which apply to the returns on these
facilities. The Accelerated Cost Recovery System (ACRS) falls short of satisfying
these requirements; ACRS allows capital recovery deductions only beginning in the
taxable year in which the facilities are placed in service which often is several tax-
able years after some of the costs for acquiring the facilities are first incurred. The
ACRS deduction, moreover, are not generally allowed against all of the taxes bear-
ing on the income produced by the facilities; if the facility is owned by a corpora-
tion, for example, the ACRS deduction does not offset the individual shareholder's
tax liability on the dividends he receives, paid out of the income produced by the
facilities. And the deductions may well exceed income and have to be carried for-
ward, so that their present value falls short, possibly substantially so, of their nomi-
nal value. So-called accelerated depreciation should be seen as a negative tax ex-
penditure insofar as the actual present value of those deductions is less than the
present value of true expensing.

It has been shown elsewhere 2 that a substantial additional deduction or invest-
ment tax credit would have to be added to ACRS deductions to provide equivalence
with the true expensing called for by the neutrality criterion. For this reason, nei-
ther accelerated depreciation nor the investment cre(Iit belong on a list of tax ex-
penditures.3

Against the standard of neutrality, any tax on capital gains is a negative tax ex-
penditure; any reduction in that tax should be seen as reducing an extraordinary
tax penalty. A capital gain is the capitalized value of an expected increase in the
income to be produced by the asset; since that income will be taxed as it arises,
taxing the capital gain is taxing the same income flow twice. In the case of corpo-
rate stock, capital gains generally reflect the corporation's retention of earnings.
Since those earnings have already been taxed to the corporation, taxing gains real-
ized on such stock compounds the multiple taxation of the returns on capital.

These examples of misidentifiction of tax expenditures can be extended far
beyond the limits of the Committee's time. To cite only a few of the items which
certainly are not tax expenditures in the light of tax neutrality, the $100 dividend
exclusion and the exclusion of interest on life insurance savings surely do not
belong on any tax expenditure list. Nor should the exclusion of interest on any state
or local bond, whether general purpose debt, small issue industrial revenue bonds,
mortgage revenue bonds, etc., be treated as tax expenditure unless it could be
shown that the income used to purchase these bonds was itself excluded from the
inQomne tax base.

Unfortunately, those compiling tax expenditure lists are uninhibited by any rigor-
ous conceptual requirements. The ambiguity of concept in these lists is revealed by
the facts that the lists change from time to time and that lists offered by different
compilers often differ. The Joint Committee staff compilation includes 17 items
which are not included in Special Analysis G, but no explanation of the reasons for
the differences in listings is provided.

2 Cf. Norman B. True, New Directions for Federal Tax Policy for the 1980's, American Council
for Captital Formation, Bllinger Publishing Company, Cambridge, MA, forthcoming.

' Presumably the justification for including these provisions is that they afford capital recov-
ery deductions at a faster rate and in greater amount than so-called "economic depreciation."
.onomic depreciation is an abstraction which cannot be applied in any real life situation;

indeed, it is inherently so ambiguous as to be of little if any use even for abstract analyses. CF.
Ture, op. cit.
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Some of the items on one or another list elude any justification. The Joint Com-
mittee staff list, for example, includes "Reduced rates on the first $100,000 of corpo-
rate income" as a tax expenditure. There is a wide consensus that the entire corpo-
rate income tax is a negative tax expenditure, one of the principal violations of tax
neutrality, and a major source of distortion in the use of capital and labor produc-
tion resource"- o treat corporate tax rates less than the top marginal rate as a tax
expenditure defies reason. Should one infer that there is some inherent correctness'
in 46 percent as the rate at which income generated in corporate business is correct-
ly taxed? If-so, were prior rates of 48 percent and 52 percent, by any such implied
criterion, negative tax expenditures? What logic dictates that taking only 16 percent
from a company which earns $24,999 is to provide that company a subsidy-the
equivalent of a government expenditure of funds in the form of a $7,750 grant to
that company?

If we can find any such justification, why don't we include in this list of tax ex-
penditures all bracket rates in the individual income tax less than the present top

percent? But why set 50 percent as the "normal" rate? Why not set 100 percent
as the standard and treat all exactions from taxpayers at lesser rates as the equiva-
lent orthe government giving them money?

The conceptual frailties of tax expenditures argues strongly against relying on
any listing as departures from "normal," "standard," or what have you, still less as
the-equivalent of budget outlays. Many of the usually listed items could be justified
as tax subsidies or tax expenditure only if one believes that the "right" tax should
discriminate against saving, in favor of consumption. Others require some as yet un-
available delineation of the "right" rate or rates of tax or the "right" timing of tax
liability or the "right" taxpaying unit. In short, the usual lists should be regarded
as arbitrary and capricious, at the least, and in large part counter to an emerging
consensus in favor of neutrality as the principal criterion of taxpolicy.

MWASURINO TAX EXPENDITURE

Even if the imprecision and ambiguities of defining tax expenditures are disre-.
garded, enormous difficulties are confronted in attempting to measure them. Pre-
sumably the amount of any given tax expenditure is the revenue which the govern-
ment doesn't collect because the specific provision of the law differs from what is
the "correct" or nonspecial treatment. Whereas one can relatively unambiguously
designate a specific amount to be spent on a direct government expenditure, no
comparably unequivocal estimate can be provided for a tax expenditure.

The correct measure of the revenue effect of a tax expenditure is the difference
between the amount of actual tax liability, on the one hand, and the tax liability
which would have arisen from the composition and level of economic activity which
would prevail in the absence of the tax expenditure, on the other. Unless one as-
sumes that taxpayers' behavior would be identical with and without the tax expend-
iture, the measurement of the tax expenditure requires identifying and measuring
the changes in the composition and volume of economic activity which occurred in
response to the tax expenditure and how these changes affected tax liabilities.
While this concept of "feedback" effects has become familiar and widely accepted in
recent years, the limited capacity to measure them in the present state of the econo-
metric art has forced reliance on so-called static or first-level revenue estimates for
measuring tax expenditures. But these static estimates necessarily assume no eco-
nomic effects are produced by the tax expenditure; they are almost certainly, there-
fore, wrong and are highly misleading.

Beyond these fundamental measurement problems, there are substantial me-
chanical difficulties to be confronted in attempting to measure tax expenditures.
For one thing, it is not possible to add all tax expenditures into a meaningful total.
Each tax expenditure provision must be estimated independently to avoid making
the estimates depends on the sequence by which provisions are conceptually elimi-
nated..from the Internal Revenue Code in making the estimates. As a result, tax
expenditures as currently measured are not additive. For example, if two "speical"
exclusions were considered jointly, the elimination of the exclusions together would
push individual taxpayers into higher tax brackets than if each exclusion were con-
sidered separately. The revenue loss (tax expenditure) from the provisions consid-
ered jointly is greater than the gum of the revenue losses from considering them
separately, and there is no clear way to allocate the greater joint total between the
two provisions. The reverse is true for itemized deductions, since considering two or
more in combination would cause more taxpayers to use the zero bracket amount,
or standard deduction (which has not been considered a tax expenditure) than it



268

these deductions are considered one at a time. Again, it is not clear how to allocate
the lower joint total among itemized deductions.

In addition, tax expenditure estimates differ from estimates of the potential reve-
nue gain from repeal in that tax expenditure estimates treat provisions as if they
are permanent features of the Internal Revenue Code, although many are not, and
because of the timing differences between changes in tax liabilities and changes in
tax receipts.

COMPARABILITY OF DIRECT EXPENDITURES AND TAX EXPENDITURES

The very term "tax expenditures" implies that the foregone revenue is essentially
the same as a direct outlay by the government. As I have noted, it may be possible
to estimate an "expenditure equivalent," but it will rarely, if ever, be the case that
a tax provision is actually equivalent to an outlay program. Direct outlays by the
government for purchase of goods or services involve a direct preemption of the pro-
duction inputs used to produce the goods or services the government buys. Tax ex-
penditures never involve such a direct impact on the use of production inputs. Tax
expenditures and direct subidies have their effects through changes in relative costs
and prices and the responses to these changes. However, in the case of tax expendi-
tures, the pattern of price changes will be different from those produced by direct
expenditures. Moreover, the magnitude of the change in the use of production
inputs induced by the "tax expenditure" cannot always be inferred from the
amount of the estimated revenue loss.

CONCLUSION

The preceding discussion of the conceptual and measurement frailties of tax ex-
penditures argues against treating any listing of these items as an inventory of

special tax breaks." Constructive revision of the tax system cannot proceed on the
basis of eliminating or reducing either the most quantitatively impressive or most
vulnerable provisions on the list. The real and critical deficiences in the existing
income tax system arise from the continuing bias against private sacing and capital
formation, not from the selective amelioration of that bias. A well conceived frontal
attack on the basic sources of that anti-saving bias would lead us to a uniform, ex-
penditure-based, flat-rate tax in which many of the so-called tax expenditures would
simply and automatically disappear. But that is the only constructive route toward
the elimination of these provisions. Indeed, it is the only route toward a correct and
logical identification of what is and what isn't a tax expenditure.

Moving against the conventionally identified tax expenditures on an ad hoc basis
almost certainly would result in accentuating the existing tax bias against saving
and capital formation. No tax increase, in my judgment, is warranted now. If, not-
withstanding, revenue raising measures are to be enacted this year, they certainly
should not be those which will add to the costs of saving and investment. Special
Analysis G and the Joint Committee staff's listing should not be seen as a potential
agenda of-revenue raising measures. They are, at best, fiscal curios.

The CHAIRMAN. Senator Long.
Senator LONG. Dr. Ture, I think you made a good statement, and

I tend to agree with you about that matter, but I want to ask you
this: You are a witness who, more strongly than anyone I know,
made the case that we ought to have this 3-year tax cut, and that
we were going to have a great stimulation of the economy which
was going to bring us additional revenue. Why didn't it work out
that way?

Dr. TURE. Well, if the committee has about another two and a
half hours, I would be happy to summarize-my views on that sub-
ject.

Senator LONG. Could you summarize the summary of it? Why
didn't we get the results we were looking for with that tax cut?

Dr. TURE. One, I think that we misapprehended grossly how
severe the economic problems were -that we were in at the begin-
ning of 1981. There was a widespread impression that we were at
the-beginning of a strong recovery phase; we were not. We were in
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the .niddle of a recession that began late in 1978, at the very latest
early in 1979, from which there was no significant recovery at all.

I think there was a gross misapprehension; I think I am guilty of
having been a participant in that misapprehension and having
poorly advised the President in that respect.

Second, one of the conditions that we laid out as absolutely es-
sential for the fiscal policy which the President recommended,
working toward promoting economic recovery and long-term eco-
nomic progress, was a quite different approach to monetary policy
from that which we had experienced for several years past. What
we called for was a much more moderate growth in the stock of
money, and above all a much more stable growth in the stock of
money. We got neither during 1981 or 1982 and so far this year.
Monetary policy has pursued, of course, an enormously rapid ex-
pansion, followed by very stringent slow growth, followed by a re-
surgence of expansion, more slow growth. Nothing that I can think
of is better designed to confuse and to impair the effectiveness of
the operation of our capital markets.

Putting those two conditions together, it seems to me that our
earlier assumptions about how effective the income tax reductions
which we proposed would be in promoting economic recovery were
over-optimistic.

Senator LONG. Could I just ask Dr. Walker to give me his reac-
tion to that same question?

Dr. WALKER. I would agree with much of that. I would emphasize
a couple of other points.

The 'basic estimates that were made on the revenue impact and
the revenue results of the tax cuts were not those given so much
play in the press of the so-called supply-siders-that we were going
to have a gush of revenues.

When you take what was sent up in the Economic Recovery Tax
Act, the combination of spending restraint and tax cuts, I'm not
sure that those revenue estimates were all that much off-given
the length and severity of the recession.

As I see the basic failure of policy, I would not put as much on
the monetary side as Dr. Ture does. The basic thrust of Reagano-
mics fiscal policy was to be, over a 5-year period 1981-86, a reduc-
tion in both Federal spending and Federal taxes to about 19 per-'-
cent of GNP. We succeeded on the tax side; we failed miserably oin
the spending side. The two got out of whack. That's the basic prob-
lem that has to be be rectified. Still, with inflation coold and recov-
ery gaining strength, the Reagan economic game plan is beginningto pay off.Senator LONG. Thank you.

The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. No questions.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. We have a problem here. We have been directed

by the vote of the Congress to come up with $72 billion over 3
years. And it is all well and good to say "don't do this," and "don't
do that," and I would like a little guidance in what we should do.

I missed Dr. Walker's testimony-I was tryig to catch up-but,
as I understood, did you say we should go to a value-added tax?

24-865 0-83--18
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Dr. WALKER. No, I did not. I said that opinion is growing-among
tax experts and public officials that in order to fund the govern-
ment in a viable way, because of the problems with the income tax,
we have to move toward a broadbased consumption tax. A value-
added tax is one approach to a broadbased consumption tax; there
are others.

Senator CHAFEE. You know, we have witnesses come before us-
and I'm not chastising anybody because I'm in no position to do
that-but we have witnesses come before us constantly that point
out the marvelous things that are happening in other countries. It
must be selective testimony; in other words, "Great things are hap-
pening in Britain as far as what the rate of depreciation is." Was
that in Mr. Huard's testimony? Or was it in yours, Mr. Franasiak?

Mr. FRANASIAK. No, it was in Mr. Huard's.
Mr. HUARD. It was in mine, Senator.
Senator CHAFEE. Sweden and Britain and Germany-if that's all

true, why aren't they doing better? Maybe they have other prob-
lems that off-balance what these wonderful depreciation schedules
do.

Let's take Britain-that's an easy one to kick around- What do
you say about Britain?

Mr. HUARD. The thrust of my testimony was to point out not
that various European countries were doing wonderfully relative to
us, but instead related to the concept of w at is or is not part of a
normal tax structure. And I was trying to suggest many of the pro-
visions shown by CBO or the Joint Committee on Taxation as ab-
normal deviations from a normal tax structure are in fact in use in
virtually all Western industrialized countries such as Sweden,
Great Britain, and those I enumerated.

I was just trying to make the point that maybe these things
ought to be considered normal. I wasn't trying to make the point
that they have worked so wonderfully in these other countries.

Senator CiHAFEE. What do you think would happen if we went to
expensing of all equipment--just dropped all depreciation sched-
ules, let everyone expense or depreciate on the rate they wanted to,
but once they started they had to stick to it?

When I was in law school that was Dean Griswold's theory-let
everybody do it the way they wanted, but they couldn't change.
Now, would that just ruin the Treasury?

Mr. HUARD. Well, it would have the argument of eliminating the
argument that ACRS is better than expensing, which might affect
employment and the joint committee staff somewhat. [Laughter.]

I think the biggest problem, obviously, is the transitional problem.
Senator CHAFEE. Do you mean the first year would be devastat-

ingto the--
M. HUARD. That is correct. You need some kind of stretched-out

transitional period. I think there is a lot to be said for the expens-
ing concept. I do think that the most difficult problem, indeed the
only one that I see as a fundamental difficulty, is the transition
period. You just can'l widen the gap between the Government's
income and expense that fast, in one year, which is what would
happen with immediate introduction of expensing; you have to
have a phase-in.-And that really is the problem.
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Mr. FRANASIAK. Senator, may I also add that our members, at
least the ones that use ACRS to a great degree, are just simply
strapped in terms of planning and trying to plan several years in
advance as they have to do at some of these very large capital proj-
ects. They are trying to figure out what their cashflow is going to
be, what their return on investment is going to be, and the rest.
Changing the tax law every year certainly doesn't help them any
in this regard. And I would expect that if we change ACRS the
third time, 3 years in a row, we are going to have even more confu-
sion and probably a little bit less investment in that area.

So I would urge that we just leave it where it is for a while and
see how it works. I think that we are going to see a pickup in busi-
ness investment: we have had some. To constantly be changing the
law in this very fundamental way for something that is as impor-
tant as capital expenditures is detrimental to the long-term inter-
ests of economic growth.

Senator CHAFEE. Do you have any suggestions on how we might
pick up $72 billion in 3 years?

Mr. FRANASIAK. Well, I think the fundamental point has to be
made. Once again, last year we went through an exercise of in-
creasing taxes. We were going to get $3 of spending cuts for every
$1 of tax increase. Many members of the business community sup-
ported that; some did not. We ended up getting substantially less
than that; we ended up getting between 40 and 50 cents--

Senator CHAFE'E. I am not trying to cut you off, but could you
direct yourself to that specific question? Where do we get $73 bil-
lion? Is it 72 or 73? What's a billion? Make it 72. [Laughter.]

Senator DURENBERGER. You voted for it; you know.
The CHAIRMAN. We didn't vote for it. We don't know.
Mr. FRANASIAK. I would think one area to get a bit of revenue is

simply in terms of this economic recovery that we are beginning to
experience. Certainly everybody's projections are being moved up,
and even the most optimistic optimists are beginning to look at
growth rates which we hadn't seen in the last several years, the
last couple of decades.

Senator CHAFEE. You mean the most pessimistic pessimists, I
think, not the optimistic optimists. They've thought it was good all
along.

What do you say, Dr. Ture?
Dr. TURE. Your question is a difficult one, sir, because I would

very strongly urge that this is not-contrary to the budget resolu-
tion-the time to raise taxes at all. At the very least, one ought to
wait until the economy's recovery is substantially completed, or so
solidly in place that there are no remaining doubts about its viril-
ity. There are such doubts today, and I think they are reasonable
ones.

I would suggest that your target year for reconsidering whether
or not there have to be basic adjustments in the budget magni-
tudes, particularly whether or not you have to raise taxes relative
to expenditures, is 1986. And I wouldn't lay a hand on it until
then-against all directives to the contrary from other committees
of the Congress.

Senator CH&iE. Well, it wasn't other committees; it was the
vote of Congress.
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Dr. Walker.
Dr. WALKER. Could I come in? I agree fully with Dr. Ture that

1986 is the problem period, and we may get a lot more out of eco-
nomic growth than people think. Just by the flick of the hand, in
the last few days, in the forecasts that the administration now has,
according to Dr. Feldstein yesterday, economic growth will prob-
ably reduce the 1984 deficit by $10 to $15 billion. If it's $15 billion,
that's more than the $12 billion called for in the revenue reconcili-
ation provisions of the fiscal year 1984 budget. So I think we need.
to buy some time here. We could have a very strong, long-lasting
economic recovery.

I personally think that the best way to buy time is to hold off
any tax increases right now. I think they would be the wrong kind.
I don't think you would get the spending restraint you need. Tax
increases might be dissipated in more spending so that you don't
reduce the deficit.

Senator CHAFEE. Well, I don't think that's a fair statement to
make. What are you saying? That if we increase taxes, that the
Congress will gobble it up in spending?

Dr. WALKER. I am saying this, that in 1974 Federal receipts were
$260 billion, with a $5 billion deficit. This year they are expected to
be $600 billion-2 1/ times as mnuch-with a $200 billion deficit, 40
times as much. We have had revenues almost triple, and it hasn't
caused the deficit to go down. The other way around-if you don't
have the spending restraint, yes, it will be gobbled up.

I favor a commission approach, Mr. Chairman. I think a blue-
ribbon bipartisan commission like the Social Security Commission
should be established at the end of this year to report back in Jan-
uary 1985 when we have had time to see what we need.

Senator CHAFEE. All right, thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Do you mean you want to replace Congress with

a commission?
Dr. WALKER. No, sir, I want to recommend a commission to the

Congress, like the Social Security Commission, like you were on.
[Laughter.]
The CHAIRMAN. Yes, I was on that Commission.
Well, as long as you don't replace Congress. If you did, we wouldn't

have anybody to kick around.
[Laughter.]
The CHAIRMAN. The chamber of commerce would be out of busi-

ness.
[Laughter.]
The CHAIRMAN. We appreciate your testimony. We are looking at

additional areas of tax reform, as we did last year, and we appreciate
the support that we had generally from the business community and
the responsible members of the business community.

But we do have a problem, you know. We can't take the resolu-
tion that passed lightly-even though I didn't vote for it. I tend to
share the view of all of the witnesses who testified, but our side
didn't prevail. Now, I guess we don't go to jail if we don't raise the
$73 billion. We are supposed to do it by July 22. We have 2 or 3
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weeks yet to work it out, so if anybody in the audience wants to
volunteer a few billion---

[Laughter.]
The CHAIRMAN. But no one is going to come here and do that,

and that's why it is going to be difficult; if in fact it can be done.
We are waiting for some signal from the White House, and the
signal was the President left town, I guess. [Laughter.]

Thank you.
Our final panel is Edward Davey, executive director and general

counsel, Association of Private Pension and Welfare Plans; and
Dallas Salisbury, executive director-do you get paid for all of this?
Coming up here?

Mr. SALISBURY. Quite dearly, Mr. Chairman.
The CHAIRMAN. Please summarize your statement if you will.

STATEMENT OF DALLAS L. SALISBURY, EXECUTIVE DIRECTOR,
EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASHINGTON, D.C.
Mr. SALISBURY. Senator, I would be pleased to make it short.
The CHAIRMAN. OK, we'll go with you first, then.
Mr. SALISBURY. Good morning.
Statistics can be used in many ways. For example, discussion of

total employee benefits being 32 to 37 percent of compensation can
create deceptions and historic misperceptions. In 1981 tax-favored
employee benefits, for example, totaled only 8.8 percent of pay.

Percentage and dollar figures must be considered in context. For
example, Joint Economic Committee studies indicate clearly that
tax incentives for employee benefits are among the most equitable
in the entire tax code with regard to providing benefits across the
income spectrum.

Discussion of tax expenditures as reliable dollar figures as well
can be very misleading. First, the numbers don't take into account
changes in behavior that always accompany a change in the tax
law, thus overstating revenue gains from any change that might be
made.

Second, the computation approach for tax-deferred benefits ig-
nores that taxes not received this year would be received in the
future. It also biases tax expenditure estimates upward by failing
to consider rising earnings of the work force and the fact that the
pension system is not yet anywhere close to maturity.

Third, the numbers are an unreliable policy guide due to unex-
plained significant variations from year tn year, and significant in-
consistencies in calculations for different types of benefits. For ex-
ample, the difference in calculation techniques between employer
pensions and individual retirement accounts.

Fourth, in some cases, the tax expenditure numbers effectively
condemn the employer for responding to Government policy dic-
tates. For example, the Employee Retirement Income Security Act,
in the name of benefit security, required minimum funding stand-
ards. Employers responded and their increased contributions sig-
nificantly increased tax expenditures.

Fifth, the numbers confuse by lumping together private and
public employee pensions These numbers should be separated in
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assessing any employee benefits policy, and so it should be dictated
that they be calculated with a uniform set of assumptions.

In conclusion, Senator, consideration of the effect of behavioral
changes that might accompany_tax law changes, and of the struc-
ture of other tax code provisions that affect the estimates, should
be undertaken seriously.

Consideration of the life cycle structure of earnings, benefit ac-
cruals, and marginal tax rates that provide a radically different
distribution of the tax expenditures than cross-section analysis, is
essential.

Finally, inconsistencies in the actual calculation of these esti-
mates, to say nothing of the significant methodological deficiencies
in the calculation procedure; must be explored.

We are not here today to argue over whether or not there is such
a thing as a tax expenditure. As an analytic approach for the Con-
gress it may well be appropriate. We are suggesting, however, that
the concept needs to be carefully considered and that the numbers
need to be tested thoroughly for their veracity. The Congress needs
a bases of facts on which to base decisions.

The Institute currently has a major study underway looking at
many of these issues, which we will be pleased to share with the
Congress upon its completion.

Thank you.
The CHAIRMAN. Thank you, Mr. Salisbury.
[The prepared statement of Dallas L. Salisbury follows:]

STATEMENT OF DALLAS L. SALSBURY, EXECUTIVE DIRECTOR, AND SYLVESTER J.

SCHIEBER, PH. D., RESEARCH DIRECTOR

INTRODUCTION

Mr. Chairman, it is a pleasure to appear before you today. I appear in my capac-
ity as Executive Director of the Employee Benefit Research Institute. With me is
Dr. Schieber, EBRI's Research Director. EBRI is a nonprofit, nonpartisan, public
policy research organization founded in 1978. EBRI sponsors research and educa-
tional programs in an effort to provide a sound information basis for policy deci-
sions. EBRI as an institution does not take positions on public policy issues.

We are pleased to address the Committee concerning "tax expenditures," especial-
ly those pertaining to em-ployee benefits. During the last two years there have been
significant changes in federal tax laws affecting employer sponsored benefit pro-

. grams and individually established retirement programs. The Economic Recov,.ry
Tax Act (ERTA) of 1981 expanded the availability of Individual Retirement Ac-
counts (IRAs) to include workers already covered by a pension plan. The Tax Equity
and Fiscal Responsibility Act (TEFRA) of 1982 reduced tax-exempt contribution
limits for many private plans.

These and earlier provisions for the U.S. Tax Code have been the subject of much
discussion and debate in recent years. The dialogue has often centered on the
impact that favorable tax provisions for employee benefits have on federal tax col-
lections. Many believe that these provisions help insure the general public's welfare
during their working lives and help provide income security during retirement.
Others think they-are excessive or totally unwarranted.

The discussion of these issues is now taking on a sense of heightened proportions
for two reasons. The first is that the Federal Budget continues to be plagued by un-
precedented deficits, meaning that all tax incentives will be subject to closer scruti-
ny. The second is that cost of these tax incentives for some categories of employee
benefits have been significantly increased in the 1984 Budget over prior Budget esti-
mates. Virtually no explanation was provided for these precipitously higher esti-
mates.



275

CONCEPTUAL BACKGROUND ON TAX EXPENDITURE

As the Budget of the United States Government is prepared each year a set of
"tax expenditure" estimates is developed by the Treasury Department and pub-
lished as part of the Budget. The "tax expenditure" concept was first laid out in
1967 by Stanley S. Surrey, the Deputy Assistant Secretary for Tax Policy at Treas-
ury from 1961 to 1969. He stated:

Through deliberate departures from accepted concepts of net income and
through various special exemptions, deductions and credits, our tax system does
operate to affect the private economy in ways that are usually accomplished by
expenditures-in effect to produce an expenditure system described in tax lan-
guage.
When Congressional talk and public opinion turn to reduction and control of
Federal expenditures, these tax expenditures are never mentioned. Yet it is
clear that if these amounts were treated as line items on the expenditure side
of the Budget, they would automatically come under close scrutiny of the Con-
gress and the Budget Bureau.'

The Congressional Budget Act of 1974 (Public Law 93-344) formally institutional-
ized "tax expenditures" as part of the regular budget document. The act defined tax
expenditures as "revenue losses attributable to provisions of the Federal tax laws
which allow a special exclusion, exemption, or deduction from gross income or
which provide a special credit, a preferential rate of tax, or a deferral of tax liabili-
ty."' Within this context, tax expenditures are defined as "exceptions to the normal
structure" of individual and corporate tax rates.

A problem with the concept of tax expenditures is that the tax code does not in-
clude a definition of the "normal structure" of the tax system. As the 1983 Budget
points out, the term itself is "unfortunate in that it seems to imply that Govern-
ment has control over all resources. If revenues which are not collected due to 'spe-
cial' tax provisions represent Government 'expenditures,' why not consider all tax
rates below 100 percent 'special,' in which case all resources are effectively Govern-
ment controlled?' As a result the practical definitions that have arisen in themeasurement of annual tax expenditures are not always consistent within or across
categories, or from year to year.

THE MAGNITUDE OF TAX EXPENDITURES FOR VOLUNTARY EMPLOYEE BENEFIT PROGRAMS

The 1984 Budget of the United States Government submitted to the Congress by
the Reagan Administration listed ninety-five separate categories and estimates of
the related tax expenditures arising from special provisions in the United States
Tax Code. Each of the special provisions in the tax code that gives rise to a tax ex-
penditure represents a decision by the Congress to provide preferential tax treat-
ment for a specific kind of activity. For example, the tax deductibility of home mort-
gage interest expenses represents a decision by the Congress to provide a tax incen-
tive for individual home ownership. This provision in the tax code does not actually
represent a direct expenditure by the Federal Government, but does result in lower
total taxes being collected under the individual income tax, all other things being
equal. The 1984 Budget estimate of the tax expenditure arising because of the de-
ductibility of mortgage inbrest on owner-occupied homes during fiscal 1983 is $25.1
billion dollars.' This does not mean the government will provide homeowners with
$25.1 billion this year, but rather that homeowners would have to pay $25.1 billion
more in federal income traxes if their mortgage interest were not deductible, and if
they did not change their behavior in any way relative to the tax code if this provi-
sion were eliminated.

It is not the purpose of this testimony to focus on the whole range of tax expendi-
tures listed in the Budget but rather to evaluate those that pertain to employee
benefit programs established by employers on a voluntary basis. The major catego-
ries of programs and the estimated tax expenditures related to each are shown in
Table 1. More than 90 percent of the total tax expenditures for voluntary employee
benefit programs can be attributed to either pension programs or health benefit pro-
grams sponsored by employers.

'Stanley S. Surrey in a speech to Money Marketeers, New York City, Nov. 15, 1967.
'Special Analis Budget of the U.S. Government Fiscal Year, 1983 (Washington, D.C.: Office

of Management and Budget, 1982) p. 3
' Special Analysis Budget of the U.S. Government Fiscal Year, 1983 (Washington, D.C.: Office

of Management and Budget, 1982) p. 3.
' Special Analysis Budget of the U.S. Government Fiscal Year, 1984 (Washington, D.C.: Office

of Management and Budget, 1983) p. G--32.
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HEALTH BENEFITS TAXATION

There are basically three reasons why employers are willing to sponsor health in.surance programs. The first reason, and this ranking does not infer that it is the
primary motivation, is that a healthy workforce will be more productive than anunhealthy one. The second is that the employer can purchase health insurance on agroup basis and realize significant economies of scale for the group that they couldnot realize as individuals. As a result, the aggregate cost of insurance is reduced for
a given level of coverage. The third reason is that the purchase price of the healthinsurance is tax deductible if purchased through an employer's health benefit plan
but is not so deductible if it is purchased individually. Recently there has been con-
siderable discussion of changing the tax treatment of health benefits programs.

TABLE 1.-FEDERAL REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" FOR SELECTED
VOLUNTARY EMPLOYEE BENEFIT PROGRAMS

[in milfims ol dollars]

/ Focal years

1982 1983 1984

Exclusion of contributions to prepaid legal services plans ........................................................... $20 $25 $25Investment credit for ESOP's ....................................................................................... . . .... 1,390 1,250 1,375
Exclusion of employer contributions for medical insurance premiums ind medical care .............. 16,365 18,645 21,300
Exclusion of pension contributions and earnings:

Em ployer plans .................................................................................................................... 45,28 49,700 56,560
Plans for self-employed and others ..................................................................................... 2,835 3,755 4,230

Premiums on group term rife insurance ....................................................................................... 2,035 2,100 2,259
Premiums on accident and disability insurance ............................................................................ 120 115 120
Income of trusts to finance supplementary unemployment benefits ............................................. 10 5 5

Source: Special Analysis Budget of the US. Governet Fiscal Year, 1984 (Wasington, D.C., Office of Management and Budget. 1983) p. G-32.
Probably the primary argument used today for reducing-the tax preferences for

employer-provided health insurance is that it would reduce the comprehensiveness
of insurance being provided. The literature is rich with analyses that show thatmore comprehensive coverage leads to increased utilization of health care services.
It is argued that lowering the tax preferences will reduce the comprehensiveness ofcoverage, and thus, utilization levels. One rationale is that lower service utilization
levels will dampen the well-known inflationary problem in health care prices.

Opponents ofthis logic argue that it is overly simplistic. They argue that giventhe inflation rate in this segment of the economy it is unlikely many will reduce the
comprehensiveness of their coverage in response to changing tax preferences. This is
especially the case for hospital coverage, a prime engine in medical cost inflation.On the other hand, physician coverage, preventive service coverage and dental and
vision c.re coverage, where prices have been relatively stable, may be particularly
vulnerable to changes in the tax provisions.

Neither of these arguments is well founded in the research literature. Thus an-
other rationale may ultimately be crucial in determining the outcome of this issue.The consideration that might ultimately be of greatest significance is the need for
added federal tax revenues. The 1984 Budget ranked the exclusion of employerhealth insurance contributions fourth among potential sources of new federal rev-enues during fiscal 1983. These revenue estimates, however, are extremely sensitive
to assumptions about employer contribution rates and the particular taxing optionsthat are being considered. For example, in a CBO analysis of various tax ca levels,
raising the cap from $1,980 to $2,160 for family coverage and from $792 to $864 forindividual coverage, an increase of 9 percent, would reduce the potential tax reve-
nue from the cap by 22 percent.5

The sensitivity of the estimates to even relatively small changes in the level of
the proposed cap reflects the relatively narrow range of employer contributions.
There is little variance in the dollar amount of employer contributions across work-ers' earnings levels. That means that modest adjustments to the health benefits' tax
cap can affect a large proportion of the workers who receive such benefits.

.SComputed from estimates presented in: Congress of the U.S. Congressional Budget Office,"Containing Medical Care Costs Through Market Forces" (May 1982), p. 35.



277

Because employer contributions are relatively constant, irrespective of income or
earnings level, employer contributions for health insurance benefits represents a
lar8V-purcentage -addition to family income at lower income levels than for workers
who are better off. Limiting or eliminating the tax incentives for employer health
benefits, therefore, will place a relatively heavy burden on workers at lower income
levels. At the same time, it is highly questionable whether the revised tax policy
would result in less comprehensive hospital care coverage, the areas of greatest
health care cost inflation. In any event, the marginal effect of the tax cap legisla-
tion on budget deficits of $170 to $180 billion would be minimal.

One concern that policymakers should have if they view changes to the tax treat-
ment of employee health benefits as a potential revenue source is that the tax ex-
-pwditureestimates are based on assumptions that behavior will not change if cur-
rent tax provisions are modified. For example, consider the case of an employer who
is providing family health insurance coverage that costs $200 per month for a mar-
ried employee. The estimates of the revenues to be gained by a tax cap generally
assume that such a cap of $170 per month, as an example, would not result in dif-
ferent health benefits provisions under the modified tax treatment. That is, that the
employer would continue to provide family health insurance that would cost $200
per month, $30 of which would be taxable income. Yet on the cost control side, pro-
ponents assume the tax cap would result in less comprehensive coverage. Less com-
Irehensive coverage should be less expenseive, reducing the premium rate below

200, possibly even to $170, thus eliminating the estimated revenue gain. Even if
the employer cost did not decline, there is the possibility that the portion of the-pre-
mium that would become taxable would be shifted to another employee benefit still
receiving preferred tax treatment. In this latter case, the tax cap might have no
effect on either revenues or behavior.

RETIREMENT PROGRAM TAX EXPENDITURES

The largest single category of tax expenditure in the-1984 Budget is that attribut-
ed to the deferral of tax on employer pension plan contributions and earnings.

In the case of private retirement program tax expenditures the Treasury esti-
mates the federal tax revenue losses that arise because pension and IRA contribu-
tions and the fund earnings are not taxed currently even though taxes will be paid
when benefits are ultimately paid. The theoretical basis for these estimates is that if
employer contributions to pension trusts or individual contributions to IRAs, or in-
vestment earnings on the assets were taken as regular income, additional tax obli-
gations would arise at the time the contribution is made or when the investment
return is paid. The amount of this particular tax expenditure, however, is not
simply current reductions of tax revenues but should recognize that there will be
future tax collections at the point of distribution and thus, at least in part, repre-
sents taxes deferred not taxes foregone.

Consider the case of a worker who is in the 50 percent marginal tax bracket and
is ten years from retirement. Assume this worker has $1,000 in pre-tax income that
can be invested in one of three ways: (1) a regular savings account; (2) a pension
plan; or (3) an investment vehicle where all return on the investment is ultimately.-
realized as a capital gain. Assume that the annual rate of return in each of these
options would be 10 percent per year.

If the $1,000 in pre-tax income is to be invested in a regular savings account then
taxes have to be paid on the initial income, meaning that only $500 will actually be
deposited in the account. In each year, as the account accumulates interest taxes
will also have to be paid on the annual returns. The value-of-the account at the elid
of each year over the ten years is shown in the regular savings account column in
Table 2. At the end of ten years this account would accumulate to a value of $814.45
under the posited assumptions and would be payable to the holder without any addi-
tionaLtax obligations.

TABLE 2.-HYPOTHETICAL ALTERNATIVE INVESTMENTS AND RETURNS FOR A WORKER IN 50
PERCENT TAX BRACKET

Retula Pe"sin Tax
acoit onis owsu n yar

Pre tax kmco ........................ ............................ $1,000.00
Post tax income ....................................................................................... 500.00

$1,0.00 ........................ $1,000.00
1,000.00 $500.00 500.00
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TABLE 2.-HYPOTHETICAL ALTERNATIVE INVESTMENTS AND RETURNS FOR A WORKER IN 50
PERCENT TAX BRACKET-Continued

Pension Tax
svns account lepeture in law

conttos Tn year

Value of account at end of year:
I ............ 525.00 1,100.00 50.00 550.00
2 ............... 551.25 1,210.00 55.00 605.00
3 .............. 578.81 1,331.00 60.50 665.00
4 ..... ................... .... .... 607.75 1,464.10 66.55 732.05
5 .................................. 638.15 1,610.51 73.21 805.26
6 ...... . .................................... 670.05 1,771.56 80.53 885.78
7 ................................... . 703.55 1,948.72 88.58 974.36
8 .... ..... .... ....... ........................ 738.73 2,143.59 97.44 1,071.79
9 ................................... 775.66 2,357.95 107.18 1,178.97
10 ................................................................................................. 814.45 2,593.76 117.90 1,296.88

Cash distribution .................................................................................... 814.45 2,593.76 .. . . . ......... 1,296.88
Tax liability on f l distribute ....................................................................................... 1,296.88 ........................ ' 159.38
Disposable balance ................................................................................... 848.45 1,296.88 ........................ 1,137.50

' T is the capital &ains tax not regular income Ux
Son EN? calculation Assmes 10 percent annual rate of return and 50 percent marginal tax bracket in each year.

The next column of Table 2 shows the accumulation of the $1,000 pre tax dollars
invested in a tax qualified pension plan. The difference is significant. First, the full
$1,000 can be invested and the taxes payable on the initial amount can be deferred
until the benefits are actually distributed. Also the interest paid to the account each
year is not taxable until distribution. In the hypothetical example presented here
the $1,000 pension contribution will accumulate to a value of nearly $2,600 over the
ten years and will provide a post-tax distribution of $1,296.88. This is $482.43 more
than the post-tax accumulation under the regular savings vehicles. In other words,
37.2 percent of the pension accumulation in this example results because of the fa-
vored tax treatment accorded pensions compared to a conventional savings program.

Under the current method of computing the tax expenditures used by the Treas-
ury Department, the tax revenues foregone because pension contributions and inter-
est are not treated as regular income are estimated each year. The stream of tax
expenditure estimates for the hypothetical case considered here are shown in Table
2. In the first year in-which the deposit is made to the pension account the tax ex-
penditure is calculated to equal $500, thus actually exceeding in one year the total
added accumulation over the ten year period that is attributable to the tax deferral
on the pension accrual. This points to one potential problem in the caluclation of
tax expenditures that is evaluated in more detail later. Before turning to that dis-
cussion, however, it is instructive to consider the base against which the tax expend-
itures are estimated.

It is clear from the example described above that the tax system clearly encour-
es retirement accumulations in pensions verus regular interest bearing accounts,

a other things being equal. However, it is unrealistic to assume that if the pension
preferences in the tax code were eliminated all expected pension contributions
would end up in conventional savings vehicles. For example, the right-hand column
in Table 2 shbWs the potential post-tax accrual the hypothetical worker described
above could acquire if the initial post-tax $500 were invested in an asset that did not
pay a regular dividend but rather provided its return through the increasing value
of the asset itself. In this case the post-tax disposable balance from the initial $500
investment after ten years would be $1,137.50 or within $60 of the post-tax accrual
under the pension option.

This does not mean that if pension contributions and interest accruals became
taxable that all pension contributions would flee to accounts providing their pri-
mary returns through tax-exempt interst or capital gains. But significant poi-tions of
these accounts might flee to other activities that are favored by the tax code. For
higher income individuals, in particular, this could be expected because the size of
their savings over time makes it worthwhile to seek those opportunities that will
minimize their tax liabilities on investment income. In this sense the estimated tax
expenditures accruing to high income individuals through their pension participa-
tion are greatly exaggerated.
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Middle-income individuals who have significantly lower tax rates during retire-
ment than during their working careers receive much greater advantage from the
tax treatment of pensions, on the other hand. For example in the hypothetical case
considered earlier, if the marginal tax rate is 20 percentage points lower in retire-
ment than during the working career then the disposable retirment benefits pro-
vided by the pension increase by more than $500 to $1,815.63. In this case the pref-
erential tax treatment of the pension would account for 55 percent of the retirement
benefit relative to the accumulation under a regular savings account. The elimina-
tion of preferential tax provisions for pensions will leave middle income workers
with less adequate retirement benefits because they will not be able to adjust their
investment portfolio in the sophisticated manner that higher income individuals
can.

There is no doubt that federal tax policy has contributed to the expansion of the
pension system. There is not doubt that in the short term, the tax preferences af-
forded retirement programs do cost the federal government some tax revenues. The
conclusion that the number showing up in the annual Federal Budget is a fair rep-
resentation of the pension system to federal taxpayers, however is improper.

METHODOLOGICAL PROBLEMS IN RETIREMENT PROGRAM TAX EXPENDITURE ESTIMATZ8

The world is not quite as neat as the simple example discussed above and thus,
the actual estimation of tax expenditures for retirement programs is quite compli-
cated. First, Treasury estimates the foregone taxes from exemption of employer pen-
sion contributions, personal IRA contributions and the interest earned on these
funds. From this foregone collections estimate Treasury subtracts the estimated tax
collections on pension benefits paid in the current year. The net difference is what
they currently tall the estimated tax expenditure resulting from the tax treatment
of retirement programs.

This calculation procedure would result in a $500 tax expenditure in the first
time period in the example cited above. The computation methodology does not con-
sider that if taxes were now collected on pension contributions and trust fund inter-
est accruals that this would necessarily result in a reduction in the taxes to be paid
in the future when benefits are disbursed.

From a purely conceptual basis the tax expenditure estimates in this instance are
flawed because the estimation procedure does not even attempt to account-for the
significant difference in the tax collections on current benefits paid and the time
discounted value of fut-ufe tax collections based on current contributions under
these plans. From a more practical policy analysis perspective, the estimates are
further flawed because of the totally unexplained variations in estimates from year
to year. Each of these problems is discussed in more detail below.

In the simple example used above it was possible to show how the tax expendi-
tures arise and how they are measured. If the tax-expenditure concept is to have
any semblance of validity in the context of pensions, then the annual measurement
of these expenditures should estimate the differences in the value of a person's life-
time tax obligations that arise because part of earnings.can be deferred as a pension
contribution. In the aggregate, foregone revenues in the current time frame should
be adjusted to account for the present value of future collections that will result
because the pensions funded today willultimately be taxed. In the current Treasury
estimates of tax expenditures for retirement programs the foregone revenues are es-
timated on the basis of one set of individuals and the tax collections on pension
benefits are estimated on a totally differrent set of individuals. This procedure up-
wardly biases the estimated tax expenditure for two reasons.

The first is that current workers will have higher real earnings levels over their
lifetime than current beneficiaries. It is this phenomenon that raises the real level
of Social Security and pension benefits alike for succeeding cohorts of retirees. As a
result, the marginal tax rates that will be paid on pension benefits earned today
will be higher than the marginal tax rates on benefits that are paid today. Underes-
timating the marginal tax rates that will apply to currently earned benefits will
overestimate the magnitude of tax expenditures.

The second reason that current estimation techniques result in baised estimates
of retirement proam tax expenditures is that the pension system in this country is
not yet mature. For example, consider the case of a new pension plan in a firm with
middle age and younger workers. For several years the employer will mae contri-
butions, representing foregone tax collections in the calculation, but no benefits will
be paid, and thus, there are no offsetting tax revenues collected that enter the tax
expenditure calculation. If the expenditure was estimated by subtracting future dis--
counted taxes on pensions from foregone taxes on current trust fund contributions
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and interest it would make no difference if there were beneficiaries or not. The ma-
turity of the pension system would not be important if the tax expenditures were
estimated as in the hypothetical example, but it is critically important given the
actual method of calculation.

Table 3, based on tabulation of information that plan sponsors filed with the IRS
(Form 5500) in compliance with ERISA for the 1977 plan year, indicates a clear rela.
tionship between plan age and beneficiaries in defined-benefit plans. Defined-benefit
plans cover two-thirds of private plan participants and an even larger segment of
the public plan members. Among other things, Form 5500 requires reporting the"effective plan date" or date the plan was set up.

It also requires that the number of active participants in the plan and the
number of beneficiaries be reported. The age of the plan can be calculated from the
effective plan date. As expected, most of th- young plans have more workers per
beneficiary than older plans do. Less than 10 percent of the plans that had been
created in the previous five years reported fewer than five workers per retired bene-
ficiary. For plans operating twenty-five years or longer, nearly 49 percent had fewer
than five active participants per beneficiary. The changes in this relationship with
increasing plan age are too consistent to be coincidental. At the other end of the
participant/beneficiary range, the pattern is comparably consistent. More than 55
percent of plans less than five years old had twenty or more active workers per ben-
eficiary, while less than 11 percent of the oldest plans reporting had as many as
twenty participants per beneficiary.

TABLE 3.-WORKING PARTICIPANTS PER BENEFICIARY IN DEFINED BENEFIT PENSION PLANS WITH
MORE THAN 100 ACTIVE PARTICIPANTS DURING 1977 BY PLAN AGE

Plan age

Total Less 5-10 11-15 16-20 21-25 0o ' Un.
ya ear; years y ears years years knownyears years

- Total plans (number) ............................................................ 22,467 4,092 5,418 3,839 3,008 2,258 3,628 224

Working participants Per beneficiary (Percentage of
plans): --

Two or less. - .......... 5.5 1.9 2.1 3.4 7.0 10.5 12.0 7.6
More than 2, up to 5 ................................................. 19.8 7.5 10.2 17.2 27.9 31.3 36.9 21.9
More than 5, up to 10 ................................................. 20.1 10.7 17.4 23.5 25.9 24.9 23.1 21.9
More than 10, up to 20 ............................................ .15.4 13.1 19.6 193. 15.7 12.1 9.4 12.5
More than 20 ................................................................ 30.0 55.5 39.7 26.7 16.9 14.4 10.8 26.3
Unknown I .......... 9.3 11.3 10.9 9.9 6.7 6.7 7.7 9.8

1 Ind de plans With no beneficiars reports.
Source: [8RI tabulatios of 1977 plan disclosure data stmitted to IRS in compiance with ERISk

Undoubtedly many of the older plans in Table 3 with high worker/beneficiary
ratios are in firms that are expanding. High worker/beneficiary ratios will continue
as some plan sponsors continue to expand in the f-uture, but such sponsors will still
have increasing numbers of beneficiaries over the years. This relationship of plan
age and beneficiary rates becomes particularly significant in comparison with d.-
fined-benefit plan creation data.6 Using 1977 as the reference year, because it corre-
sponds with the ERISA data, the universe of private defined-benefit programs gremv
by 218,487 plans in the previous twenty years; 32.0 percent of this growth occurred
between 1973 and 1977 and 72.7 percent between 1968 and 1977. If all 28,169 tax
qualified plans in existence at the end of 1955 were assumed to be defined-benefit
plans, which is-certainly not the case, 62.7 percent of all defined-benefit plans would
have been less than ten years old atthe end of 1977. The defined-benefit pension
system in this country today is still quite young. As the system matures, the ratio of
workers to beneficiaries will markedly decline, much as the ratio of workers to
beneficiaries in the Social Security program declined during the 1950s and 1960s.7

"These data are spelled out in detail in Sylvester J. Schiebe,-'. Social Security: Perspectives on
Preserving the System (Washington, D.C.: The Employee Benefit Research Institute, 1982) p. 52.For example, the percentage of workers partici ting in Social Security during 1940 was
about 25 times the percentage of elderly receiving benefits in that year. As the program ma-

Continued
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The ratio will decline not because of fewer covered workers, but because of more
beneficiaries. The relatively small number of beneficiaries today, however, results in
significant overestimates of retirement program tax expenditures.

This bias in the tax expenditure estimates will decline, to some extent, as pro-
grams mature but can never be totally resolved because of the wage growth phe-
nomenon cited earlier.

UNEXPLAINED VARIATIONS IN THE ESTIMATES

One of the problems with the estimates of tax exenditures arising from the special
tax provisions for retirement programs is precipitous change. in the estimates from
year to year that are not explained. As an example of this inconsistency Table 4
shows the tax expenditure estimates due to the tax treatment of employer spon-
sored plans included in the last four Federal Budgets.

TABLE 4.-FEDERAL REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" DUE TO NET EXCLUSION
OF PENSION CONTRIBUTIONS AND EARNINGS PRESENTED IN SELECTED FEDERAL BUDGETS

Fscal year

1980 1981 1982 1983 1984

1981 Budget........................................................................................ $12,925 $14,740 ......................................... ...............
1982 budget ........................................................................................ 19,785 23,605 $27,905 ... . . . . . .............
1983 Budget .......................................................................................................... 23,390 25, 65 $21,500 ..................
1984 Budget .............................. ............................................................................................... 45,280 49,700 $56,560

Sources: Special Analy G of the Budget of the U.S. Goern t for rc A years 1981-84 (Wasinton. ).C: Office of Managemet and
Budget).

The 1981 Budget estimate of this particular tax expenditure for fiscal year 1981
was $14.7 billion. The 1982 Budget estimated the 1981 fiscal year-tax expenditure
for the identical category of plans at $23.6 billion-a 60 percent increase. There was
absolutely no explanation in the Budget documents explaining the changed estimate
from one Budget to the next. The only explanation that we have found for the 1990
and 1981 Budget differences is by Munnell who writes that the "Revised estimates
employ higher, and therefore more realistic, marginal tax rate assumptions. These
indicate a substantially larger tax expenditure for private plans." 8 The explanation
that h'iher marginal rates were used to generate the 1982 Budget estimates is plau-
sible. What is interesting is that there is absolutely no published documentation on
the actual rates used to generate either the 1981 or 1982 Budget estimates. Not only
does Munnell ignore this completely throughout her book on private pensions but
she also fails to explain her conclusion that the higher tax rate assumptions used in
the 1982 Budget estimate are "therefore more realistic." There is certainly no a
priori reason to believe that any set of assumptions is more realistic than another
without an analytical basis on which to evaluate them. Such analysis was not avail-
able to compare the 1981 and 1982 Budgets. There is also a lack of analysis explain-
ing even greater discrepancies between the 1983 and 1984 Budgets. The estimated
fiscal 1982 tax expenditure due to net exclusion of employer pension contributions
and trust fund earnings was 75.7 percent higher in the 1984 Budget than in the
1983 Budget. The projected growth in this category of tax expenditure during fiscal
1983 was 254.8 percent higher in the 1984 Budget than in the prior Budget's esti-
mate. Again, none of the Budget materials ore other public documents explain the
revised estimates.

Through an arduous process of telephone discussions with various staff at the
Treasury Department a general explaination of the revised fiscal 1983 and 1984 esti-
mates in the 1984 Budget has been pieced together. One reason for the difference in
the two Budgets is that the analyst who did the 1983 Budget estimates retired and a
new analyst prepared the 1984 Budget estimate. The new analyst has been able to
partially clarify the discrepency. The difference in the estimates for fiscal 1982. is

turned, this difference declined to less than 4 times in 1950 and then gradually moved toward and
reached equality in the mid-1970's. It took Social Security about 35 years until beneficiaries
made up a segment of the retired population that was comparable to the segment of the work-
force that was contributing to the program.

' Alicia H. Munnell, The EcQnomics of Private Pensions (Washington, D.C.: The Brookings In-
stitution, 1982) p. 44.
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$19.515 billion (i.e., $45.280-$25.765). Of this, $17.135 billion is attributable to higher
estimated contributions and pension trust earnings. The remaining $2.380 billion in
the higher tax expenditure estimate from tl.e 1984 Budget is attributable to changes
in the tax rate assumptions.

It appears the primary reason for the significantly (sorie would say astronomical-
ly) higher estimate of employer contributions and pension trust earnings is that fed-
eral civilian and state and local pension plans were included in the tax expenditure
calculations for the first time. It is interesting that adding the tax expenditures at-
tributable to public plans covering about 15 percent of the U.S. workforce can in-
crease the tax expenditure estimate by more than two thirds. This element of the
revised tax expenditure estimate can be better understood by looking at recent
annual contributions to pension trusts in the various sectors.

Table 5 includes recent annual contributions to privately sponsored retirement
programs, state and local plans and the federal Civil Service Retirement System.
While the latter does not include all federal civilian pension costs it does capture at
least 90 percent of these costs and is sufficient for this comparative analysis. What
is immediately apparent is that adding in the public employer plan contributions
increases the previously considered employer contribution in 1981 by 63.5 percent
(i.e., $38.26/$60.26). As stated above the 1983 Budget estimate of retirement plan re-
lated tax expenditures in 1982 was $25.8 billion. The 1984 Budget tax expenditure
estimate was $17.1 billion higher (or 66.3 percent) because of added trust fund con-
tributions and interest income considered. It a pears that virtually all of this ad-
justment can be laid directly to the inclusion of th public plans for the first time.

TABLE 5.-EMPLOYER CONTRIBUTIONS TO RETIREMENT PROGRAMS FOR SELECTED PRIVATE AND
PUBLIC EMPLOYER PLANS

Private pension and profit State and local Federal CMnt Service Aggregate
sharing contributions contributions Retirement contribution et

(irs) (Percent of (Percent of ( r (Percent of
owP ) (Bfons) total) (dions) total) (Bitions)

Year:
1970 ................................................ $13.0 66.3 .$4.6 23.5 $2.0 10.2 $19.6
1971 ........ ." ........... .... 15.0 65.5 5.2 22.7 2.7 11.8 22.9
1972 ................. 17.8 66.2 5.8 21.6 3.3 12.3 26.9
1973 ................. 20.7 663 6.6 21.2 3.9 12.5 31.2
1974 ................... 24.2 65.8 7.8 21.2 4.8 13.0 36.8
1975 .................... 27.6 63.6 9.1 21.0 6.7 15.4 43.4
1976 ........ ......... 33.0 64.0 10.7 20.7 7.9 15.3 51.6>
1977 ................. 38.4 63.9 12.4 20.6 9.3 15.5 60.1
1978 ......... .. ....... 44.0 64.0 13.7 19.9 11.0 16.0 68.7
1979 ................. 48.9 63.5 15.3 19.9 12.8 16.6 77.0
1980 ................ ... .............. 54.7 62.3 17.5 19.9 15.6 17.8 87.8
1981 ................. 'i0.2 61.2 20.0 20.3 18.2 18.5 98.4

Sources: Private Iln cont~rtios frmu U.S Deprment at Commerce, The Moatia Income and Product Accounts 1948-1974 and Revied
Estimates of thre Natina Income Product Accounts (Jul 1982); State a'i Ioa oermn ln coerbuationts tram U.S. Bureau afthVe Census,
Finances of Eno" Retirement Systems of State and Local Govemts, 1970-; 1972-3; 1973-74; 1915-75; 197677; 1971-78 1978-79
1979-SO; 1980-81. Table 2; Federal lv Service Plan Contibu s from US. Offic of Persn Management, Federal Fringe Benefit Facts 1980,
1980, table 5-1, p. 15; and unpublhed data from IW Offie of Personn Management

The remaining $2.4 bm'lion discrepancy in the 1983 and-1984 Budget estimates of
retirement program tax expenditures for 1982 was attributed to changes in the tax
rate assumptions. At first blush one might think that the effects of the Economic
Recovery Tax Act of 1981 would be to reduce the tax rates considered for estimating
these tax expenditures. Also the reductions in the contribution limits and other po
visions in the Tax Equal and Fiscal Responsibility Act of 1982 should reduce the
pension contributions and accruals for some individuals in the high marginal tax
brackets.

Finally, the recommendation of the National Commission on Social Security
Reform to tax Social Security benefits that was implemented in the Social Security
legislation passed by Congress will raise marginal tax rates for many elderly pen-
sion recipients. Because the adjusted gross income thresholds at which Social Secu-
rity benefits become taxable are not indexed the marginal tax rates of pension re-
cipients should increase gradually in the future. Higher marginal tax rates among
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pension recipients should reduce future pension tax expenditure estimates under
the current estimation methodology.

The assignment of pension contributions across individuals in the Treasury's Tax
Model has not been publicly described, making it difficult to understand the reasons
for or mechanics of adjusting tax rates for purposes of these calculations, however.
The analyst who generated the pension tax expenditure estimates for the 1984
Budget did not know how such contributions were assigned in the model when we
called to ascertain such information. Nor was he able to provide such documenta-
tion in time for development of this discussion.

One possible reason for using higher tax rate assumptions in the 1984 Budget cal.
culations than used a year earlier is the inclusion of public workers, expecially
those employed by the Federal government. "The mean annual earnings from the
total civilian population employed full time in 1977 was approximately $13,849. The
mean annual salary level of Federal employees covered by CSRS in April was
$16,000." 9 Inclusion of federal workers with their higher than average earnings
may account for the revised tax rate assumptions used to calculate the pension tax
expenditures in the 1984 Budget.

INCONSISTENCIES IN IRA ANIPENSION TAX EXPENDITURE ESTIMATES

The Special Analysis G in the Federal Budget does not include separate estimates
of the tax expenditures that are attributable to IRAs. The IRA related tax expendi-
tures are embedded in a broader category of "retirement plans for, self-employed
and others." Table 6 shows the tax expenditure extimates for this broader category
from the last four Federal Budgets. One-might have expected significant increases
in the tax expenditure estimates between the 1982 and 1983 Budgets; in particular,
because of the passage of ERTA which roughly doubled IRA eligibility for 1982. Yet
this 1982 tax expenditure estimate only increased by 11 percent between the two
annual Budgets. In fact, the 1984 Budget estimate of the 1982 fiscal year tax ex-
penditure was only 23 percent greater than the 1982 Budget and 12.5 percent great-
er than the 1981 estimate in the 1981 Budget.

TABLE 6.-FEDERAL REVENUE LOSS ESTIMATES FOR "TAX EXPENDITURES" DUE TO NET EXCLUSION
OF CONTRIBUTIONS TO RETIREMENT PLANS FOR THE SELF-EMPLOYED AND OTHERS PRESENTED IN
SELECTED FEDERAL BUDGETS

[Domr i bNion]

Fiscal ye,.

1980 1981 1982 1983 1984

1981 Budget ........................................................................................ $2,125 $2,520 ..........................................................
1982 Budget ........................................................................................ 1,925 2,105 $2,305 ............
1983 Budget ............................................................................................................ 2,170 2,560 $3,760 ..................
1984 Budget ............................................................................................................................... 2,835 3,755 $4,230

Sources pec kA G of the Bud of the U.S. Goeme for Fiscal Yes 1981-4 (Washlngtoa, D.C.: Office of Managm et and
Bude).

Even the 1983 Budget estimates might be understood since that Budget was pre-
pared well before any substantive information on 1982 IRA utilization levels was
available. But by the time the 1984 Budget was prepared there was evidence availa-
ble suggesting that 1982 IRA utilization in response to ERTA jumped significantly
over prior years. For example, EBRI released the data in Table 7 in a news release
on November 19, 1982. This information was picked up quickly in both the trade
press and the conventional media. This includes such newspapers as USA Today
and The Washington Post. Table 7 shows that the IRA contributions during fiscal
1982 had to have been at least $21 billion.

' Final report of the Universal Social Security Coverage Study Group, The Desirability and
Feasibility of Social Security Coverage for Employees of Federal, State and Local Government
and Private, Nonprofit Organizations (Washington, D.C. 1980), p. 31.
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TABLE 7.-ASSETS IN INDIVIDUAL RETIREMENT ACCOUNTS, 1981-82
[Latars in bllons]

Fmmncial insbttion Year-end 1981 Apr. 30, 1982 June 3, 1982 30,

Com mercial banks ' ................................................................................. $ .0 $13.0 $14.9 $16.2
Mutual savings banks ' .......................................................................... 3.4 4.5 5.8 5.9Savings and loans '. .. .. .. .. 92 16.3 n.a, na.

Savings and W ns I ..... ........................................................................... 9 216313 na

M utual funds ........................................................................................... 2.6 4.0 4.3 5.0
Credit unions ............................................................................................ 0.2 0.5 na. n.a.
Life insurance company ............................................................................ 3.3 n.a. 1a. n.a.

Total assets ........................................................................................ 25.7 341.6 3 45.1 '46.5

IRA and Keogh deposit.' Estimated.
' Basefine estimates using latest available date for each institutonal category. The estimates provide a minimum total asset amount which may

under repot te actual aout of total assets outstanding.
Sources: E8RI tabulations of data provided by Federal Reserve Board National Association of Mutual Banks, Natn Crush Union

Administration, Federal Home Loan Bank Board, U.S. League of Savings Associatons, nmwt Com Infitu and American Council of Life
Insurance.

In the preparation of the 1983 Budget, the 1981 expenditure for private plans was
estimated at $23.4 billion (see Table 4) on contributions of $60.2 billion (see table 5)
and income on the trust funds. According to Munnell the average marginal tax rate
of workers covered by a pension used to compute the pension tax expenditure was
something in excess of 23 percent. 10 If the average marginal tax rate of 23 percent is
applied to the minimum of $21 billion in IRA contributions then the foregone feder-
altax would be dThund $4.8 billion for fiscal 1982. Given higher rates of IRA utiliza.
tion among upper income individuals this assumed marginal tax rate is likely to be
quite low, understating foregone tax revenues in the current period. Few individuals
are yet receiving significant IRA based annuities so the tax collections on such an-
nuities cannot explain the discrepancy between the $4.8 billion estimated here and
the $2.8 billion estimated in the 1984 Budget. The discrepancy is even harder to -ec-
oncile when the Budget's inclusion of Keogh plans is considered.

ByAhe end of the 1982 tax year in mid-April of 182 the same sources which pro-
vided the information for the compilation of Table 7 were reporting total IRA bal-
ances of $80 billion. That means that within the 1982 tax year new IRA contribu-
tions equaled at least $50 billion. The Treasury Department uses an average mar-
ginal tax rate of approximately 30 percent to estimate the pension tax expenditures
and slightly lower rates-to estimate the IRA related expenditures. Assuming a rate
of 28 percent would yield an IRA tax expenditure for the 1982 tax year of at least
$14 billion. Moving from a tax year period to a fiscal year period would allow some
slight variation from this estimate for fiscal 1983. However, the tax year versus
fial year discrepancy should have very little effect on the fiscal 1984 or subsequent
fiscal year estimates.

OTHER ISSUES

The abstract concept of tax expenditures has been applied to private pensions for
some years now. The application of the concept has not recognized that the imple-
mentation of ERISA's minimum funding standards has excalated private employer's
contribution rates in many instances. The more iapid funding of pension obligations
in compliance with federal law has contributed to the growth in the tax expenditure
estimates. By enhancing the 'Retirement Income Security," provided by pensions,
the primary goal of ERISA, plan security is now being jeopardized because the re-
sulting increase in tax expenditures heightens political pressure to reduce contribu-
tion levels. The tax expenditure concept-irnow being applied to state and local and
federal civilian plans as well. The military retirement program is still not included
in the 1984 Budget estimates of tax expenditures for employer sponsored retirement
programs. The estimates does include some amount attributed to military disability
benefits-but they make up only about 9 percent of the military retirement pro-
gram. The military retirement program paid $31.7 billion in benefits during fiscal

30 Alicia H. Mfunnell, The Economics of Private Pensions (Washington, D.C.: The Brookings
Institution 1982) p. 44 Munnell explains that the 23 percent rate was used to prepare the esti-
mate for the 1981 Budget but that higher marginal rates were used in prepanng the estimate
for subsequent budgets.
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1981 and thus is the second largest pension plan in the United States, behind the
Civil Service Retirement System. In combination the federal civilian and military
retirement programs cover about 5 percent of the total U.S. work force and paid
retirement benefits in 1979 exceeding the benefits paid by all private pension pro-
grams. 11

Why then, if including the federal' civilian retirment program so significantly af-
fects the tax expenditure estimates isn't the military retirement program included?
One reason is that the military retirement program is totally unfunded with out-
standing unfunded liabilities at the end of fiscal 1981 of $476.9 billion. Under the
computation method used to estimate them no tax expenditure arises in this case.
There is no contribution to or interest paid to a trust fund since none exists. The
benefits paid are all taxable since the program is noncontributory.

Since the funding pattern of the plan doesn't fit the mold assumed by the compu-
tation method then the "tax expenditure" is ignored. In fact, the Civil Service plan
is also largely financed on a pay-as-you-go basis. If these two retirement plans had
met their normal cost contribution plus the 40 year annual amortization schedule
stipulated in ERISA as the minimum funding requirement for private plans estab-
lished before 1974, the total employer contribution to these two plans would have
been $89.2 billion during fiscal 1981. 12 This is 48.5 percent more than the total em-
ployer contribution that went to all private plans in 1981 shown in Table 5 earlier.
In other words, only one-fifth ($18.2 billion) of the federal contribution that would
be required of private plans under ERISA is considered in the tax expenditure esti-
mates when the Treasury Department estimates these for federal plans. If the esti-
mates of tax expenditures are to be consistent, then the federal plans' tax expendi-
ture estimates should be generated on a basis consistent with those used to estimate
the.private plan number. Because of the significant differences in plans across the
various sectors and the role of government sponsorship or regulation, the tax ek-
penditure estimates should be presented separately for federal, state and local, and
private plans.

RELATIONSHIP TO OTHER TAX EXPENDITURE CATEGORIES

Each of the tax expenditures is calculated on an item by item basis at the margin.
That is, each is considered to be an "exceptions to the normal structure" of taxes,
but is calculated as though all other exceptions are part of the normal structure for
purposes of deriving the estimate. This ignores the extent to which one "exception"
might be magnified because of the existence of others.

For example, consider the case of a 66 year-old single man who received $8,400 irr
Social Security benefits during 1982 and an additional $8,400 in pension benefits.
Assume there was no other income received and no special deductions considered
for calculating tax liability. This person would have adjusted gross income of $8,400
under current law. He would be eligible for a double exemption since he was over
age 65 and so his taxable income would be $6,400. Schedule X of 1982 Federal
Income Tax Tables indicates a tax liability of $592.

Assume as an alternative, that this man had not enjoyed the double exemptions
for being over age 65 or the nontaxability of Social Security benefits. These two pro-
visions of the tax law a-e considered to be "exceptions to the normal structure" be-
cause tax expenditures ar calculated for them as well. The Treasury analysts use
the actual $592 in taxes paid on current benefits to estimate pension tax expendi-
tures. However, if these other two "exceptions to the normal structure" of taxes did
not exist then the man's 1982 tax liability would be $2,546.

It is clear that other "exceptions to the normal structure" give rise to large por-
tions of tax expenditures attributed to pensions because they drastically lower mar-
ginal tax rates for the elderly. The utility of the pension tax expenditures estimate
then, is extremely limited unless considered in the broader context of other tax pro-
visions. Yet virtually no analysis of this kind is now available.

CONCLUSIONS

A thorough analysis and discussion of the tax expenditure numbers that are pub-
lished in the Budget each year is needed. Consideration of the structure of other tax
code provisions that affect the estimates should be undertaken. Consideration of the
life cycle structure of earnings, benefit accruals and marginal tax rates that provide

"EBRI issue brief lo. 10 "Federal Pensions." (Washington, D.C.: EBRI, July 1982) p. 5.
"This is based on actuarial reports on the Civil Service Retirement System and military re-

tirement program filed with the United States Congress in compliance with Public Law 95-595
for fiscal year 1981.

24-865 0-88- 19
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a radically different distribution of the tax expenditures than cross section analy-
ses is essential. Finally, inconsistencies in the actual calculation of these estimates,
to say nothing of the significant methodological deficiencies in the calculation proce-
dure must be explored. 1

3

The current budget situation certainly warrants concern. There is no segment of
the budget or tax code that should be beyond scrutiny, and that includes employee
benefits. But, policy makers must understand that employee benefit incentives are
crucial to the long-term welfare of broad cross sections of society. The Institute
offers its assistance in evaluating the ramifications for future generations of pro-
gram participants and tax payers of both current tax incentives and reform propos-
als.

STATEMENT OF EDWARD J. DAVEY, EXECUTIVE DIRECTOR AND
GENERAL COUNSEL, ASSOCIATION OF PRIVATE PENSION AND
WELFARE PLANS, WASHINGTON, D.C.
Mr. DAVEY. Mr. Chairman and members of the committee:
My name is Ed Davey, executive director of the Association of

Private Pension and Welfare Plans. I am accompanied today by our
counsel, Ted Rhodes.

We appreciate this opportunity to appear before the committee
to give our views on the tax expenditure budget. This is our third
appearance before this committee over the last 2 weeks, and we are
gratified to have this dialog with both you and your staff and hope
that if there are any provisions relating to employee benefit mat-
ters in the proposed tax legislation that we can continue the dialog.

The private pension system is one of the most successful exam-
pies of private initiative achieving a fundamental economic and
social objective. The private pension system provides retirement se-
curity for millions of past and current workers, represents an im-
portant source of capital for the development of the Nation's com-
merce, industry, housing, and services, and a major factor in job
creation and stability.

The Nation's policy since World War II has been to encourage
and foster the development of the private pension system through
tax exemption on contributions and earnings.

The tax incentives have worked extremely well and by 1982 esti-
mates are that there will be 745,000 plans holding $750 billion in
assets, and with 50 million covered workers and 10 million benefici-
aries.

The cost of this system in terms of a tax expenditure is estimated
to be substantial. The dramatic increase in the tax expenditure for
the private pension system from fiscal year 1983 to fiscal year 1984,
which Dallas has pointed out, has led many in the pension commu-
nity to worry that the private, pension system would again become
a leading candidate for any tax proposal to raise revenue.

The increased tax expenditure figures are subject to challenge,
and I thinkiDallas' point covered that, and I won't go into that.

In any discussion, though, of these tax expenditure numbers, we
should keep in mind that unlike many other tax expenditures, the
tax incentives under the private pension system represent tax de-
ferral, not tax avoidance.

'See EBRI issue brief No. 17 "Retirement Program Tax Expenditures" (Washington, D.C.:
EBRI, April 1983) and EBRI statement to the Senate Finance Committee on 'The Tax Treat-
ment of Employee Benefits," June 22, 1983.
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Congress may believe that changes are necessary-for example,
with respect to women's equity issues, many aspects of which we
testified in support of last week before the committee. However, we
believe no changes should be adopted in the context of raising reve-
nue, such as the TEFRA reduction of the maximum permissible
benefits and contributions under qualified plans.

Your committee is well aware of the pressures that the social se-
curity system faces because of the changes in economic conditions
and demographic projections, and we note with interest Senator
Chafee's recent announcement to hold hearings on the trends and
the projected life expectancy of Americans and the potential effect
these trends have on retirement planning and other economic and
social policies.

In conclusion, we would just say we urge this committee to avoid
the temptation of using the private pension system as a quick-fix
solution to solving the grave problem of our current budget deficits.
There will be greater pressure placed on the private retirement
system, especially in light of the social security amendments,
which increased the age at which full benefits became available
and have, in effect, reduced benefits.

Therefore, we must take steps noyv to insure the well-being of the
advanced-funded private pension plans, particularly defined-benefit
plans. .

Thank you for your time.
The CHAIRMAN. Thank you.
Senator Long.
Senator LoNG. No questions.
The CHAIRMAN. Senator Chafee.
Senator CiAn E. I have no questions, Mr. Chairman. Thank you.
The CHAIRMAN. I have no questions, but I just want to make one

comment.
I am a bit confused about your discussion of the CBO outline and

-ts bias toward IRA's. When we asked for the study on February
15, we requested a review of how retirement benefits were distrib-
uted and the effectiveness of various types of retirement plans. We
have not yet received a response with respect to this request, but I
assume that CBO will address the questions raised without a preex-
isting bias. I mean, I understand there has been some confusion or
misunderstanding by your group in some of your publications--

Mr. DAVEY. Particularly the outline.
The CHAIRMAN. In stating what our bias was, and as far as I

know we don't have one.
Mr. DAVEY. Well, not with respect to your letter, with respect to

the outline of CBO in response to your letter-we thought the CBO
study as outlinedzsiiggested a bias in that vein.

The CHAIRMAN. But I didn't prepare the CBO study.
Mr. DAVEY. No.
The CHAIRMAN. All right.
I have no further questions.
Mr. SALISBURY. Will our full statements be entered in the record?
The CHAIRMAN. Your full statements will be a part of the record.
[The prepared statement of Ed Davey follows:]
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STATEMENT OF THE AgSOCIATION OF PRIVATE PENSION AND WELFARE-PLANS, INC.

Mr. Chairman and Members of the Committee, my name is Ed Davey, Executive
Director of the Association of Private Pension and Welfare Plans, Inc. (APPWP). I
am accompanied today by our counsel Ted Rhodes. The APPWP is a non-profit orga-
nization founded in 1967 with the primary goal of protecting and fostering tho
growth of this country's private benefit system. The Association represents some 600
organizations located across the United States. Our member firms include hundreds
of plan sponsors-both large and small employers alike. Additionally, our member-
ship includes leading organizations from every element of the employee benefits
community which supports the nation's private benefit system: investment firms,
banks, insurance companies, accounting firms, actuarial consulting firms, and var-
ious others associated with employee benefit plans. Collectively, APPWP's member-
ship is involved directly with the vast majority of employee benefit plans main-
tained by the private sector.

We appreciate this opportunity to appear before this Committee to give our views
on the "tax expenditure budget". This is our third appearance before this Commit-
tee to give our views on the tax expenditure budget". This is our third appearance
before this Committee over the last two weeks and our fourth appearance over the
last two and half months. We are gratified to have this dialoque with you and your
staff and hope that it will continue if there are provisions relating to employee
benefit matters in proposed tax legislation.

Our testimony today concerns the tax expenditure budget as it relates to the pri-
vate pension system. The private pension system is one of the most successful exam-
ples of private initiative achieving a fundamental economic and social objectives.
The private pension system provides supplemental retirement security for millions
of past and current workers, represents an important source of capital for the devel-
opment of the nation's commerce, industry, housing, and services, and a major
factor in job creation and stability.

The nation's policy since World War II has been to encourage and foster the de-
velopment of the private pension system through tax exemption on contributions
and earnings. The tax incentives have worked extremely well and by 1982, esti-
mates are that there will be 745,000 plans holding $750 billion dollars in assets, and
with 50 million covered workers and 10 million beneficiaries.

The cost of this system in terms of a "tax expenditure" if estimated to be substan-
tial. The fiscal 1983 budget projects the tax expenditure for pensions plbns would
reach $27.5 billion dollars. This figure, however, has doubled to $56 billion dollars in
the Fiscal Year 1984 budget. Considering our present and prospective grave prob-
lems of budget deficits this dramatic increase in the tax expenditure for the private
pension system, has led many in the pension community to worry that the private
pension system would become a leading candidate for any tax proposal to raise reve-
nue.

The increase tax expenditure figures are subject to challenge and it this regard
we commend EBRI's Issue Brief of April 1983 which describes an array of concerns
with these numbers. Further, we would note that the 1984 budget also recognizes
that the private pension-system may be the most efficient method of providing such
benefits because the outlays expenditure figures (the direct federal budget outlay
necessary to provide the same benefits) significantly exceeds the tax expenditure
amount. Finally, we should keep in mind that unlike many other tax expenditures,
the tax incentives under the private pension system represent tax deferral, not tax
avoidance.

We believe that the private pension system provides levels of retirement income
security which social security cannot deliver, performs more efficiently and effec-
tively through employer sponsored plans that it would by individual savings or a
government run system, and represents this Nation's largest source of capital. We
are concerned, however, that with a number of the recent changes adopted by Con-
gress, many plan sponsors have been discouraged from adopting or maintaining re-
tirement plans. Congress may believe that further -hanges are necessary, for exam-
ple issues relating to women s equity, many aspects of which we testified in support
of last week before this Committee. However, we believe no changes should be
adopted in the context of raising revenue, such as the TEFRA reduction of the
maximum permissible benefits and contributions under qualified plans, which
would eliminate incentives for establishing or maintaining retirement plans.

Your Committee is well aware of the pressures that the social security system
faces because of the changes in economic conditions and demographic projections.
You dealt with many of the problems facing the system with the passage of the
Social Security amendments of 1983. There are, however, continuing concerns over
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the projected demographic trend in the next century of rising numbers of older per-
sons qualifying for social security benefits in relation to a relatively smaller work-
force that will have to bear the cost of financing their benefits. We note with inter-
et Senator Chafee's recent announcement to hold hearings on the trends in the
projected life expectancy of Americans and the potential effect of these trends on
retirement planning and other economic and social policies.

The best way to meet the challenge of providing adequate retirement security for
all Americans is a strong private retirement system. As I stated earlier, the current
tax incentives have worked extremely well to establish a strong private retirement

SCo since the enactment of ERISA often assisted in fostering the devel-
opment of the private retirement system by providing avenues for retirement secu-

y by making available such arrangements as §401(k) plans, simplified employee
plans, tax credit ESOPS and individual retirement accounts for all workers.

This trend towards the encouragement of the private system, however, suffered a
severe setback when the Tax Equity and Fiscal Responsibility Act ("TEFRA") re-
duced the maximum permissible benefits and contributions under qualified plans
and imposed additional regulatory burdens. Many fear a repeat of this type of legis-
lation in 1983.

TEFRA especially will have an adverse impact on smaller businesses and on de-
fined benefit plans because of the requirements of the top-heavy rules. We expect
many small businesses to terminate their plans when the top-heavy requirements
become effective in 1984. If this prediction is correct, there will be much larger seg-
ment of the workforce which will have to depend on their own resources to provide
for an adequate retirement security, an unfortunate result for a short-term revenuegain.

Although it is unclear whether Congress will act to adopt changes in the pension
area, one concern is that whatever is adopted will be bias against defined benefit
plans.- This concern has been generated for a response to a letter from Senator Dole

" requesting the Congressional Budget Office to review the tax incentives for retire-
ment savings. In response to this request the CBO has prepared an outline which
clearly favors the approach of expanding the development of individual retirement
accounts and curtailing the use of defined benefit plans. This has lead many, includ-
ing Senator Jacob Javits, one of the principal authors of ERISA, who testified on
the subject before the Subcommittee on Labor, Committee on Labor and Human Re-
sources on May 24, 1983, to be concerned with the outcome of legislative activity in
this area.
, We are not opposed to the concept of individual retirement accounts, in fact, we
played a major role in the development of the 1981 legislation which granted across-
the-board IRA deductions. We beieve, however, that the IRA represents a vital sup-
plement to retirement security and cannot serve as a replacement for that retire-
ment security. Moreover, we believe that defined benefit and defined contribution
plans each play an important but substantially different role in the worker's retire-
ment security.

Of the two types of plans, the defined benefit plan, with the safeguards like fund-
ing standards and termination insurance, is most likely to provide adequate retire-
ment security. A defined benefit plan places the risk of providing the promised
benefit on the employer. A defined contribution plan, on the other hand, avoids the
pension plans inherent commitment to adequate retirement income because the risk
of plan investment is shifted to the employee.

We strongly believe that any attempted shift away from defined benefit plans will
result in substantial lessening of the retirement security of the "baby boom genera-
tion." It is this generation of individuals who are dependent on satisfying their re-
tirement needs through participation in the private pension system rather than the
social security system. The problem with relying solely on defined contribution
plans or IRA's to fill this need is the disparity of treatment under such plans de-
pending on the state of the financial and stock markets at the time of retirement.
For instance, an individual retiring today would have substantially greater retire-
ment security than a similarly situated individual who retired in 1981, because of
the upsurge of the stock market. Defined benefit plans, on the other hand, provide
the retiree with an adequate amount of retirement income, guaranteed by the feder-
ally sponsored termination insurance system.

In conclusion, we urge this Committee to avoid the temptation of using the pri-
vate pension system as a "quick-fix" solution to solving the grave problems of our
current budget deficits. There will be greater pressure placed on the private retire-
merit system especially in light of the Social Security amendments which increased
the age at which full benefits became available and have, in effect, reduced benefits.
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Therefore, we must take steps now to ensure the well-being of the advance-funded,
private pension plans, particularly defined benefit plans.

The CHAIRMAN. We will be in recess until 3 o'clock, at which
time we will mark up revenue-sharing and approve three ITC
nominees and the health care for the unemployed.

[Whereupon, at 11:48 a.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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STATrMZNT BY SENATOR DAN QUAYLE, HMRINGS ON TAX EXPZNDrruU, U.S.
SENATE, COMMrnrE ON FINANCE

Mr. Chairman, I am-grateful for this opportunity to present

my views to this Committee on the important subject of tax expenditures.

In my opinion, the profusion of tax expenditures in the U.S.

tax code operates to induce Americans--both individuals and businesses--

to spend and consume, rather than to save and invest. Through the

various enacted tax expenditures, the Federal Government essentially

subsidizes the tax code's preferred modes of spending and consumption.

Federal policy in this area has thus contributed to our recent low

levels of investment and low levels of productivity growth.

The result of the array of tax expenditures in the U.S. tax code

has been a basic imbalance in U.S. economic policy: individuals and

businesses are treated unevenly; different individuals with similar

levels of income end up paying very different levels of tax; different

businesses with similar profit margins also end up with very different

tax burdens. Individuals and businesses, because of the-operation of

the tax code, have placed their resources into tax shelters that have

diverted funds from productive investment. All of this has resulted

in inefficiency in economic decision-making and very low rates of

productivity growth.
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We are today experiencing a major technological transformation.

We are going from a predominantly manufacturing base to an information

era. New industries based on high technologies, such as data

processing and biogenetic engineering are emerging, and the

opportunities they present raise questions about the proper role of

government in economic affairs.

I believe that the time has come to reevaluate the overall

effect of our current Federal tax policies. If the economy is

transforming itself, government should not add to the burdens and

difficulties, but should foster and facilitate necessary change.

Finding a rational and efficient tax policy that promotes

modernization is the major challenge facing American government today.

My statement today addresses the impact of current tax

expenditures on our economic and productivity growth. It also

presents a brief description of my own proposal, the SELF-tax plan of

1983. I ask that this statement be printed in the record&

Restoring Sustained Productivity Growths'
the Economic Challenge

The 1970's saw the decline of U.S. productivity growth rates to

the lowest levels since the end of World War II.1 While the causes of

productivity growth and decline are complex and varied they have

clearly been substantially influenced by Federal tax policies.
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Productivity growth results from the decisions of individuals

and business enterprises concerning saving and Investment. Other

individual decisions that affect productivity include education,

career changes, technological training, and retirement. Government

policies have a substantial impact on these individual choices.

For example, Federal government policies in the 1970's resulted

in great increases in government spending and deficits at a time when

the country was going-through a period of rapid inflation; this

brought about an acceleration of inflation along with high interest

rates. High interest rates made it difficult for business to borrow

to improve plant and equipment; over the decade many businesses fell

into decline compared to foreign competitors. This, of course, led

to high unemployment, layoffs and recession. High inflation had

similar effects: saving declines and consumption increases during

Inflationary periods, because individuals and businesses fear their

income will erode if it is placed into long-term savings. This has

the effect of reducing the total amount of resources available in the

economy for investment. The effect is to reduce the potential for

technological modernization and expansion in industry and leads to

low levels of productivity growth.

Low-levels of saving and investment has been a persistent prob-

lem in the U.S. and will be very difficult to overcome without major

changes in government policy. The Federal government has been in

deficit every year since 1969, and deficits have grown rapidly both

in dollar terms and as a percent of GNP. High levels of Government

borrowing due to this persistent deficit again are threatening to

crowd out private investment (see Table 1).
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Table 1

Projected Deficits, FY1983 - FY1986
and Estimated Federal Deficit

Compared to Net Private Savings

Federal Deficit
in Relation to

Deficit as Net Private
Projected Share of GNP Savings

Year Deficit* (percent (percent)

FY83 203.10 6.4 98.1

FY84 169.90 4.9 76.9

FY85 156.25 4.0 64.8

FY86 127.15 3.1 48.7

Source: Conference Report, First Concurrent Resolution on the
Budget for FY 1984 (June 20, 1983).

* Deficit excludes amounts reserved pursuant to Section 2
of the Conference Substitute, Fiscal Year 1984.
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The major determinants of productivity--the quality of the

labor force, the accumulation of capital and the pace of

technological change--are closely interconnected. Unemployment

policies, for example, when they do not provide incentives for the

acquisition of new skills by the unemployed (as is currently the case

in the U.S.), contribute to the persistence of low productivity.

Economic slack (given current tax policies) also undermines the

incentive to invest in new plants and equipment, and to develop and

adopt new technology. Inflation, which in recent years has

accompanied our high levels of government deficit, increases business

uncertainty, thus diminishing innovation and investment.

Many specific U.S. policies and regulations foster inflation,

high unemployment, and low productivity growth. For example, tax

policies encourage consumption by providing credit against interest

accrued on expenses. This, of course, encourages individuals to

spend and incur debts, leading directly to inflationary pressures.

Also, because buying power has been eroded by inflation,

individuals have attempted to protect-their resources by investing in

tax-protected investments--durable goods and real property--as a

hedge against inflation. These are comparatively unproductive

investments, which produce fewer jobs than would investments in

business plant and equipment. This national tendency to consume

rather than to save has resulted in a national average ratio of

savings to disposable income below that of any other major industrial

nation--less than one-fourth the averages of Italy and Japan; only

one-third that of France, Germany and the United Kingdom; and,

less than half that of Canada. (see Table 2).



Table 2
Ratios of Savings to Disposable Personal Income: And Ratios of

Gross Fixed Capital to GNP, Selected Nations, 1970-79

(In Percent)

Federal United
United Republic Nether- King- Japan Canada
States France of Italy lands dom

Germany

1. Ratio of savings to disposal personal income:

1970 ......... .. 7.4 16.7. 14.6 18.8 14.0 9.0 18.1 5.3
1971 ......... .. 7.7 16.8 14 3 20.6 15.0 8.5 17.5 5.9
1972 ......... .. 6.2 16.8 15.5 21.4 15.4 10.4 18.0 7.4
1973 ......... .. 7.8 17.3 14.9 20.9 16.5 11.9 20.5 9.1
1974 ......... .. 7.3 17.4 16.1 19.2 16.6 14.4 23.7 9.9
1975 ......... .. 7.7 18.6 16.4 23.0 14.5 14.0 22.5 10.9
1976 ......... .. 5.8 16.4 14.7 21.8 14.6 13.4 22.4 10.2
1977 ......... .. 5.0 17.3 13.7 23.1 12.8 13.3 21.1 10.0 -

1978 ......... .. 4.9 18.2 13.8 NA 12.9 14.1 20.1 10.4
1979 ......... .. 5 17.1 14.6 NA NA 15.7 NA 10.3

2. Ratio of qross fixed capital formation to GNP

1969 ......... .18.1 25.4 24.1 20.1 24.3 18.3 35.1 21.0
1970 ......... .17.3 23.3 25.6 23.1 25.6 18.4 35.4 21.0
1971 ......... .17.7 23.6 26.4 20.2 25.7 18.3 34.2 22.0
1972 ......... .18.3 23.6 25.9 19.7 23.6 '18.2 34.0 21.9
1973 ......... .18.4 23.8 24.5 21.2 22.8 19.1 36.6 22.5
1974 17.8 24.5 21.9 22.5 21.6 20.3 34.8 23.2
1975 ......... .16.3 23.2 20.7 20.6 20.8 19.6 32.2 24.2
1976 ......... .16.4 23:3 20:6 20.1 19.2 18.9 31.0 23 5
1977 ......... .17:4. 22:2 20.8 19:7 20:9 18:3 30:1 23.0
1978 ......... .18:1 21:4 21:5 18:8 21:2 18:0 30:2 22.6
1979 . . :17:9 NA' 22.9 NA- NA' 17.5' 31:7 22:7

Basic data U.S. Department of Commerce, International Administration,
"Institutiohal Economic Indicators," June 1979 and June 1980
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While the U.S. labor force has been growing, the country's

capital stock has been expanding at a reduced rate. From 1947 to

1973, capital stock grew at an average annual rate of 4.0 percent.

Since 1973, however, this average has been less than 2.5 percent. Net

of depreciation, capital per employed individual rose at an average

annual rate of about 2.0 percent from 1948 until 1969, but fell to

about 1.2 percent thereafter.

A high capital-labor ratio figures significantly into an economy's

productivity growth rate regardless of what measure is used. Since

it is largely through new plant and equipment that more advanced

technologies are introduced into the production process, the absence

of increases in capital inputs result in diminished marginal returns

on each additional input of labor employed. One feature of those

countries with high productivity.growth rates is the resulting

concomitant increases in capital-labor ratios. (See Table 3).

Inefficiencies Caused by the Current
Federal Tax Structure

A. Consumption Bias in the Individual Income Tax Code

The U. S. tax structure is a major factor inducing Americans,

both individuals and businesses, to consume in the short-term rather

than to save. Americans, as already noted, rather than putting their

resources into financial investments that could lead to business

expansion and modernization, have instead put much of their investments
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Table 3
Average Annual Growth in Gross Domestic Products

Per Employed Person in Leading Industrial Countries, 1960-79

(Percent change per year)

Country 1960 to 19791 1960 to 1970 1970 to 19791

United States 1 5 2 0 1 1

Belgium 3.7 4.2 3.2

Canada 1.9 2.3 1.3

France 4.2 4.9 3.4

Germany 3.9 4.4 3.4

Italy 4.6 6.4 2.6

Japan 7.1 9.5 4.5

Netherlands 3.6 4.0 3.3

United Kingdom 2.4 2.7 2.0

Data for 1979 are preliminary.
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into housing and other durable goods. This is largely due to the

favorable tax treatment of housing and to a lesser extent, durable

goods, provided by the U.S. tax code.

Under current tax laws, capital gains on owner-occupied housing

is taxed at a relatively low rate, while income from financial assets,

including capital goods that underlie them, are all taxed at higher

rates (because our system in effect taxes these financial assets

twice--at the corporation and at the individual levels). Rate of

return on alternative assets after allowing for inflation and taxes

are important in determining the ways in which individuals save.

People prefer more income to less, and thus they prefer higher

yields (adjusted for risk) to lower yields. For the past ten years

or so, investment in housing has provided one of the highest rates

of return available to most savers. In this period people with

assets put their resources Into real estate because alternative

investments could not provide as high a returns the home mortgage

and local property tax deductions In effect provided a subsidy from'

the Federal government to the home owner, while inflation drove

the resale value of houses higher. People who bought and sold houses

in the 1970's could shelter their assets from inflation much better

than people who invested in stocks, bonds and bank accounts, because.

these latter alternatives declined in value over the same period

and were not supported by such generous government tax subsidies.
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Some recent changes to the tax system, such as the introduction

of accelerated depreciation and the expansion of individual

Retirement Accounts (IRAs) have helped to ease the individual's tax

burden slightly. One provision of the Windfall Profits Tax Act of

1980 increased the interest Income deductible to $200. Many experts

agree, however, that such a small exclusion will be unlikely to

affect aggregate levels of savings.

The Growth of Tax Expenditures and Complexity in the Tax Code

In an effort to provide some shelter from excessive taxation of

productive assets, we have created many special preferences, known as

"tax expenditures.* For example, we permit numerous exclusions,

which reduce taxable income (an example of this is the exclusion of

income earned abroad by U.S. citizens). We also have preferential

tax rates which reduce taxes by applying lower rates to part or all

of a taxpayer's income (an example of this is the reduced rates on

the first $100,000 of corporate income). We have enacted credits

which are-subtracted from taxes as ordinarily computed (an example is

the investment tax credit for rehabilitation of structures).

Finally, we allow some deferrals of tax payments, either by delaying

recognition of income or by allowing current year deductions to be

attributable to a future year (an example of this is the DISC--the

deferral of income tax on domestic international sales corporations).

Under current law, tax expenditures result in great losses of

revenue to the Federal government. Estimated lost revenue in 1983

due to tax expenditures will be almost $300 billion. This is over 50

percent greater than the currently estimated Federal deficit. Yet it
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must be pointed out every tax deduction and credit has great merit on

its own. From a political point of view it becomes exceedingly

difficult to remove tax preferences on an item-by-item basis.

The consequence of all these additions to the tax code has been

the creation of an extremely complex and administratively burdensome

tax system. Some experts have estimated that approximately half of

all government-created paperwork results from the requirements of tax

laws, resulting in an estimated expenditure of 650 million man hours

annually. The system Increasingly lacks the cooperation of the tax-

payers. The internal Revenue Service (IRS) has estimated that as

much as 15 percent of all income now goes unreported. This is perhaps

the highest percentage in the history of the Service. To put that

percentage into dollars, consider that the income tax compliance gap

is estimated to have grown from $21 billion in,1973 to $76 billion to

1981. It-is now estimated to be as high as $100 billion.

The current U.S. tax system also imposes a tremendous regula-

tory cost. At present, IRS maintains a workforce of 50 attorneys who

spend about 65 percent of their time writing regulations authorized

by Congress. Today, those IRS regulations, as contained in Title 26

oZ the United States Code, occupy nearly 10,000 pages. The complex

nature of our tax system has the efect of requiring more, rather

thpn fewer, regulations and the need for increased enforcement will

ultimately require expansion of existing regulations. Already a

clear majority of those Americans who itemize their individual income

tax returns have their forms filled out by professionals. The current

system can only add to further noncompliance and revenue loss.

24-86 0-83-20
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For many individuals the loopholes in the present tax system

effectively redistribute the tax burden and alter the actual effect

of the published progressive tax rates. By allowing the exclusion of

substantial portions of income from the tax base, rates imposed on

the remainder miist be kept high to maintain Federal revenues.

For example, in 1961 only 10 percent of U.S tax returns had

marginal tax rate of other than 20 to 22 percent. In that year we

had a nearly flat rather than progressive schedule of tax rates.
2

While published tax rate schedules today are much more progressive

than they were in 1961 (they now range from zero to 50 percent), the

profusion of tax exemptions we have enacted have created numerous

"winners and losers."

Average tax rates, as a percent of personal income, have

increased in the United States, despite the passage in 1964 and 1981

of laws which substantially lowered maximum tax rates (from 91 to 70
3

percent in 1964; from 70 to 50 percent in 1981). Between 1951 and

1981 the average tax rate, as a percentage of personal income, rose

from 9.2 percent in 1951 to 12.1 percent in 1981.

Because of the complexity of the tax laws, equity has been

sacrificed; taxpayers with the same income may pay very different

rates of tax depending on their eligibility for the different tax

preferences. Tax expenditures have rendered the otherwise

progressive tax system far less progressive, partly because tax
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loopholes are the most widely used by taxpayers in high income

brackets to reduce their tax burden. Also, these are the taxpayers

who are most able to afford tax specialists to help them take

advantage of tax preferences.

B. Effects of Current Federal Tax Laws on Business

The effect of current tax laws on business has been similar

to individuals: The host of tax preferences which have been added to

the tax code over the years create a wide disparity of effective tax

rates across industries. Table 4 summarizes the major tax

preferences, and Table 5 illustrates the effects of these tax

preferences on the effective tax rates by industry.

As can be seen from Table 5, under current (1981) law,

effective tax rates range from -12.6 percent on commercial banks to

39.7 percent on apparel companies. This dispersion of 52.3

percentage points in the tax burden imposed on different industries

is far from the neutral corporate tax which would minimize the economic

inefficiency of the tax system.

Each of the tax expenditures in the current law were added to

meet a specific felt national need at the time of enactment.

Unfortunately, the net result of all of these preferences taken

together has been to reduce the effective tax rates imposed upon

corporations in a haphazard way. Some of these tax expenditures
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TABLE .4
IMPORTANT TAX PREFERENCES FOR

SELECTED INDUSTRY GROUPINGS, 1981
(Preferences In Descending Order of Importance)

Aerospace Companies
Long-term contracts, investment tax credit, DISC

Apparel Companies
Investment tax credit, possessions corporations, accelerated
depreciation

Automotive Companies
Investment tax credit, accelerated depreciation, DISC

Beverage Companies
Investment tax credit, accelerated depreciation, intangible
drilling costs

Chemical Companies
Accelerated depreciation, investment tax credit, intangible
drilling costs

Commercial Banks
Tax-exempt income, accelerated depreciation, investment tax credit

Diversified Service Industries
Investment tax credit, accelerated depreciation, long-term contracts

Electronics and Appliance Companies
Investment tax credit, accelerated depreciation, DISC

Food Processors
Investment tax credit, accelerated depreciation, DISC

Glass, Concrete, Abrasives and Gypsum Companies
Accelerated depreciation, investment tax credit, depletion

Industrial and Farm Equipment Companies
Investment tax credit, accelerated depreciation, DISC

Instrument Companies
Investment tax credit, accelerated depreciation, possessions
corporations

Life Insurance Companies (Stock)
Special insurance deductions, tax-exempt income, deferred
acquisitions costs

Metal Manufacturing Companies
- Investment tax credit, accelerated depreciation, depletion
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Metal Products Companies
Investment tax credit, accelerated depreciation, long-term contracts

Mining and Crude Oil Production Companies
Accelerated depreciation, Investment tax credit, Intangible drilling costs

Musical Instruments, Toy, and Sporting Goods Companies
Investment tax credit, accelerated depreciation, long-term contracts

Office Equipment Companies
Investment tax credit, DISC, accelerated depreciation

Oil and Refining Companies
Accelerated depreciation, Investment tax credit, Intangible drilling costs

Paper, Fiber, and Wood Products Companies
Accelerated depreciation, Investment tax creditj capital gains

Pharmaceutical Companies
Possessions corporations, Investment credit, accelerated depreciation

Publishing and Printing Companies
Investment tax credit, accelerated depreciation, capital gains

Food Retailers
Investment tax credit, accelerated depreciation, capital gains

Non-Food Retailers-
Accelerated depreciation, investment tax credit, tax-exempt income

Rubber, Plastics, and Leather Products Companies
Investment tax credit, accelerated depreciation, long-term contracts

Shipbuilding, Railroad, and Transportation Equipment Companies
Accelerated depreciation, investment tax credit, long-term contracts

Soap and Cosmetics Companies
Accelerated depreciation, investment tax credit, possession corporations

Textile and Vinyl Flooring Companies
Investment tax credit, accelerated depreciation, depletion

Tobacco Companies
Accelerated depreciation, Investment tax credit, tax-exempt Income

Transportation Companies
Accelerated depreciation, investment tax credit, capital gains

Utilities
Capitalized Interest and construction costs, investment tax credit, accelerated
depreciation

SOURCE: Congressional Budget Office
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TABLE 5
EFFECTIVE CORPORATE TAX RATES BY INDUSTRY - 1981

(Percentage of Net Income Paid in Tax --
U.S. Rate on U.S. Income)

Tax Rate
Industry (Percent)

Commercial Banks -12.6
Transportation Companies -4.8
Shipbuilding, Railroad, and Transportation
Equipment Companies -1.2

Paper, Fiber, and Wood Products Companies 4.0
Mining and Crude Oil Production Companies 9.4
Metal Manufacturing Companies 10.1
Utilities 11.5
Life Insurance Companies (Stock) 13.0
Aerospace Companies 13.5
Chemical Companies 13.6
Automotive Companies 19.1
Glass, Concrete, Abrasives, and Gypsum Companies 19.8

AVERAGE RATE FOR ALL INDUSTRIES - 20.5

Oil and Refining Companies 21.4
Non-Food Retailers 22.0
Rubber, Plastics, and Leather Products Companies 23.4
Metal Products Companies 24.1
Office Equipment Companies 26.7
Instrument Companies 26.8
Diversified Service Industries 27.8
Pharmaceutical Companies 28.5
Beverage Companies 28.6
Industrial and Farm Equipment Companies 28.8
Electronics and Appliance Companies 29.3
Food Retailers 30.8
Tobacco Companies 31.4
Textiles and Vinyl Flooring Companies 31.9
Food Processors 33.6
Musical Instruments, Toy, and Sporting
Goods Companies 34.5

Publishing and Printing Companies 36.3
Soap and Cosmetics Companies 39.4
Apparel Companies 39.7

SOURCE: Tax Notes

Effective tax rates are based on a sample of firms and therefore
are subject to sampling variation.
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apply only to particular industries such as the expensing and

depletion provisions for mLneralex traction industries. Other tax

expenditures apply generally, such as the investment tax credit and

accelerated depreciation, but even these provisions differentially

favor those industries that happen to use relatively more depreciable

capital.

Capital responds to this preferential tax treatment by flowing

to the most tax-favored industries, where the after-tax rates of

return are greater. This flow continues until after-tax returns in

the tax-preferred industries are bid down to equality with these

industries that are more heavily taxed. The result is that the

Nation's capital stock is misallocated; there is too much investment

in the tax-favored industries, and not enough in the others. The

value of our total income is therefore reduced; we would produce more

output according to society's valuation if there were no tax

preferences, and tax rates were equal across industries: In that

circumstance, capital would be reallocated until pre-tax returns were

equal, and so output in society's view would be maximized.

The problems with the current tax system, and the corresponding

benefits from streamlining the law, show up in different ways.

Corporate tax expenditures reduce the amount of revenue collected at

any given statutory tax rate, and therefore force tax rates up. That

means that undertaking any non-taxed preferred activity is less profitable

and, therefore, in all likelihood less activity willtake place.
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For business, as for individuals, the need for higher tax rates

imposed by the tax expenditures creates a vicious cycle. The higher

the statutory tax rates, the greater is the incentive to take advantage

of preferences and shelters. Over time, there is ever-increasing

pressure for the creation of new tax expenditures. Eliminating most

tax preferences and reducing the tax rates both cut this vicious

cycle.

Finally, the present tax system, by allowing interest expense

deductibility and the double taxation of dividends, creates a bias

towards debt versus equity finance. This increases the firm's

exposure to the risks of bankruptcy from which society may suffer

major economic loss.

In sum, the current U.S. tax structure has resulted in a

growing disrespect by taxpayers for the whole system. In addition to

major revenue losses to the Federal government, there has been

increased tax avoidance and the growth of inefficient and non-

economic activities by both individuals and businesses--all motivated

by a desire to avoid the presently high official marginal rates of

taxation.

Rebuilding Our Capacity for Economic Growth:

U.S. Tax Policies for the 1980's

" A major priority for the U.S. government in the 1980's must be

to reverse the push of present policies to waste and inefficiency

through the promotion of spending and consumption. We must
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consciously begin to foster saving,- investment and real economic

growth. in an effort to provide basis for discussion of

simplification of the tax code this year I introduced in the Senate

S. 1040, the SELF-tax Plan Act of 1983.

The SELF-Tax Plan of 1983

As I said last year, I believe we need to reexamine the funda-

mental structure of our tax system. We must reestablish SELF as the

overriding principles in taxation: simplicity, efficiency, low tax

rates, and fainess. These principles entail the following:

People should be able to understand the basic requirements of the

tax law and to file their returns by themselves, without the need

for professional assistance.

All income should be taxed as equally as possible, with some con-

sideration given to ability to pay. People who earn the same income

should pay the same tax.

The poor should not be taxed at all, and we should be careful

.to establish this standard fairly generously.

Specific preferences and subsidies should be removed from the

tax code economic policy should be addressed directly and not through

incomprehensible tax manipulations.

What I am advocating is a return to a relatively simplified, low-

rate, progressive tax structure. My plant which would raise roughly

the same amount of revenue as under current law, would establish low

rate tax schedules while broadening the tax base. Under the SELF-tax,

almost all special tax exemptions would be eliminated from the

internal revenue code.

Under the SELF-tax, income which would be subject to tax would

include present law adjusted gross income, income from capital gains
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and capital losses, government transfer payments, half of social..

security benefits, employer benefits currently not taxed, tax exempt

interest, and income from other tax preferences. Social security and

other pension contributions would, howev not be taxed twice.

In order that the poor should not be s ject to tax I would

establish a relatively high zero-bracket. Currently, the officially

defined poverty level is about $9,000 per year for a family of four;

the value of transfer payments received by the same size family is now

estimated to be equal to about $5,000 per year. Under the SELF-tax, a

married couple filing jointly would not have to pay tax on.any income

up to $10,000 and would, In addition, receive a personal exemption of

$1,000 per person. A family of four could thus earn $14,000 free of

tax under this plan no poor family would pay any tax.

I believe that wealthier taxpayers should pay somewhat higher

rates of tax than average or lower income taxpayers. I also believe

Xhat the marriage penalty should be reduced as far as possible, but

without creating a large "singles* bonus. After considerable study

and analysis, the SELF-Tax Plan of 1983 provides for the following tax

rate schedules for individuals

(See Table 6)



Table 6

SELF-Tax Plan of 1983: Tax Schedules

The tax ik:If taxable income-is;

Schedule I. Single taxpayers who do not qualify for
rates in Schedules II and III:

Not over $6,000
Over $6,000
Over $16,000
Over $40,000

Schedi

But
But

not over
not over

$16,000
$40,000

ule II. (A) Married Taxpayers filing joint returns,
(B) Certain widows and widowers:

Over $10,000 .... ........ No tax
Over $10,000 but not over $26,000 . Zero plus 1
Over $26,000 but not-over $60,000 . $2,240 plus
Over $60,000 .. ........ $9,380 plus

- No tax
• Zero plus 14 percent of excess over $6,000. $1,400 plus 21.0 percent of excess over $16,000
- $6,440 plus 28.0 percent of excess over $40,000

4 percent of excess over $10,000
21 percent of excess over $26,000
28 percent of excess over $60,000

Co

Schedule III, Unmarried (or legally separated) taxpayers
who qualify as heads of household:

Over $6,000 .... ... . No tax
Over $6,000 but not over $19,000 - Zero plus 14 percent of excess over $6,000
Over $19,000 but not over $50,000 . $1,820 plus 21 percent of excess over $19,000
Over $50,000 .. ........ $8,330 plus 28 percent of excess over $50,000

Schedule IV. Married individuals filing separate returns:
Over $5,000 .... ... . No tax
Over $5,000*but not over $13,000 . Zero plui 14 percent of excess over $5,000
Not over $13,000 but not over $30,000 $1,120 plus 21 percent of excess over $13,000
Over $30,000 .. ........ $4,690 plus 28 percent of excess over $30,000

Estate and trust:
$8,000 . ... . .
$8,000 but not over.$25,000
$25,000 . . . . . . . .

14 Percent of taxable income
$1,120 plus 21 percent of excess over $8,000
$4,690 plus 28 percent of excess over $25,000.

Schedule V.
Over
Over
Over
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As can be seen from the Table, the SELF-Tax has four tax

brackets. For single individuals, income under $6,000 would not be

taxed; between $6,000 and $16,000 the tax would be 14% between

$16,000 and $40,000 the tax would be 21%; and over $40,000 the tax

rate would be 28%. For married taxpayers filing jointly, income below

$10,000 would not be taxed; between $i0,000 and $26,000 the rate would

be 14%; between $26,000 and $60,000 the tax rate would be 21%; and

over $60,000 the tax rate would be 28%. No taxpayer would pay a

higher rate than 28 per cent.

The SELF-Tax Plan of 1983 also provides for a personal exemption

of $1,000 per person in order to be equitable to families incurring

the costs of raising children and supporting other dependents who have

no income. I believe that these provisions plus the SELF-Tax's

proposed tax schedules reduce the current marriage penalty, recognize

the differential costs of single compared to married taxpayers, and

generally establish a system in which single and married taxpayers are

treated fairly and even-handedly.

The SELF-Tax Plan of 1983 would create numerous *winners" and

"losers" compared to current law. The comparison in total tax

increases and decreases received by income group is shown in Table 7.
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Table 7 shows that under the SELF-Tax, there are winners and

losers in all income classes when compared to present law. For

individuals in the less than $10,000 category, almost 14 million

returns would have a tax decrease, while 9.7 million would have a tax

increase. Many taxpayers who in this category would suffer a tax

increase under the SELF-tax, would do so because of a loss of tax

shelters under the proposal. Middle income taxpayers generally fare

better under the SELF-Tax than under current law: for example, in

the $10,000-20,000 category, almost 18 million returns show a tax

decrease while nearly 6.5 million show an increase. While the highest

income groups also show numerous winners and losers, their proportions

are much closer: for example, in the above $200,000 category, 76,000

returns show a decrease while 80,000 returns show an increase. Income

groups earning over $100,000 per year would pay higher taxes under

the SELF-tax than under current law.

Another way of comparing the effects of the SELF-tax Plan to

current law is to compare average income tax liabilities for those

who itemize to those who do not itemize by income category. This is

--presented in Table 8.
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As can be seen from the table, taxpayers who do not itemize,

on the average, would receive greater benefits from the SELF-tax than

those who do itemize. For all taxpayers (itemizers and non-itemizers),

those in the less than $10,000 income group (many of whom are now

sheltering much income) would have an average tax increase of $88,

while the over $200,000 income group would have an average tax increase

of $19,419. The middle groups ($10,000-$75,000) would all have tax

decreases averaging between $59 and $450 per return.

According to estimates made by the Joint Committee on Taxation,

the SELF-Tax Plan, if it were law today, would raise only $7.4 billion

less than under current law (see Table 7 above). In effect the SELF-

tax Plan is revenue neutral.

With respect to business taxes, I would establish a flat 25 percent

rate that would apply to all forms of business, including corporations,

partnerships, and farms. Business would be taxed on the base of gross

earnings, less the amount paid for goods services and employee com-

pensation. I would permit a capital recovery allowance to encourage

investment In plant and equipment and allow deductions for such normal

costs of business as interest and depreciation. Based on calculations

made by the Joint Committee on Taxation, a business tax based on these

principles can be devised which would raise roughly the same amount of

revenuen as does the corporate income tax under current law.

As with the individual income tax base, I would repeal the cur-

rent morass of deductions from the numerous specific business subsidies

in the present tax code. Businesses would not be taxed on earnings

received from ownership of other businesses, provided the owned business

files its own tax return.
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Under this general plan, then, all official tax rates would be

reduced substantially. The top individual tax rate would drop from

50 to 28 percent. The top business tax rate-would be reduced from

46 to 25 percent.

Since the flat rate for corporations (25t) would be very close

to the top rate for individuals (28%), there would be very little

special inducement for individuals to incorporate, unless they could

expect special gains from being taxed under the business tax format.

Overall, the SELF-tax would provide for major improvements in

productivity and incentives. Paperwork for business would be cut very

radically, as it would for Government. Lower rates would be made

possible by the expansion of the tax base. The poorest individuals

would pay no tax, and we would retain a slightly progressive indivi-

dual rate schedule. In addition, business would pay its fair share

of the tax burden.

NECESSITY FOR DEALING WITH THE TAX PROBLEM NOW

The present tax structure, including its numerous preferences

and loopholes, is no longer able to raise sufficient revenues for the

operation of thb Federal Government. If we do nothing to raise

revenues we cannot avoid large budget deficits. Such deficits frighten

businessmen and investors, causing interest rates to remain very high.

This weakens the prospects for a healthy economic recovery. It is clear

that Congress must address the issue of long-term revenues if the

Federal deficit is to be reduced.

The need to simplify the tax structure is widely recognized.

Several bills have already been introduced in the Senate which would

24-86 0-83-21
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order the Treasury Secretary to propose legislation or to draft

changes in regulations to provide for massive simplification of the

tax code.

If a serious approach to increasing the tax base is not soon

adopted, we will face the prospect of either raising rates or adding

new taxes. I believe we will all be better off if we took the path

of reform. If we do not, we will be perpetuating the present in-

equities and inefficiencies in the-system.

Many advantages would ensue from a program of tax simplification.

--Americans could once again compute their own taxes. They no longer

would have to employ-tax preparers to wade through a jungle of incom-

prehensible regulations. The ease of dealing with the tax system

should result in an increase in income reported, and the underground

economy would begin to shrink.

The system would be much fairer. People with the same income

- ould pay the same level of tax. There would be no reward to employing

high priced tax specialists to gain special benefits by manipulating

confusing rules and regulations; there would be relatively few

regulations to manipulate. Everyone who pays tax would do so on the

same, straightforward basis. This should reduce taxpayer anger and

restore basic public respect for the total system.

The system would also be more equitable and more efficient. The

poor would not pay anything, the wealthy would pay a higher rate than

anyone else, and business would pay its fair share. A substantial

burden in paperwork would be lifted from business, government, and

individuals alike. Tax-considerations would no longer be the driving

force behind specific business'decisionsl the economy would be freer

to respond to normal market forces. The result should be higher

economic growth and productivity. Overall long-term benefits from

such tax reform can be very great and I believe we should begin to

consider the issue seriously.



819

See "Productivity and the American Economy: Report and .

Findings," Subcommittee on Employment and Productivity,

Committee on Labor and Human Resourcesl U.S. Senate

September 1982.

2. Eugene Steurle and Michael Ilartzmark. "Individual

Income Taxation, 1947-1979," National Tax Journal v.

34, June 1981, p. 156.

3 J. Pechman, Federal Tax Policy (Brookings Institution),

Table A-2, p. 300.



820

STATEMENT OF THE

AMERICAN PETROLEUM INSTITUTE

SUBMITTED TO THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

Regarding

HEARINGS ON FEDERAL TAX EXPENDITURES

Washington, D. C.

June 28 and 29, 1983



821

SUMMARY

I. PETROLEUM INDUSTRY PROFITABILITY, CAPITAL EXPENDITURES, AND

TAXES

A. Current Petroleum Situation.

These are troubled times for oil companies. Both demand
and prices have dropped substantially from their peak level in
1979, causing a bleak profit outlook for oil companies. This has
led to investor concern, and has required many oil companies to
reassess and often reduce the scope of their operations,
especially when they involve high-cost energy from unconventional
sources or frontier regions. But, while oil demand has dropped
sharply, the oil crisis is not over, and the industry's success in
reversing the decline in U. S. production and diversifying foreign
sources of supply would be seriously jeopardized by new or
increased taxes.

B. Oil Industry Profits and Profitability.

Contrary to a widely held misconception that oil industry
profits move only up, Chart I demonstrates that profits have
sometimes risen and sometimes fallen. Recently, they have dropped
precipitously. Furthermore, rate of return on investment is a far
more significant indicator of performance than the absolute level
of profits. Despite the high risks of petroleum exploration and
development, in only seven of the last 15 years has oil company
profitability exceeded the average profitability of non-oil
manufacturing companies by more than a percentage point. While
oil company returns have remained above non-oil company returns
from 1979-1982, the difference has narrowed greatly since 1980;
and, for 1982, the rate of return on oil company shareholder
investment was about 14 percent with no adjustment for inflation
-- in line with the industry's historic average.

C. Capital Expenditures.

Increased profitability provides the incentive for growth in
oil industry capital spending and much of the cash and borrowing
capacity to finance new investments. Beginning in 1974, petroleum
investment more than doubled, reflecting higher profits, and
investment continued to climb through 1981. Increased capital.
expenditures led to more than a tripling of net additions to
property, plant and equipment of the leading U. S. oil companies
between 1974 and 1981 -- primarily for petroleum activities. The
spending especially stimulated new oil production in non-OPEC
countries. From 1974 to 1982, oil supply from non-OPEC, Free
World countries rose almost 40 percent, and after a decade-long
downward trend, U. S. production of crude oil has even been



322

increased somewhat. However# as indicated in Chart III,
decreasing profits have led to reductions in 1982 expenditures.

D. Tax Burden.

'In the face of receding demand and falling profits, the taxes
paid by oil companies-have remained high. The petroleum income
tax burden alone for 1982 was comparable to that of other
companies -- 19 percent. Windfall profit taxes raised that figure
to 43 percent, well above the tax burden of other industries --
exclusive of deferred income taxes which are high in industries
(such as petroleum) that invest heavily in new plants and
equipment, and state severance and property taxes. Federal
legislation passed in 1982 placed an even greater tax burden-on
the oil industry and its customers. The 5 cent per gallon
increase in the motor fuels excise tax, effective April, 1983, is
expected to raise initially some $4-$5 billion per year. In
addition, a Price Waterhouse study prepared for API estimated
that six major provisions alone of the Tax Equity and Fiscal
Responsibility Act of 1982 ("TEFRA") will boost the taxes of 31
large oilcompanies by $11-$15 billion during the 1983-1987 period.

II. TAX EXPENDITURES

A. In General.

1. The Congressional Budget Act treats "tax expenditures" as
revenue losses attributable to provisions of the Federal
tax laws which deviate from the "normal" tax structure.
One of the major problems with the "tax expenditure"
concept is the lack of a precise definition of what
constitutes this "normal structure." A second problem is
that the "tax expenditure" concept suggests the government
is spending money to subsidize a special activity or
achieve a special purpose, when in many cases the real
reason for a "tax expenditure" may be to reduce the
effects of disincentives in the existing tax structure.

2. Business "tax expenditures" often help to offset the bias
in the existing income tax structure against savings and
capital formation. Moreover, in the casi of two tax
provisions of importance to the oil and gas industry --
the option to deduct intangible drilling and development
costs currently and percentage depletion -- "tax
expenditures" have the desirable effect of improving the
nation's energy security.



328

B. Intangible Drilling and Development Costs.

1. Intangible drilling and development costs (IDC's) are
those costs incurred which, in themselves., have-no salvage
value and are "incidental to and necessary for the
drilling of wells and the preparation of wells for the
production of oil or gas." The option to deduct currently
IDC's is intended to recognize that the search for new oil
and gas reserves entails high-risk capital-intensive
operations.

2. The following chart summarizes the tax treatment of IDC's:

Corporations which Corporations which Individuals
are integrated are independent
oil compaanies producers

o Currently deduct o Currently-deduct o Currently deduct
85 percent of IDC's 100 percent of IDC's 100 percent of

o Amortize 15 percent IDC's
over 36 months o Tax preference

item if currently
deducted

o May elect
five-year ACRS
with 10 percent
ITC if not a
limited partner-
ship interest

o May elect ten-year
amortization

3. TEFRA reduced the amount of current IDC deductions by 15
percent for all corporations that are integrated oil
companies. The 15 percent is allowed as a deduction
ratably over a 36-month period beginning with the month in
which the costs are paid or incurred. These amounts are
not eligible for investment tax credit. During
consideration of this change the Senate Finance Committee
adopted and the full Senate approved recovery of the 15
percent reduction in IDC's using the five year ACRS
schedule with the ITC. This is the same treatment
afforded tangible well equipment, and intangible costs
such-as, transportation, labor, etc. involved in the
acquisition and installation of other ,machinery and
equipment or in the drilling of water wells for
irrigation. Although this rule was not adopted in the
final version of TBFRA, its propriety is recognized by the
election granted individuals to use five year ACRS-with
ITC.

4. According to the Congressional Budget Office, measurement
of a "tax expenditure" involves a comparison of current
tax receipts with what would be collected if the provision
had never existed. This task is not easy with current
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deductibility qf IDC's because there has never been a
period in U. S. tax history when taxpayers were completely
denied the option to deduct IDC's currently which could
serve as the "normal" standard.

5. The current treatment of capitalized IDC's as a depletable
investment under Treasury Regulations is not based on
sound tax accounting theory but on a questionable IRS
interpretation of the discovery value depletion provisions
of the Revenue Act of 1918. And with repeal of percentage
depletion on most production, there is no basis for
continuing to characterize any portion of IDC's as
depletable investment.

6. If the IDC and depletion "tax expenditures" had never
existed, taxpayers would be recovering IDC's through the
same methods of depreciation used for tangible lease and
well equipment. For the years 1971 through 1980, this
would have been depreciation under 11 year Asset
Depreciation Range ("ADR"), with the 7 or 10 percent ITC
available. For IDC's occurring in 1981 and later, the
standard would be five-year ACRS with ITC. Although this
more rapid recovery limits erosion through inflation, even
it would not have provided the full protection of
expensing or an inflation adjustment during the 1970's.

7. From a practical standpoint, current expensing should be
the-"normal" recovery method, because it alone avoids the
erosion in real value of capital cost recovery through
inflation when deductions are spread over aiperiod of
years. In effect, the JCT staff recognizes this problem
in their Estimates of Federal Tax Expenditures for Fiscal
Years 1983-1985, p. 5. Furthermore, since IDC expensing
is a "timing tax expenditure", over the life of an oil and
gas project, IDC expensing will not reduce the total taxes
that will be paid on the income from that project; rather
it only defers the payment of those taxes relative to the
time of payment under alternative systems of capital
recovery such as ADR or ACRS.

8. The right to take a current deduction for IDC's, both
because of its positive effect on the present value of the
after-tax cost of an investment project and because of its
positive contribution to current cash flow, helps to
attract investment into oil and gas developments despite
the high financial risk and costs. Further limitation of
the right would cause withdrawal of significant amounts of
capital. As a result, there would be less drilling, less
oil produced, and commensurately lower tax receipts
because of lower windfall profit and cororate income
taxes.



325

C. Percentage Depletion.

I. Generally, depletion is a method of recovering capital
invested in the extraction of oil, gas and certain other
minerals with the largest such capital cost being
acquisition of the right to extract the commodity. Two
types of depletion are available: cost depletion and
percentage depletion.

2. Cost depletion is the amortization of all capitalized
costs associated with the right to the minerals and their
extraction. Typically recovery is on.the unit-of-
production method -- a type of straight-line recovery
which requires that the initial capital is recovered
equally by each unit produced. The full capital cost is,
however, not recovered until the economic exhaustion of
the production. Over the past decade this approach would
have failed to keep pace with inflation and provide
adequate capital recovery to enable the producer to
replace reserves produced.

3. Under percentage depletion, a fixed percentage (currently
16 percent, reduced to 15 percent for 1984 and thereafter)
of groqs income from producing operations (but limited to
50 percent of net income of the producing property) is
available as a deduction for limited volumes for
independent producers and royalty owhers.

4. Measuring the percentage depletion "tax expenditure" by
comparing it to cost depletion as the "norm" is not
economically justified. Cost depletion is one of the
slowest methods of capital recovery. For a long-lived
property, such as an oil or gas project therefore, it
substantially decreases the present value of future cost
deductions. It also does not account for the enormous
amount of inflation experienced during the last decade.

5. Unlike the manufacturing sector where technology
developments often make replacement machinery and new
investment more efficient at the original or even reduced
cost, the petroleum industry faces ever higher costs and
higher risks associated with finding new reserves. The
only method which even begins to recognize the unique
nature of this industry is one based on replacement cost
of existing reserves. At the current sales price of
developed proven reserves, a rate of percentage depletion
equivalent to 25 percent would be required to match the
current replacement value of domestic reserves of oil and
gas.



826

Appropriate tax treatment of oil and gas producers depends

upon the nation's energy needs and economic priorities. Thus,

before turning to a discussion of specific tax expenditures, this

statement will review the current petroleum situation, oil

industry profitability, the relationship between profits-and

capital expenditure and, finally, the impact of industry tax

burden on the nation's future energy security.

I. PETROLEUM INDUSTRY PROFITABILITY, CAPITAL EXPENDITURES, AND

TAXES

.. Current Petroleum Situation

These are troubled times for oil companies. Oil

consumption in both the U.S. and other industrialized OECD

countries has fallen about 17 percent below its 1979 level; and

in constant dollars, current Rotterdam spot prices are now about

40 pcrcnt below the heights reached during the 1979-80 oil

crisis.

With falling oil demand and prices, the profits of U.S.

oil companies have suffered. Among 22 major U.S. oil companies,

1982 earnings were almost 30 percent below the level in 1980. In
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constant dollars (GNP deflator),_1982 profits were down nearly 40

percent.

As a result of these price and profit setbacks, oil

companies are reassessing and often reducing the scope of their

operations. For the first time since the early 1970's, the total

capital expenditures of major U.S. oil companies turned down last

year. While costly outlays on oil exploration and development

proceeded at record high levels in 1982 -- some five times the

1972 spending level in current dollars -- current and future

investment plans are now being reevaluated and sometimes cut

back, especially when they involve high-cost energy from

unconventional sources or frontier regions. API's latest figures

indicate that oil and natural gas well completions during the

first quarter of 1983 declined 6.9 percent from the same period

in 1982. Total drilling footage declined 15.5 percent, and

exploratory well completions declined 11 percent from the

v'ear-earlier level. Since the first quarter of 19S?, the r'umber

of operating drilling rigs has declined by more than 44 percent.

Such cutbacks in oil industry activity are especially

unfortunate at a time when the United States needs to continue

reJucing its dependence on foreign oil. Much progress has been

made toward this goal over the past few years. U.S. petroleum

imports in 1982 continued their downward trend, averaging 5

million barrels per day -- 0.7 million barrels per day below the

1981 average and 43 percent under the peak level of 8.8 million
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barrels per day in 1977. Reductions in imports of OPEC petrolej

have been particularly pronounced: from 6.2 million barrels per

day in 1977 to only 2.1 million barrels per day in 1982. Thus,

while the U.S. depended upon OPEC countries for about 70 percent

of all petroleum imports as recently as 1977, by 1982, the

dependency was down to 42 percent.

A key reason for the reduction in U.S. oil import

dependence is the elimination of U.S. oil price controls. Energy

users responded to higher prices by buying less oil. And

domestic oil producers responded with record levels of investment

in oil exploration and production.

The pay-off from such investment has been the

stablilization of domestic oil production following a long period

of decline. U.S. output of crude oil in 1982 was up an estimated,,-,

700,000 barrels a day over what it would have been had oil price

deUr:Lr-jl not occurred. And were it not for t,'t ,-)-called

'windfall profit" tax that accompanied decontrol, it is estimated

that production would have been even higher -- some 1.5 to 2.0

million barrels a day higher by the late 1980's. Presently, 1.5

to 2.0 million barrels a day amounts to more than one third of

total U.S. oil imports.

Chart I shows worldwide profits of leading U.S. oil

B..- Oil Industry Profits and Profitability
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companies for the period .1968-1982 in both current and constant

dollars. When the real buying pouier of a profit dollar is

considered# the 1982 profit figure of about $20 billion is

equivalent to $8 billion in 1968 dollars. This adjustment for

inflation is conservative since it is based on the implicit price

deflator for U.S. gross national product, which has risen much

less rapidly than the cost of oil exploration and production

since the early 1970's. For example, the U.S. producer price

index for oil field and gas field machinery rose 1.7 times as

much as the U.S. GNP deflator from 1972-1982. Worldwide

exploration and production expenditures account for about two

thirds of petroleum capital outlays.

Despite the unusually high financial risks of petroleum

exploration and development, in only seven of the last fifteen

years has oil company profitability exceeded the average

profitability of non-oil manufacturing companies by more than a

percentage point. (see Chart II).1 The oil price increases of

1973-1974 and 1979-1980 only temporarily raised oil industry

profitability above other industries. During 1976-1978, oil

returns were below non-oil manufacturing returnsi.and, while oil

company returns have remained above non-oil company returns from

1979-1982, the difference has narrowed greatly since 1980. For

1982, the oil rate of return on shareholder investment was about

1. According to Citibank daia'on worldwide net income as a
percent of shareholders* equity.



Oa.aRti

WmtDW PROMflS OF 22 UM OL COW S, I68--B2
AS RIPOMID N CURAE~rDOLLARS VS. BLUtI4 POWER

EASUD H CONSWT IMB DOLLARS*
50

40-

u crrent Doi=
0
3_2
M . 20-

1968 Dokrg

1968 1970 1972 1974 1976 1978 . 1980 1982
'Deflated by the implicit price deflator for the U. 5. Groce National Product
Source: Amrica Petrolem IsCitute, 1981 data ate preliminay from Financial Rtepoting System,
based on 1962 ZIA Annual fnerly lev6v



CHART II
WORLDWIDE RETURN ON SHAREHOLDER EQUITY, 1968-1982

U.S. 011 COMPANIES, VS. OTHER MANUFACTURING
not adiusled for inflation

30-

25 Petroleum

10- %.00 Other Manufacturing

5-

1968 1970 1972 1974 1976 1978 1980 1982

Source: Citibank .. W A sApril Issues



382

-5-

14 percent with no adjustment for inflation -- in line with the

industry's historic average.

C. Capital Expenditures

Increased profitability provides the. incentive for

growth in oil industry capital spending. Profits also provide

much of the cash and borrowing capacity required to finance new

investments. As Chart III shows, capital expenditures move

closely with profits, but there is a- lag -because of commitments

already made on projects having relatively long lead times,

While profits were about constant during 1968-1972,

capital expenditures were also constant. Beginning in 1974,

petroleum investment more than doubled, reflecting higher

profits. The average level.of profits during 1974-78 was also

about twice the 1968-1972 level.

Capital
Profits Expenditures
------- Billion Dollars------

1968-72 Average 
9+11

1974-7b Average 11 20

1+16 +23

1980-81 Average 27 43

1- 7 92+ 
3

1982 20 4).-
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By 1980-1981, profits were up by another $16 billion and

capital expenditures were up by $23 billion. The larger absolute

increase in capital expenditures was made possible by rising

profits. During 1982, capital expenditures were still $3 billion

above the 1980-1981 average even though profits were some $7

billion lower. And, comparing 1982 with 1981 alone, although

1982 expenditures were six percent lower ($46 billion versus $49

billion), they still fell less than the 25 percent drop in

profits ($20 billion versus $27 billion) because of the lag

created by committed investments in long lead time projects.

The increased capital expenditure noted above led to

more than a tripling of net additions to property, plant and

equipment of the leading U.S. oil companies between 1974 and

1981. And, as Chart IV illustrates, the additions were primarily

for petroleum activities. The spending has especially stimulated

new oil production in non-OPEC countries. From 1974 to 1982, oil

L. . non-OPEC, Free Wor-ca countries ra. .1nct 40

percent. Production of crude oil has even been increased

somewhat in the United States after a decade-long downward trend.

The welcome result has been a sizeable reduction in OPEC's share

of total Free World oil production -- from 64 percent in 1974 to

44 percent in 1982.
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D. Tax Burden--

In the face of receding demand and falling profits, the

tax burden of U.S. oil companies has remained high. While the

petroleum industry's current federal income tax liability is

comparable to the all-industry average, Windfall Profit Tax

("WPTO) collections bring it well above the tax burden of other

industries. The effect of the WPT in combination with other

federal taxes, state taxes, and other payments to governments Is

to capture about 80 cents of each additional dollar of oil

company revenue from U.S. oil price decontrol.

-Chart V compares the current federal tax burden of

leading U.S. oil and non-oil industrial companies from 1979

through 1982. For oil companies, the total federal tax burden is

computed as the sum of current federal income taxes plus the WPT

divided by income before such taxes. This burden increased from

2F rc t in 1979 to 41 percent !n 1980, 50 percent i- 1981 and

then, with falling crude prices, declined to 43 percent in 1982.

The federal income tax rate shown for oil companies in Chart V is

what would have been paid without the WPT. Since the WPT is

deducted from oil company income, and income tax is le'iied on the

residual, the effective income tax rate of oil companies is

higher than the actual ratio of federal income tax payments to

income after payment of the WPT. This latter ratio was roughly

31 percent in 1980, 23 percent in 1981 and 19 percent in 1982.

Deferred federal income tax liabilities (which arise primarily
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from the difference between accelerated and economic-life cost

recovery)iare excluded from the calculated tax burdens.

These data also ignore the fact that state and local

governments usually tax U.S. oil producers more heavily than

other kinds of companies. In particular, these figures exclude

the billions of dollars of severance taxes and property taxes on

oil and gas reserves paid by U- S. oil producers.

Federal legislation passed in 1982 placed an even

greater tax burden on the oil industry and its customers. The

five cent per gallon increase in the motor fuels excise tax which

went into effect on April 1, 1983 is expected to raise initially

some $4-5 billion in federal revenue per year. In addition, the

petroleum industry will pay a large share of the taxes collected

under the Tax Equity and Fiscal Responsibility Act of 1982

("TEFRAO). According to a Price Waterhouse study prepared for

tLne ;i, m ,ajor provisions of TEF.FA alone will bozst the taxes

of 31 large oil companies by an estimated $11-15 billion during

the 1983-198T'period."

Even though the oil industry's tax burden is much higher

than the average for other industries, some havo suggested

additional levies on oil producers. New-or increased taxes would

further reduce returns on investment and sources of funds to an

industry already hurt by declining demand and prices. As a

result, oil companies would be further constrained in their
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efforts to find and develop new energy supplies. Such a

reduction would jeopardize the progress made in recent years to

reduce the world's dependence on OPEC oil.

While oil demand has dropped sharply in recent years and

may continue to drop in the years ahead, it is dangerously

premature to conclude that U.S. energy problems have ended.

Imports still account-,for about one fourtfi of U.S. crude oil

requirements, and OPEP still controls about 76 percent of Free

World oil reserves. A recent General Accounting Office study has

noted that the probability of oil supply disruptions remains high

and our nation remains vulnerable to periodic shortages. 2  The

success-that oil companies have had in reversing the decline in

U.S. oil production and diversifying oil supplies worldwide ought

not to be undone through the imposition of new taxes.

II. TAX EXPENDITURES

The Congressional budget Act defines "tax expenditures"

as "...those revenue losses attributable to provisions of the

2. NO1l Supply Disruptions: Their Price and Economic Effects."
General Accounting Office Report to House Committee on Energy
and Commerce# May 20, 1983.
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Federal tax laws which allow a special exclusion, exemption or

deduction from gross income or which provide a special credit, or

preferential rate of tax or a deferral of tax liability." The

Administration in its 1984 budget, the Zoint Committee on

Taxation ("JCT") and the Congressional Budget Office ("CBO") all

consider intangible drilling and development costs ("IDC's*) and

percentage depletion to be tax expenditures because, in the view

of each of these entities, the IDC and percentage depletion

treatment departs from the "normal structure" for corporate

income taxation.

Such classification of these two items ignores one of

the major problems with the tax expenditure concepts the lack of

a precise definition of what constitutes the "normal structure."

In particular, the Administration considers the Accelerated Cost

Recovery System ("ACRS") the norm for depreciation while the JCT

considers the "guidelines" method of depreciation to be the norm.

Many ecircists would consider current expensing to oe the norm.

The concept of the "normal structure" being the "basic structural

features of the Federal income tax"3 is thus quite vague and

subject to inconsistent interpretation and application.

Another problem with the concept of "tax expenditure" is that

it suggests that the 'government is spending money to subsidize a

3. The Budget for Fiscal Year of 1984, Special Analysis G at
U-=.
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special activity or achieve a special purpose, even though the

real reason for a "tax expenditure" may be to reduce

disincentives in the existing tax structure. This is

particularly the case with so-called "tax expenditures," such as

the dividend exclusion, which actually have the effect of

ameliorating the double taxation of corporate income. Moreover,

all existing taxes adversely affect economic inqentives to some

degree. It is therefore sometimes necessary to provide other

specialized tax provisions to offset these tax effects if they

are particularly strong with respect to some kinds of activities

or industries. For example, since the corporate income tax -- a

tax on the income from, capital -- falls heavily on

capital-intensive industries, an investment tax credit is

justified to stimulate the modernization necessary for U.S.

industry to compete more effectively, in markets at home and

abroad.

Given these considerable difficulties, Corgrems should

be extremely cautious in attempting to cut back on deficits by

trimming. "tax expenditures.0 Business "tax expenditures," in

particular, often help to offset the bias in the existing income

tax structure against savings and capital formation. Moreover,

in the case of two tax provisions of importance to tre oil and

gas industry -- the option to deduct intangible drilling and

development cQsts currently and percentage depletion -- "tax
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expenditures" have the, desirable effect of improving the nation's

energy security.

Intangible Drilling and Development Costs

A. Background

IDC'sare costs incurred for items which, in themselves,

have no salvage value and -are "incidental to and necessary for

the drilling of wells and the preparation of wells for the

production of oil or gas." Treas. Reg. J 1.612-4(a). Such costs

expressly include wages, fuel,- repairs, hauling, supplies, etc.,

which are incurred in the- drilling of wells, in the- clearing of

ground, and in the construction of derricks, tanks and-other

physical structures that are necessary for the drilling of wells

and the preparation of wells for the production of oil or gas.

r Income tax purposes, !'C's are capital in nature

and, as such, would ordinarily be taken, into account through

allowances for depreciation. Under section 263(c) of the

Internal Revenue Code and Treasury Regulations promulgated

thereunder, taxpayers are permitted to deduct currently IDC's for

oil and gas wells and wells drilled for geothermal deposits.

Only the holder of a "working* or an "operating" interest (i.er,

the interest which is burdened with the-risks and costs of

developing and operating the property) may currently deduct

IDC's. Moreover, the election to deduct IDC's must be made by
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the taxpayer for the first taxable year in which such costs are

incurred and is. binding for all subsequent years. At the same

time, the costs of all tangible equipment used-in drilling and

development activities are capitalized and recovered through

depreciation.

Section 291(b), which was added to the Internal Revenue

Code -by the Tax Equity and Fiscal Responsibility Act of 1982,

reduces the amount of current IDC deductions by 15 percent for

all corporations that are integrated oil companies. The 15

percent is allowed as a deduction ratably over a 36-month period

beginning with the month in which the costs are paid or incurred.

Sec. 291(b)(2)(A). These amounts are not eligible for investment

tax credit and are also subject to recapture on later disposition

of the property under Sec. 1254. During consideration of this

change the Senate Finance Committee adopted and the full Senate

approved recovery of the 15 percent reduction in IDC's using the

e year ICRO schedule with the ITC, beginning in the yqar the

property was placed in service. This is the same treatment

afforded tangible well equipment, and intangible costs such as

transportation, labor, etc. involved in the acquisition and

installation of other machinery and equipment or in the drilling

of water wells for irrigation, etc. Although this rule was not

adopted in the final version of TEFRA, its propriety is

recognized by the election granted individuals to use five year

ACRS with ITCo -
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Corporations which are nonintegrated oil companies are

allowed to deduct currently 100 percent of their IDC

expenditures. Similarly, all individuals are allowed to elect to

deduct currently 100 percent of their IDC expenditures. However,

if an individual elects to deduct the full amount, he must

include the amount of "excess intangible drilling and development

cost" in determining tax preferences for purposes of the

alternative minimum tax. Treatment as a preference item can be

avoided if the individual elects to deduct the costs under a

five-year schedule similar to ACRS and claim ITC under Sec.

58(I)(4)1 or ratably over a ten-year period under Sec. 58(i)(1).

The following chart summarizes the tax treatment of

IDC'st .

Corporations which
are integrated oil
co:parnies

-. 7 deduct145 ..- t of
IDCIs

0 Amortize 15 per-
cent over 36
months--no ITC

Corporations which are
independent producers

o Currently 'Jut
100 percent of
IDC's

Individuals

o 'urrently deduct
100 percent of
IDC's

o Tax preference
item if currently
deducted

* May elect five-
year NCRS with
ITC if not a
limited partner-
ship interest.

o May elect ten-
year amortization
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B. Measurement of the IDC "Tax Expenditure'

According to the Congressional Budget Office,

computation of a "tax expenditure' involves a comparison of

current tax receipts with what would be collected in the absence -

of a specified provision:

The revenue loss from each individual tax
expenditure is estimated by comparing the revenue
raised under current law with the revenue that
would e raised if the provision had neverexisted.-

Thus, in order to compute an IDC 'tax expenditure," it is

necessary to determine what the tax treatment would have been in

the absence of the option to deduct IDC's currently.

This trek is not easy because there has never been a

period in U.S. tax history when taxpayers were completely denied

the option to deduct IDC's currently to serve as the standard.

Thus, although no specific statutory authority existed for the

deduction of IDC's until 1954, the election was first confirmed

by administrative ruling in connection with the Revenue Act of

1916. T.D. 2447, issued February 8, 1917, reads as follos:

4. CBO, Tax Expenditures: Budoet Control Options and Five-Year
Projections for Fiscal Years 1983-1957 (November, 1982), p.
21.



846

- 16-

The incidental expenses of drilling wells, that is,
such expenses as are paid for wages, fuel, repairs,
etc., which do not necessarily enter into and form
a part of the capital invested or property account,
may, at the option of the individual or corporation
owning and operating the property, be charged to
property account subject to depreciation or be
deducted'from gross income as an operating expense.

The tax treatment of IDC's was an outgrowth of the fact

that many taxpayers considered the expensing of such costs to be

an acceptable accounting practice. The treatment was also

-justified as a means of encouraging the exploration and

development of our nation's oil and gas resources. Although

accounting practices may have changed over the years, the policy

to develop domestic oil and gas resources still supports the need

for rapid recovery of IDC's for tax purposes. Indeed, financial

risks have escalated as industry must more frequently drill in

hich-cost, hostile offshore and frontier environments.

it current expensing of IDC's had never beon permitted,

the concectually proper method for recovering these costs over

time wculd have been to have treated them as part of the

depreciable investment in lease and well facilities like the

items of tangible well investment are treated today. The current

treatment of capitalized IDC's as a depletable investment under

Treasury Regulations I 1.612-4(b) is not based on sound tax

accounting theory but on a questionable IRS interpretation of the

discovery value depletion provisions of the Revenue Act of 1918.
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With the advent of discovery value depletion in 1918, the IRS

changed its position announced in T.D. 2447 and contended that

the depletable value of the well included capitalized IDC's

except to the extent they were represented by physical property

which was still considered depreciable. (Regulations 45, Art.

223.) The IRS continued to take the same position after

percentage depletion was substituted for discovery value

depletion in 1926. (Treas. Reg. I 1.612-4(b) -- current

- regulations.)

With repeal of percentage depletion on most production,

there clearly is no basis for continuing to characterize any

portion of IDC's as depletable investment. In any event, if the

IOC and depletion "tax expenditures" had never existed, taxpayers

would be recovering IDC's through the same methods of

depreciation used for lease and well equipment, just as such

costs are recovered under generally accepted accounting

nlc .es for financial st-aternent purposes. (Sep F!nancial

Accounting Standards Board Statement No. 19, paragraph 35.)

For the years 1971 through 1980, the proper treatment

for tax purposes in the absence of expensing would have been to

recover IDC's through depreciation under 11 year Asset

Depreciation Range (OADRO), with the seven or ten percent ITC

available. Exhibit A illustrates the amount of IDC expenditures

in current dollars and as adjusted for inflation and *tax

expenditures" under various criteria for each year from 1971
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through 1980, the years ADR was in effect, for the API-Price

Waterhouse survey group of companies. Exhibit A assumes that ADR

plus investment tax credit was'in effect for years prior to 1971

for purposes of illustration.

Exhibit A illustrates several points.

(1) assuming a consistent methodology of recovery, a
constant level of investment expenditures for the
preceding investment cycle and no pre-1971
inflation, as is the case in the computation for
1971, there is no tax expenditure that year because
the amount deducted using ADR is the same as that
deducted using current expensing. Additionally,
had IDC's been capitalized as depreciable,
producers would have enjoyed the full benefit
intended under the investment tax credit provisions
for the 1971 expenditures

(2) excluding ITC, more than 85 percent of the apparent
"tax expenditures'indicated in Exhibit A for years
after 1971 is attributable to inflation. For years
1972 through 1980, there are apparent Otax
expenditures" of $5,448 million compared to "tax
expenditures" of $758 million if IDC's are adjusted
for inflation

(3) since the investment tax credit during these years
I-,, no means fully compensated for the grnsion of
inflation, it could not serve as the investment
stimulus it was intended to bel

(4) when the investment tax credit is considered and
the effects of inflation are eliminated, the IDC
deduction results in greater real revenue to the
government today than wouITaive been the case with
"normal* depreciable treatment -- a 'negative tax
expenditure' of $143 million for 1912-80.

For IDCIS occurring in 1981 and later, the appropriate

depreciation standard is the same as that for tangible

investment, five-year ACRS with ITC. This method comports with
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the Administration's 1984 budget which states that the norm for

determining tax expenditures is the Accelerated Cost Recovery

System. Although the more rapid recovery limits erosion through

inflation, even the combination of ACRS and ITC would not have

provided the full protection of current expensing or an inflation

adjustment during the 1970's. From a practical standpoint, there

is no perfect substitute for current expensing, but in its

absence, use of five-year ACRS with ITC as the standard avoids

the complexity of an inflation adjustment and the controversy as

to the proper index, to be employed.

The staff of the JCT has focused attention on the

inflation problem in its explanation of the tax expenditure

concept in Estimates of Federal Tax Expenditures for Fiscal Years

1983-1988, March 7, 1983 at p. 5

One of the problems with the staff's definition of
the depreciation tax expenditure is that it
n.jects the effect of the inflation in erolin; th?

-real value of depreciation deductions. Even with
accelerated depreciation, taxpayers will not always
receive deductions whose real value corresponds to
the amount they originally paid for the asset. A
similar problem arises in the definition of the tax
expenditure for capital gains. The staff is
studying whether to alter the definitions of these
and other tax expenditures to take account of the
distortions caused by inflation.

In effect, the JCT staff acknowledges that any period of capital

recovery longer than immediate expensing will result in

deductions worth less than the original cost of the investment

24-866 0-88-23
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during a period of rising prices. Indeed, even in a period of

stable prices, the present value of deferred capital recovery

'must be less than original value as long as money has a time

value (i.e., there is a positive discount rate)-

Aside from inflation and the question of which norm to

use, the JCT staff's method endeavors to measure the expenditure

"as if the provision had never existed by using as the norm a

ten-year recovery period (double declining balance, switch to

straight line in year seven). Although not characterized as

"depreciation-,* this method yields results quite similar to

eleven year double declining balance with a switch to

sum-of-the-years-digits as used under ADR for tangible well

investment (without ITC) and in the calculation in Exhibit A.

Thus, a large portion of the JCT's estimate for the IDC's tax

expenditure is attributable to inflation.

There will be no Otax expenditurew as deftn' by the

JCT, even with IDC expensing, as long as there is no growth in

IDC's either from inflation or real,.growth (i.,e., a steady state

system). For example, if IDC's or any other timing difference

item were $100 every year, and ten-year straight-line

amortization were the standard of "tax expenditure" calculation,

after one ten-year cycle had been completed, the cost recovery

deduction would be $100 per year -- equal both to IDC expensing

and to the sum of the $10-per year straight-line depreciation

increments for each of the ten recovery years. If, however,
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there is growth in IDC's, adjusting for inflation leaves only.

increases attributable to real increases in IDC's which are

desirable to secure a reasonably priced, secure source of

petroleum for the future.

In.'contrast to this method is the CBO approach, for

example, -which .appears to measure only the initial revenue

effects exchangingg recovery methods, not the "expenditure, as if,

current. expensing had never existed. This defect in methodology

accounts for tax expenditure estimates which are unrealistically

high by a factor of as much as three, as compared to the JCT

" method.

Viewed from a different perspective, the flaw in the

measurement of any depreciation "tax expenditure" is that the

very concept fails to acknowledge that over the life of a

project, accelerated depreciation defers but does not reduce the

totT.l a-.o'unt of taxes paid to the government. Hence, thcer is a

zero tax expenditure for any given investment in its entirety.

That is, IDC expensing does not reduce the total taxes that will

be paid to the government on the income from an oil and gas

project; rather it only defers the payment of these taxes

relative to the time of payment under alternative sy'steors of

capital recovery such as ADR or ACRS.

Even though IDC "tax expenditures" must be small or

nonexistent if properly measured, the election to expense IDC's
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is vital to oil and gas investors both because of its positive

effect on the present value of the after-tax cost of an

investment project and because of its positive, contribution to

current cash flow.

Exhibit B presents the present value of recovery

allowances and the ITC for a dollar of IDC's under various

recovery methods. Current expensing, of course, provides full

recovery of capital values regardless of the discount rates used

or the amount of inflation assumed. The present five-year ACMS

with ITC under either the ten percent with basis adjustment

approach or eight percent without basis adjustment yields

comparable present value recovery at a ten percent discount rate#

but falls short at the higher rates required in petroleum

exploration and production. Other methods miss the mark by even

wider margins. For example, if the TBFRA 36-month amortization

trottsnt were extended to 100 percent of IDC investment, the

.... 7f. gap would be cons ierably more than c.'an that f'r

the pre-1981 eleven-year ADR with ITC. The JCT method, which

excludes ITC, would result in present value recovery of less than

three-fourths of the IDC's incurred.

Ihus, the right to take a current deduction for IDC's

substantially improves the financial attractiveness of oil and

gas exploration and production relative to recovery over time.

Costs- recovered in the present are less burdensome than costs

recovered in the future, especially in a period of high inflation
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and interest rates. Moreover# many members of the industry, both

large and small, do not readily have the cash resources or

borrowing ability to absorb the additional costs which would be

caused by deferring deduction of drilling expenditures. For many

taxpayers, the immediate cash flow generated by the IDC deduction

can be an absolute prerequisite to participation in the industry.

The right to deduct the IDC expenditures has been a part

of oil and gas tax law since the inception of the income tax. It

is an important right since it helps to attract investment into

oil and gas development despite the high financial risks and

costs. Oil and gas wells are expensive and have rapidly become

more so as the search for new supplies has extended into harsher

environments and farther offshore in greater water depths. Only

about one in five wildcat wells find oil in commercial quantities

and many of those fail to cover their total costs. Numerous dry

holes are encountered even in drilling operations in areas where

r.] nd gas reserves are known to exist.

Further limitation of the right to deduct IDC

expenditures currently would cause the withdrawal of significant

amounts of capital from oil and gas exploration and development.

As a result, there would be less drilling and less oil ptoiuced

with the attendant loss of tax receipts because of lower windfall

profit and corporate income taxes. See, The Economic Impact of
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the Intangible Drilling and Development Costs (IZDCO) Tax

Provision on the Petroleum Industry, April 1983. Prepared for

the American Petroleum Institute by Price Waterhouse.

Percentage Depletion

A. Background

Generally, depletion is a method of recovering capital

invested in the extraction of oil, gas and certain other

minerals. As in other businesses, certain costs are considered

capital investments and not eligible to be currently expensed.

Typically the largest such capital cost is the cost of

acquisition of the right to extract oil, gas, or other minerals.

This is treated as a capital cost for both financial and tax

i A significant portion of capitalized costs of an oil

rt (for tax purpose-F) consists of andlo5',a! ad

geophysical costs associated with surveying and evaluating a

potentia oil and gas. property. Although these costs may be

expensed for financial purposes, they must be capitalized for tax

purposes. In this sense if the "tax expenditure" concept is

valid, this treatment is a "reverse expenditurewor the denial of

normal recovery methods to the taxpayer., Moreover, it diverts,

the attention of exploration personnel from their primary

function of searching for oil and gas by requiring them to
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ascertain which expenditures lead to the acquisition or retention

of a particular property.

For tax purposes depletion is the prescribed method-for

recovery of capital for this investment. Two types of depletion

are available under the Internal Revenue Code.

The first type of depletion is cost depletion. Cost

depletion is the amortization of all capitalized costs associated

with the right to the minerals and their extraction. Typically

recovery is on the unit-of-production method. This is a type of

straight-line recovery which requires that the initial capital is

roughly recovered equally by each unit produced. The full

capital cost is, however, not recovered until the economic

exhaustion of the production. Over the past decade this approach

would have failed to keep pace with inflation and provide

adequate capital recovery to enable the producer to replace

-:.3;rves produced.

The second type of depletion is percentage. Under that

method a fixed percentage (currently 16 percent, reduced to 15

percent for 1984 and thereafter) of gross income from producing

operations (but limited to 50 percent of net income of the

producing property) is available to a taxpayer as a deduction.

As in the cost depletion calculation, the deduction will reduc

the remaining basis or unrecovered investment in the property

(but not below zero).
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Since the Tax Reduction Act of 1975, percentage

depletion has been available only with respect to certain oil or

gas up to 1,000 barrels per day of oil (or equivalent) if

produced by, or on behalf of-ran "independent producer or royalty

owner," i.e., not an integrated oil company. Percentage

depletion has been repealed for the major integrated company

except for a small portion attributable to gas, the price of

which has been fixed at very low rates by contract and by

regulation.

B. Percentage Depletion as a."Tax Expenditure"

Comparing tax receipts under current law against those

that would-have been collected had there never been percentage

depletion initially appears to be-a simple task, if one assumes

that the "normal structure" is cost depletion. However, a cost

depleaton norm is not economically justified.

Unlike the situation in the manufacturing sector of our

economy where technological developments have often made

replacement machinery and new investment more efficient at the

original or even reduced cost, the situation in the petroleum

industry is one of higher costs and higher risks associated with

finding new reserves? Reserve additions have increasingly been

located in deeper zones or in otherwise more operationally

difficult, and hence expensive, areas like deep offshore waters,

the Alaskan Arctic, etc. Drilling costs have escalated as
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many wells have been -drilled deeper and reserves discovered per

well drilled have become smaller. 5  Yet for a long-lived

property, cost depletion, one of the slowest methods of capital

recovery in the Code, substantially decreases the present value

of future cost deductions. By contrast, ACRS investors in

manufacturing equipment enjoy present value recovery more nearly

equivalent to current expensing since they are able to deduct

their investment within a minimum of five years after operation

begins, even if the expected producttve-ife of the investment is

longer.

Not only does cost depletion fail to recognize the

higher real replacement costs in the oil and gas industry, it

also does not -account for the enormous amount of inflation

experienced during the last decade, as noted earlier in relation

to IDCIs. The industry's real cost of capital invested in -the

acquisition of oil and gas properties in recent years has been

-ibstantially "underrecovered" due in large part t- ignition.

Only current expensing completely mitigates the effects of

inflation, while ACRS with the XTC does much to neutralize it.

But neither of these methods is available for "depletable costs."

The oil and-gas industry is thus penalized both by its

5. (See statistics contained in the Annual Survey of Oil and
Gas, published by the Bureau of the Census, and the Joint
Association Survey-)
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high risk, high cost nature and by inflation while other much

less risky industries have beep allowed more generous capital

recovery mechanisms and investment stimuli (i.e., the ITC).

The only method which even begins to recognize the

unique nature of this industry is one based on the cost of

replacing existing reserves. The income generated by the Sale

of production from these reserves represents the consumption of a

nonrenewable capital asset. As such, it is reasonable to

consider the cost of replacing the reserves as the base on which

capital recovery allowances should be computed, rather than

historical cost.7 Indeedo Congress first adopted percentage

depletion in 1926 as a substitute for depletion based on value of

reserves in the ground, and for nearly 50 years it served as an

effective yet simple measure of replacment cost recovery. The

current rate for percentage depletion (16 percent) falls

s~batantially below the current value of reserves in the ground

. -or-'tage of wellhead price.

The current sales price of developed proven reserves of

oil are reported in the press to average about $7-8 per barrel in

the ground depending on a number of variables including

zi.ividual well and reservoir characteristics and differing

investment objectivek. This cost is equivalent to-roughly 1/4 of

the average current wellhead price of oil. Thus a rate of

percentage depletion equivalent to 25 percent would be required

to allow sufficient capital recovery to match the current
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replacement value of domestic reserves of oil and gas. In

contrast to other methods of adjusting for inflation (such as

indexing costs) this method is simple to administer and reaches

the desired objective.



UuIBIT A

IDC Tax xpenditure Analysjist

"TAX EXPENDTUR"
USING CRITERIA MIDICATIX

(# Million)

IsrC'.
ITC(3)

Amount

1971 813 813 57 57

1972

1973

1974

1975

1976

1977

1978

1979

1920

1972-80

874.

912

1.271

1,951

2,354

2,945

3,335

4,079

7,047

24,768

801

772

836

1,004

1,107

1,197

1,121

1.146

1,741

9,725

61

64

69

195

235

295

334

408

705

2.386

56

54

59

100

111

120

112

115

174

901

ADR-Umadjusted
W/'o ITC(2) VWith ITC

-0- (57)

26 (35)

38 (25)

i1 99

"49 254

542 307

696 401

727 394

862 454

1.92 1,215

5,448 3,064

ADt-Adjueced for Inflation(I)

VLO wc Vithin

-0- (57)

(5) (61)

(17) (71)

14 (45)

85 (15)

114 3

132 12

73 (39)

65 (50)

297 123

758 (143)

(I) Inflation adjustment is based on footage rate date
in the *Joint Association Survey of the U.S. Ol
and Gas Producing Industry", API.

(2) Yields esametially smne result as JCT "tax expen-
diture metbodology.

(3) 72 1971-76. 102 1975-80
a Source: Data from "The 1 c0o95 ic Ipscts of the Intangible Drilling and Development Costs (IDC) Tax Provision on the

Petrolsu Industry" prepared by Price Watethouse 4 Co.

N

t
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EXhIIIT a

CCS4P~AIS05 O THE PIISMT VALUE OF VARIOUS COST ROOVERY
SAULVQ4NCES AND TEE InVESTMNT TAX CI.EDIT (ITC)

Present Value for
11.00 Investment

e__ _ 1oz
Cost Cost

Recovery ITC Total Recovery ITC Total

Equipment

5-year ACRS (Production G Refining)

- with 102 TC, basis adjustment for 1/2 of
ITC

- with 8 ITC, no basis adjustment

Il-Year ADI with 102 ITC under prior law (Produc-
tion)

13-Year ADR with 102 ITC under prior low (Refining)

Intangible Drilling and Development Costs (IDC)

Current expensing - full investment is deducted
in the year cost is incurred, no investment
tax credit (UTC)

TEFRA, H.R. 4961 treatment of IDC 8Z current
expensing, 152 recovered through 36 month
straight-line mtr~lisation with np ITC or
bas s r. j stnen -

- 152 capitalized

- If 1002 were capitalized

3.3. 4961 (Senate 1982) treatment of intangible
development costs (EDC) 85Z current expensing,
152 recovered urder 5-year ACES with 102 ITC
and basis adjustment for 1/2 of ITC

- 152 capitalized

- If 1002 were capitalized

JCT Staff "Tax expenditure" methodology

Note: (1) Assumes half-year averaging convention.

.72

.76

.63

.59

.22

.17

.22

.22

.94

.93

.85

.81

.78

.83

.72

.68

.22 1.00

.17 1.00

.22 .94

.22 .90

1.00 -0- 1.00 1.00 -0- 1.00

.97

.82

.9'

.72

-0-

-0-

.03

.22

.97

.82

/

.99

.94

.98

.87

.97

.78

-0-

-0-

.98

.87

.03 1.00

.22 1.00

.63 -0- .63 .72 -0- .72

6/30/83
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API STATZkT ON MDMrAL BUDGET AND TAX POLICY

The U.S. economy has experienced three years of stagnation

during vhich unemployment of labor and capital resources has

risen to unacceptable levels. At the same times, the federal

budget deficit has increased dramatically, and large deficits

loom in the years ahead. Some. have suggested that substantial

nev taxes should-Ise imposed at this time in order to reduce

prospective near-term deficits. Others have proposed enactment

of contingent taxes in order to guard against excessive deficits

over the longer term. This statement first discusses the

American Petroleum Institute's position on budget and tax

policy. It then discusses energy taxation proposals.

General Tax Policy Over the Near-Term

In recent weeks and months, there have been some

signs -- for example, in housing starts, auto sales, and

employment -- that the economy is picking up. Most economists

agree that an economic recovery is under way or is about to

begin. =But the signs are tentative. It is quite important,

therefore, that federal fiscal policy at this time not take a

restrictive turn which could delay or abort economic recovery.

Tax increases of any sort are by their nature contrac-

tionary. Tax increases on business weaken incentives to hire

people and to make new capital investments. Taxes that reduce

consumer spending shrink markets, and hence they also adversely
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affect demand for labor and new capital. The economic impact of

any new tax, of course, depends upon the magnitude and type of

tax imposed. However, in general tax increases constrain

economic activity.

Thosr who support additional taxes to reduce near-term

federal deficits argue that deficits of the magnitude currently

anticipated will result in higher interest rates and, therefore,

economic stagnation and continued high unemployment. The

underlying reasoning is that large-scale federal borrowing forces

interest rates upward. The higher rates in turn discourage

business investment, housing demand, and consumer demand for

durables, keeping the economy in recession or at least preventing

substantial real growth.

. However, both economic theory and historicaL.experience

indicate that in the short-tern there is no consistent ,

relationship betweenfederal deficits and interest rates.

Federal borrowing is just one factor affecting interest rates.

Private investment 4ennd as well-as the supply of private

saving -- which finances both federal borrowing and private

Investment -- are other key determinants. Examples of earlier

.-years when federal deficits have risen while interest rates have

fallen or been stable are 1958, 1971 and 1975. Generally, this

inverse relationship has occurred during periods, like the

current one, when private investment demand has .been relatively

weak. Indeed, experience during the past year, when interest
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rates fell substantially despite a large increase in federal

borrowing and even larger projected deficitS, confirms the fact

that growing deficits do not necessarily mean higher interest-

rates.

Economic considerations, therefore, do not support the view

that it is necessary to reduce the present federal budget deficit

in order to stimulate the economy. Economic analysis and -

experience, however, do suggest that during periods of

substantial unemployment like the present it would be counter-

productive to raise taxes.

Longer-Texm Considerations

Although we believe that new taxes of any typewvould be-

harmful at this time, we realize that structural deficits of the

size projected for the longer-tera are cause for concern. As

recovery proceeds, substantial federal borrowing could displace

private investment that would otherwise occur. Moreover

pressure would mount on the Federal Reserve System to monetize

the federal debt in order to keep interest rates from rising.

This would have inflationary consequences.

Thus, economic considerations suggest that it would be

beneficial to take actions which would reduce projected fE.ture.

federal deficits. An immediate benefit would be improved

investor confidence about the nation's ability to deal with

fiscal problems. in the longer term, benefits would accrue from

the reduced federal borrowing implied by the lower deficits.



365

-4-

We believe that an all-out effort should be made to effect a

deficit reduction through new initiatives to reduce the rate-of

federal spending growth. A significant decrease in the growth of

federal spending would signal that the federal government can

control its budget and is Serious about doing so. Business-and

consumer confidence would improve. Less federal spending would

mean that more private saving will be available for private

investment, which will boost long-run economic growth . Moreover,

by reducing pressure on interest rates, a reduction in federal

spending growth would alleviate the danger that the Federal

Reserve will fuel inflation-by monetizing too buch federal debt.

New taxation is the other alternative. But experience

indicates that rising tax revenues do not necessarily lead to

smaller deficits. There is a danger, then, that new taxes will

result primarily in increased federal spending, with little or no

improvement in the deficit situation.

New taxes' to reduce projected budget deficit. pose other

problems as well. First, such taxes can reduce private savings

necessary to finance private 'ihvestents as well as public

spending. if this happens, financial markets will not be much

helped by the assumed deficit reduction. And second, taxes

generally vould reduce incentives to work and/or invest, thereby

reducing real income 'and savings. Thus,- tax increases could be

self-defeating for this reason as well.

Recent history suggests that the process for projecting

future budget deficits is, at best, inexact. Because estimates

of federal revenues and expenditures on which deficits are based

24-66 0-83-24
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are sensitive to tbe level of economic activity, and because

predictions of tbat activity are imprecise, the margin of error

is great. For example, even the montb-to-montb changes in

economic statistics over the past several months have caused

continuing fluctuation in the deficit projections for fiscal year

1984. If in fact deficits do develop, they should be dealt with

when the facts of their magnitudes are closer at band.

Even with these problems, it may be that new taxes for the

longer term will be considered. Tax policy, however, should be

made with up-to-date information ori relevant factors. -Levels and

trends in unemployment, capital utilization, private borrowing,
.-interest rates, government spending, federal deficits, etc., are

important factors to be considered in deciding upon appropriate

tax policy.

Bneray Taxes

We realize that some consider the petroleum.industry a

particularly desirable target for new taxes. The popularity of

oil industry taxation proposals appears to rest on two common but

erroneous beliefs; first tbat the oil industry is more profitable

than other industries generally, and second that the petroleum

industry is presently under-taxed compared with otbr industries.

The record should be set straight on these matters.

Over the longer tern petroleum industry rates of return are

comparable to average returns in U.S. industry. For example,

according to data compiled by Citibank, during the 1968-1981
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period the median return on stockholders' equity for petroleum

companies was 14 percent - about the same as the median return

for non-oil manufacturing firms.

Although Citibank figures are not yet available for 1982,

the American Petroleum Institute (API) has collected profit data

for 23 leading petroleum companies. The API data indicate that

during the first three quarters of 1982 the average rate of

return for these oil companies was 13.5 percent.

Another misconception which often influences thinking about

taxation is that the oil companies do not pa their "fair share"

of taxes. On the contrary the petroleum industry is more heavily

taxed than other industries. Recent studies have confirmed the

fact that the petroleum industry's current federal income tax

burden is above the average for non-oil industrials. These

results are included in two studies for 1981. One was prepared

by the staff of the Joint Committee on Taxation and the other by

the publication Tax Notes. However, neither of these studies

takes into account the impact of the 'Crude Oil Windfall Profit

Tax' (WPT), the large excise tax on domestic crude oil

production. For 1981 these studies indicate. a level Of current

federal income tax for leading U.S. oil companies ranging from

18% to 220 of pre-tax net income, slightly above that for the

leading non-oil industrials. When the windfall profit tax is

included, the petroleum Industry's current federal tax burden

increases to almost half of pre-tax net income. If the windfall
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profit tux bad-not been enacted, the current federal income tax

burden for the petroleum industry would be about 30% of pre-tax

net income, almost 1 1/2 times that of the leading non-oil

companies.

-Moreover, these measures of oil industry tax payments do not

reflect deferred taxes, taxes on oil products such as the motor

fuel excise taxes, state and local income taxes, or the many

special taxes that state and local governments impose on oil

companies. -For example, some states have gross receipts taxes

directed exclusively at petroleum companies. State and local

government* also collect billions of dollars annually from oil

companies in severance taxes and in property taxes on oil and

natural gas reserves. And, in 1982 thirty-three states

introduced tax legislation that applied only to the oil industry.

Federal legislation passed in 1982 -- the five cents per

gallon increase in the motor fuels excise tax wbich will go into

effect on April 1, 1983, and the Tax Equity and Fiscal

Responsibilit j Act: (TiRA) -- placed an even greater tax burden

on the oil industry.

As with other commodities, consumers cut their purchases of

motor fuels when prices rise. Hence, the increase in the motor

fuels tax is likely to affect adversely oil firm sales and

profitability. This will come at a time when the refining

industry already has much excess capacity and the number of

marketers bag decreased considerably.
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In addition, a Price Waterhouse study prepared for tbe API

indicates that the petroleum industry will pay a large Abare of

the taxes collected under TEFRA. According to this study, six

provisions of TEFRA will-raise between_$11.5 billion and $22.7

billion from 31 large oil companies during the 1983-1987 period,

the exact amount depending on petroleum industry growth. A

medium scenario in which the oil industry is projected to grow at

about tbe same rate as the overall economy would result in

increased taxes on these oil companies of about $15 billion, or

about 15 percent of all revenues expected to be raised under

TEFRA's business tax provisions during this period.
Despite falling petroleum'industry profits and risin

petroleum taxes, there are suggestions"for additional petroleum

taxes. Some suggestions-- such as the prolosal for a national

crude oil severance tax which ,as put forward during the last

session of Congress -- are aimed directly at domestic oil pro-

ducers. by reducing incentives to find and produce domestic oil,

such taxis would reduce future domestic production, increase

reliance on-imported oil, and play into the bands of OPRC. For

this reason, these taxes would harm this country's energy well-

being.

Much progress has been made over the past few years in

reducing U.S. dependence on oil imports. U.S. oil imports

averaged 4.8 million barrels per day in 1982, down-about 45

percent from the peak level of 8.8 million barrels per day in

1977.



870

-9-

The reduction in U.S. oil imports largely stems from the

return to a free market in oil as a result of the elimination of

price controls. Consumption declined as oil users responded to

higher prices by increasing the efficiency of their oil use.

Also, production of oil in the U.S. stabilized after a long

period of decline. The decontrol of oil markets resulted in

record levels of exploration and production investment in the

U.S. which, in turn, brought about reversal of the trends in

finding and producing oil.

The U.S. produced about 3.2 billion barrels of oil in 1982.

This represented about 11 percent of the estimated proved

reserves of the U.S. at the start of the year. Obviously, if the

U.S. is to continue to produce domestic oil at such a rate (which

if no new reserves were found would exhaust our known and proven

reserves in about nine years), there must be substanttl,.regular

new additions to the reserve inventory. If the U.S. is to

maintain a significant production level into the 19909, then the

reserve base for such production must be found and developed.

Much will necessarily have to come from as yet undiscovered

domestic sources.

The use of market forces in the U.S. is a proven means to -

enhance production from domestic resources. For example,

domestic production of crude oil is up an estimated 900,000

barrels a day over what it would have been bad oil price

decontrol not been initiated by President Carter and completed by

President Reagan. And were it not for the so-called "windfall

profit tax" that accompanied decontrol, domestic production would
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be even higher .- some 1.5 to:2.O million barrels a day higher by
C

the late 1980's, according to estimates. Additional taxes on oil

production will-make it even less attractive and will push future

production further below what could be achieved.

In addition to tax proposals aimed at the domestic oil

production sector, proposals also have been made to tax aU oil

use or to tax oil imports.

The Proposed Contirnent Oil Tax

President Reagan has proposed a $5 per barrel oil excise tax

which would take effect in fiscal 1986 only if three conditions

are met in mid-1985S (1) the economy is expanding (2) the

fiscal 1986 deficit is projected to exceed 2.5 percent of the

gross national product and (3) the Congress has previously

agreed to the Administration's proposed spending constraints.

Assuming that annual domestic oil consumption in 1986 and

beyond will be 5-6 billion barrels) the proposed $5 per barrel

tax would gross $25-30 billion per year. However, the tax would

raise net federal revenues by substantially less than this

amount-,- Because of the diversion of funds to pay the tax,

aggregate business receipts net of the tax would fall bj about

$25-30 billion per year. Bence* the federal government's base

for personal and business taxes would fall commensurately.

Federal tax collections other than the oil tax would fall, and

this reduction would partially offset the revenues raised by the

oil tax. /



372

-11-

The proposed contingent oil tax is not in the national

interest. There are fundamental disadvantages of an oil tax, and

the contingency feature adds to the problems as outlined in the

points below:

o A new oil tax would weaken the ability of much of U.S.

industry to compete with foreign counterparts. Higher

oil product prices would result in increased demand for

substitute energy sources such as natural gas and coal,

and thus would raise energy costs generally. Energy is a

key input to a great many U.S. industries. If U.S.

industries are burdened by higher production costs

related to a new oil tax while foreign counterparts are

not, the inevitable result will be a loss of competi-

tiveness for U.S. firms, both in overseas markets and-in

competition with foreign firms at home. Thus, energy

dependent industries spcb as agriculture, petrochemicals,

steel, aluminum and other& would have lower capital

utilization and more unemployment.

o Although an oil tax would reduce energy use, it would

tend to reduce- overall economic efficiency. Energy-using

industries would tend to substitute other resources for

higher cost energy, but this would result in a less

productive mix of inputs and lower national output. , In

addition, while an oil tax may stimulate production of
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substitute domestic energy sources, some non-oil domestic

energy would be produced at costs greater than the

resource costs (the non-tax costs) of an energy-

equivalent amount-of oil.

o An-oil tax would tend to shrink the market for petroleum

products, causing further losses of facilities and jobs

i refining and marketing. The refining Segmebt is

operating at about two-thirds of capacity even after

closing many facilities. And the number of gasoline

service stations, most of which are owed and operated by

small businessmen, already has declined by about 80,000

during the past 10 years. The newly enacted 5 cents per

gallon motor fuels tax will depress petroleum refining

and umrketing further. An oil tax would add to these

problems.

o A contingent oil tax would increase investor uncertainty

in the next few years and thus reduce investMent. Energy

users would face new uncertainty about what investments
/

to make in equipment because of the added uncertainty

about energy costs. At the same time, energy suppliers

would face increased uncertainty about the future size of

the markets they supply and therefore would hesitate in

making capital commitments. The result would tend to be

less total investment and reduced economic growth.

o Consumers would have to pay significantly higher prices

for oil products. A $5 per barrel oil tax would result

in about a 12 cents per gallon increase in product
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prices, on average, if the tax were completely passed

through. Zn addition, higher. oil product prices would

lead to higher energy prices generally, and consumers

would pay significantly higher prices for the energy they

consume directly as well as for products whose production

requires large amounts of energy. Moreover, the

diversion of consumer spending to pay the new tax would
reduce consumer -outlays on some goods and services and

would decrease the amount of personal saving available

for new investment.

o There would be regional inequities-from an oil tax. For

example, consumers in areas of the country such as New

England that utilize relatively large amounts-of oil

.would bear a disproportionate share of-the financial

burden.

o The history of tbe-Mandatory Oil Import Program in the

1960's and the price and allocation control programs of

the 1970's demonstrates that requests for special

treatment and exemption may well be-granted to -various

classes of oil users. Thus, an oil tax likely would

become administratively complex and create distortions in

petroleum markets.

o Oil markets have been subject to considerable fluctuation

and uncertainty in recent years. It would be unwise to

commit the U.S. toa sizable contingent oil tax without
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consideration of what the price of bilu ight be at that

time, the size of U.S. oil Imports, or the relationships

with oil exporters many of whom are neighbors and allies.

o Bven if the eonomy is expanding in aid-1985, there nay

nevertheless be substantial amounts of unemployed

resources. In aid-1982 for example, the economy, as

measured by inflation-adjusted gross national product,

was expanding. Yet the nation was In a deep recession.

Raising taxes in such a period probably would have

significant contractionary effects which would exacerbate-

the problems of unemployment.

Oil import Fees

Some have suggested that a substantial additional fee be

placed on oil imports. Such a fee would have many undesirable

consequences.

o imposition of an oil import fee would prevent economic -

growth and employment vbcb otherwise could have occurred

with a drop in world oil prices. Secretary of the

Treasury Regan, for example, has estimated that a 20

percent decline in the price of imported oil would boost

the U.S. gross national product by about one percent and

increase employment by about one-half million. A

substantial import fee would partially or fully Offset

the OPBC price reductions, and hence it would deprive the

U.S. economy of such benefits.
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o An oil import fee would lead to higher energy prices

generally. According to government and academic studies

of such fees, the price of domestically produced oil

would be bid up to the price of imported oil including

the fee. While 'some argue this circumstance would be

beneficial to domestic producers, the history of

governmental attempts to impose fees, quotas, and other

types of controls on imported crude suggests that such

programs generally include numerous exceptions and biases

which discriminate as among importers and importing

regions. Accommodating these types of demands distorts

the efficiency with which oil is imported and distributed

and ultimately results in higher oil prices for

consumers. Additionally, the prices of substitute energy

sources such as natural gas and coal also would tend to

rise. Industries that use energy intensively, including

many such as steel and other metalswhich currently are

extremely depressed, would be particularly hard-bit by

increased production costs. -Their ability to raise sales

and employment from their currently depressed levels thus

would be impaired.

o Inasmuch as an oilimport fee would reduce economic

growth and employment, there would be decreases-in

federal tax revenues which must be netted out from

revenues collected under the fee. When these decreases
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are taken into account, it is uncertain whether an oil

import fee would contribute much towards reducing federal

budget deficits.

" Like a tax on all oil use (discussed above), an oil

imp6rt fee would-reduce the competitiveness of much of

U.S. industry, reduce overall economic efficiency, cause

greater unemployment of resources in domestic oil

refining and marketing, raise Consumer costs for energy

and for goods produced with large amounts of energy, and

create regional inequities.

o It would not be consistent with a policy of free trade

and could harm certain countries allied to the U.S. A

sizable-portion of U.S. oil imports comes from neighbors

and allies such-as Mexico, Canada and the United Kingdom.

The U.S. is committed to reducing, not increasing, tfade

barriers under the General Agreement on Trade and Tariffs

(GATT). A U.S. fee on oil might encourage retaliatory

action on other traded goods.

o It would not be consistent with the President's Caribbean

Basin Initiativetwhicb is intended to spur econ'oml*

(activity in that area, in part through reduced impedi-

ments to trade. However, if the Caribbean Basin were

excluded from a sizable new import fee, the U.S. refining

industry could be greatly harmed by the relatively low-

cost competition.
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Some might argue that presently falling oil prices offer an

opportunity to increase taxes on oil without much affecting

consumers. But whether oil prices are falling, stable or rising,

new taxes will -raise costs to oil consumers above what they

otherwise would be. Further, events over the last decade or so

indicate that oil markets can be highly volatile, with

disruptions of one sort or another quickly changing the course of

price movements. Nothing in the present pattern of falling oil

prices is inconsistent with a rapid change should some disruptive

event again occur.

The proponents of an import fee allege two basic advantages:

(1) an import fee would stimulate domestic energy production and

(2) by discouraging domestic oil consumption and encouraging

domestic energy production, an import fee would cut the demand

for imported oil, thereby putting downward pressure on its price.

Fir-st, it is uncertain to what extent domestic energy

developers would act on an import fee that might later be

discontinued. Second,.any increase in domestic energy production

would be at a cost greater than the real cost of imported oil

(the import cost excluding the import fee). And third, an import

fee may not iesult in a cut in worldwide oil demand sufficient to

cause a significant drop in oil prices in world markets. It

appears imprudent, therefore, to impose on the U.S. economy all

the disadvantages stated above when the benefits are highly

uncertain.
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Conclusion

API believes that the imposition of any substantial new

taxes at this time would adversely affect the national economy.

We are concerned about the size of the federal deficits projected

for the out-years. We believe that the main thrust of future

deficit reduction should be serious efforts to reduce the growth

of federal spending.

3/8/83
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INTRODUCTION

The Committee for Effective Capital Recovery is a

voluntary coalition of 577 business firns and 54 business

associations. It is representative of virtually all segments

of industry includinq manufacturinq, retail, minerals, trans-

portation, and utilities. A list of the member companies and

supporting associations is attached (see Appendix A).

Formerly called the Ad. Hoc Cornittee for an Effec-

tive Investment Tax Credit, the Committee has long been active

in efforts to improve, strengthen, and make permanent capital

cost recovery allowances, devoting itself initially to the

investment tax credit.

The Committee for-Effective Capital Recovery vigor-

ously believes that the-capital recovery provisions provided

by the Economic Recovery Tax Act of 1981 (ERTA) should not

be further diluted and that te curtailments made by the Tax

Eauity and Fiscal Responsibility Act of 1982 (TEFRA) should

be restored.

In any event, we do not believe that a tax increase

is necessary at this time. Should the ConQress ultimately

determine that a tax increase is necessary to reduce our

deficits and that serious consideration should be given to

structural chances in our tax laws (e.g., a consumption-based

tax), we would urge that the need to provide incentives to

savinqs and investment be adequately reflected in such

chanqes.

244-6 0-83-26
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-I. ECONOMIC RECOVERY TAX ACT OF 1981-

By 1981 the urgent need for improved capital

recovery was acknowledged by virtually every member of

Cong-ress, by most economists, and by the general public.

This focus on improved capital recovery was not surprising.

At that time it had become clear that two of the most

pressing economic problems facing this nation were its

declining Droductivity and its loss of competitiveness

with other nations. Both problem% were in large part the

result of the United States' tax system. Corporations

were paying huge federal taxes on illusory profits --

profits that resulted solely from the impact of inflation.-

Such taxes led to reduced corporate cash flows and inade-

quate capital investments -- which have had a slow but

seriously deleterious impact on the economic health of our

nation and its ability to compete with other nations.

One of the important keys to economic recovery was

believed to lie in increased savings and investment in plant-

and equipment. In 1979 business savings comprised ap.froxi-

mately 76 percent of the total national savings, and capital

recovery allowances accounted for approximately 88 percent

of all business savings. Thus, if savings was to be increased,

capital recovery allowances had to be improved.
/
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In its 1981 deliberations, Congress considered a

variety of competing proposals, all of which provided for some

form of accelerated capital recovery. While Congress adopted

the Accelerated Cost Recovery System (ACRS) or 10-5-3 proposal,

it was only after considering and explicitly rejecting imme-

diate expensing of capital investment in personal pror-rty

as an alternative.

Under ACRS as originally enacted, the cost of

eligible personal property is recovered over a 3-year,

5-year, or 10-year period depending upon the type of pro-

perty involved. Cars, light-duty trucks, R&D equipment,

and other short-lived property are in the 3-year class.

Most other personal property is in:the. 5-year class as are

sinqle-purpiose agricultural structures and petroleum storage

facilities. Ten-year property includes certain public

utility property and real property: with a class life of

12-1/2 years or less. Other real property is placed in a

separate 15-year real property class. Under ACRS, salvage

value is not taken into account.

For personal property placed in service in 1981

throuqh 19A4, ERTA had provided a recovery method approxi-

mately eaual to the benefit obtained by using a 150 percent

declinino-balance method for the early years, with a switch

to the straight-line method for the remainder of the'recov-

ery period. This method had been scheduled to change (1)

in lR5 to approximate the 175 percent declininq-balance
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method, with a switch to the sum-of-the-years-digits method;

and (2) in 1986 and thereafter, to approximate the 200

percent declining balance method with a switch to the sum

of-the-years-digits method.

Under ERTA, three-year recovery property was

eligible for a six percent investment tax credit and five-

and ten-year recovery property was eligible for a full ten

percent investment tax credit.

Had these provisions been untampered with, we may

well be further along the road to recovery than we are

now. Unfortunately, in 1982--- barely one year after ERTA

was enacted -- the benefits provided by the ACRS provisions

were significantly curtailed.

II. TAX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982

While ERTA was estimated to provide business tax

cuts in excess of S150 billion over six years, TEFRA was

designed to increase business taxes by in excess.of-_$10

billion over six years. In large part, TEFRA's tax increase

was achieved by limiting the capital recovery provisions,

which limitation accounted for almost one-half of the $100

billion tax increase.

Essentially, TEPRA amended the capital recovery

provisions by requiring a taxpayer to reduce the basis of

his assets by 50 percent of the amount of investment tax
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credits, energy credits, and certified historic structure

credits earned with respect to the property. Alternatively,

taxpayer was given the option.with respect to the regular

investment tax credit on recovery property to elect a

2-percentage point reduction in the credit instead of the

basis adjustment.

Additionally, TEFRA limited the use of the

investment tax credit to only 85 percent of the regular

tax liability, rather than 90 percent; and repealed the

increased rates of recovery scheduled to go into effect in

1985 and 1986.

By enacting TEFRA a riere one-year after ERTA,

it appears that the United States has agai, adopted tne

tragic on-again-off-again investr'eit tax credit policy

that prevailed through the 1970's, In so doing, it is

unfortunate that th_ Congress ignored the ample evidence

indicating the need to permit sufficient time to elapse

before the full effect of such incentives can be measured.

III. WHERE WE'A.RE TODAY

While our nation is now in the midst of an economic

recovery, we must not jeopardize that recovery by adverse

changes in our tax policy. The recovery has begun with

interest rates already at very high levels -- rates which

are starting to move up again. Money supply is growing
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faster than the guidelines the Federal Reserve has set for

itself. And huqe budget deficits continue to be projected

into the future. Thus, despite the recovery, the danger of

an increase in inflation has risen, which could bring with

it a reversal of the recovery that we have thus far seen.

Nevertheless, and notwithstanding the TEFRA

a.-endments, some in Congress would propose limiting the ACRS

provisions further yet by requiring a basis adjustment of

the full amount of investment tax credit claimed, rather

than a basis adjustment of one-half of the investment tax

credit claimed.

These critics base their proposal on the views

of some in the economic community who argue that ACRS

continues to provide too oreat a windfall to the business

corrunity. Essentially, these arguments run along two

lines: first, that ACRS provides benefits greater than

expensinq; and second, that ACRS results in a misallocation

of investment amonq assets. Each of these theories, how-

ever, is beside the.point, and should not warrant any change

of policy from that originally intended.

A. ACRS Provides Greater Benefits Than Expensing

The argument that ACRS provides greater benefits

than would be available under expensing is not new, but was

offered well before ACRS was first enacted. While Congress

rejected it in 1981 in enacting ERTA, the same argument-sur-

faced acain in the 1982 tax debates and apparently accounted
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for TEFRA's curtailment of the ERTA's capital recovery

provisions. In this regard, the Staff of the Joint Commit-

tee on Taxation's General Explanation of TEFRA stated:

Cost recovery deductions for most personal
property allowed under ACRS, in combination
with the regular investment tax credit,
generated tax benefits which had a present
value that was more generous than the tax
benefits that would be available if the
full cost of the investment could be
deducted in the year when the investment
was made; i.e., more qenerous-than the
tax benefits of expensinq.

Even after the TEFRA amendments, however, some in

the economic community maintain that ACRS continues to pro-

vide greater benefits than expensing. Essentially, these

critics have noted that- few corporations ate subject to tax

at a 46 percent marginal tax rate' but moit are subject to

federal tax at a lower rate. ''Therefore, these critics argue

that the present value of the ACRSdeductions and the invest-

rent tax credit should be compared with the present value of

expensinq using a marginal tax rate less than 46 percent.

And their calculations show that, at marginal tax rates

below 46 percent (with particular interest assumptions),

ACPS with the investment tax credit is indeed more favorable

than expensinq.

in responding to this argument, it is important to

recocnize-that these critics are ignoring the effect of other

taxes on capital. At the federal level, dividends are taxed
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upon distribution to individual shareholders and the capital

gains tax is paid upon the sale of their stock. In addition,

state and local governments impose income and property taxes

on corporations. The effect of these various levels of tax-

ation is to increase the effective tax on an asset acquired

by a corporation beyond the marginal federal income tax rate.

Moreover, while it is true that corporations are

generally subject to a marginal federal tax rate below 46

percent, the effective marginal tax rate is not as low as

some critics would-have one believe. The U.S. Department of

Treasury's Statistics of Income, 1980 Corporate Income Tax

Returns indicates a total corporate income subject to tax

that year of S247 billion on which a U.S. tax of $63 billion

was paid, for an effective U.S. tax rate on U.S. corpora-

tions' worldwide income of almost 26 percent. But the

amo*.,nt of U.S. taxes paid reflects a reduction of almost

S25 billion (i.e., over 10 percent) due to foreign taxes

paid. When U.S. taxes are increased by creditable foreign

taxes, the 1980 effective tax rate on U,S. corporations was

approximately 36 percent.

Assuming a marginal tax rate of 36 percent, which

as indicated above understates the total tax burden on cor-

porate investment, the following comparison of expensing

versus ACRS (with the one-half ITC basis adjustment) may be

made:
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Present Value of ITC and Future Tax
Savings at Selected Discount Rates --
36% Assumed Tax Rate (per S100 cost)

Expensing 3-xear (6% TC) 5-Xear (10% ITC)12% .16% 12% 16%

S36.00 S36.88 $35.77 $37.23 $35.52

At a 12 percent discount rate, ACRS provides a slight benefit

over expensing. And at a 16 percent discount rate, ACRS

is clearly less advantageous than expensing.

Thus, ACRS will provide greafer benefits than

exDensinc only at relatively rodest interest rate assump-

tions. But the notion that our tax policy should be based

on low and stable interest rates is not practical. Experi-

ence has shown that interest rates fluctuat'e. Businesses

must be able to plan ahead with certainty and cannot be

asked to face the risk of shifting tax policy based upon

shifting interest or discount rates,-

In any event, the assumption that benefits greater

than those available under expensing is in some way inappro-

priate is itself subject to question. Other provisions of

our tax Code may result in benefits greater than those avail-

able from current expensinq (e.g., the R & D credit and the

iobs credit), as may provisions in the tax laws of our trad-

ina partners. If a aoal of our tax policy is to stimulate

increased business investment -- and we believe that it

should -- benefits greater than expensing are entirely

appropriate.
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B. Misallocation of Capital

The second arguement that has been advanced against

ACRS is that the capital recovery provisions, together with the

investment tax credit, result in an inefficient allocation of

investments among assets and among industries. Proponents of

this position argue that the ACRS and investment tax credit

rules tend to favor investment in short-term assets over long-

term assets. This arguement is premised upon the assumption

that it is best for society if the rate of return on different

assets is not affected by the tax system.

Obviously, there is unlikely to be any capital recov-

ery system that would be perfect in this respect. However, one

economist, Jane Gravelle of the Congressional Research Service,

has attempted to quantify what she terms as "inefficiencies" in

investment allocation. These inefficiencies accrue from the

potential of the tax law to modify the flow of capital between

more or less productive assets.

She compared the inefficiencies existing under ERTA

and TEFRA with those existing prior to ERTA. Her analysis

considered the effect of tax policy on the allocation of capi-

tal both within the corporate sector and between the corporate

and non-corporate sectors, thereby considering its total effect

on econQmy-wide investment uses.

Her results are summarized in Table I on the next page.



TABLE I

ANNUAL INEFFICIENCY IN INVESTMENT ALLOCATION*
(Billions of Dollars)

Effect of Effect of Combined Effect
Sector Pre-ERTA ERTA** ERTA*** TEFRA TEFRA*** of ERTA and TEFRA***Intracorporate

Only 3.3 3.8 + .5 1.5 -2.3 -1.8Economy-wide
(Total) 17.4 11.9 -5.5 11.6 - .3-5.8

co*All estimates measure impact of relevant law~if it had been implemented in 1980.**Refers to the 1986 depreciation schedule provided in ETWrA.***Positive numbers in the coluniin reflects additionl' inefficiency, wlile negative numbers reflectreduction in inefficiency.

Source: ' 
•.Figures obtained from statement of Jane Gravelle made at the Annual Symposium of the National

Tax Association to be published in the forthcoming September 1983 issue of the National Tax
Journal. The study assumes Cobb-Douglas production functions, unitary price elasticities ofdemand for each type of labor, capital and final output, And exponential depreciation.Consumer durables, housing, and inventories are included as investments in non-corporatesector; education, gold, collectibles and other investments are excluded. See source forassumptions on investment financing, personal tax rates, and other items. State and localtaxes are not considered.
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She found that tax law previous to ERTA caused an

inefficiency or distortion in the allocation of corporate in-

vestment in 1980 in the amount by $3.3 billion per year rela-

tive to what might be considered an "optimum" allocation.

She estimated that under ERTA this inefficiency would

have been $3.8 billion per year, or an increase of $.5 billion

over the pre-ERTA level.

However, when she considered the improvement in effi-

ciency caused by ERTA's lowering of effective corporate tax

burdens relative to non-corporate taxes, this caused a-net gain

of $5.5 billion-per year-in the efficiency of total or economy-

wide allocation of investment.

Accordingly, her work on balance contradicts claims of

some critics that ERTA interfered with efficient flow of in-

vestment between alternative uses.

In the case of TEFRA, while the tax changes increased

"efficiency" of capital ($2.3 billion), the overall effect was

not statistically significant ($.3 billion).

Thus, contrary to popular impression, ERTA improved

the allocation of investment in the economy while TEFRA had

little or no effect on allocation.

In contrast, these tax changes have had a large and

favorable impact on the level of investment, a far more sig-

nificant factor. Allen Sinai, Andrew Lin, and Russell Robins

at Data Resources, Inc. have analyzed the combined impact
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of ERTA and TEFRA. They estimate that they will increase 1985

investment in plant and equipment by $17 billion relative to

the amount which woul- occur under pre-ERTA legislation.

Certainly there seems'little justification at present

on allocation grounds to further curtail the capital recovery

provisions of ERTA.

IV. WHERE DO WE GO FROM HERE

ERTA was proposed arzd enacted as a multi-year tax

act. Both the Administrationi and the Congress promoted the

need for a multi-year act tr provide a stable tax environment

for business. Without such a stable tax environment, American

business is unable to make intelligent investment decisions.

With the enactment of ERTA, many companies commenced planning

major capital investments to be placed in service in future

years. These investments were initiated, in large part, as a

result. of the commitment made by 'te Administration and Con-

gress that the tax package enacted in 1981 would continue in

place. The modifications made in TEFRA undoubtedly made some

of these investments financially impossible, as they adversely

altered the projected rate of return available from such in-

vestments. The further erosion of ERTA's capital cost recovery

provisions would frustrate our national goal of stimulating

corporate savings and investment, and thus the Committee would

vigorously oppose any such propoals.
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Moreover, the Committee for Effective Capital Recovery

joins those groups in opposing any tax incrase this year or

next. While the outyear deficits remain a serious problem, we

believe that dealing with them via a tax increase would, at

this time, jeopardize the continuation of the recovery we are

no . experiencing.

Further, if the Congress considers major structural

changes in our tax laws, we would urge that attention be given

to a method of taxation which rewards savings and investment.

Our tax laws are unique among industrial countries, as most

derive a major portion of their revenues from consumption taxes

or other methods of avoiding our present bias against savings

and investment. And these countries generally have higher

levels of personal savings, capital formation, and productivity

growth than does the United States. Thus, at an early time,

careful consideration of a consumption tax for the United

States may be necessary.
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Statement of D. Michael Murray, Legislative Counsel
on behalf of the Iron Ore Lessors Association, Inc.

. for-the record of the Senate Finance Ccinttee,
June 28, 1983 hearing on Tax Expenditures.

1

in 1963, after extensive debates in both the Senate Finance

Committee and in the Committee on Ways and Means, Congress

enacted legislation (U.S. Code 631 (c)) that treated the sale of

iron ore as that of a capital asset, and therefore taxable as a

capital gain rather than as regular earned income.

Fair taxation of the proceeds given to a landowner from the

sale of iron ore has been a problem due to the peculiar nature of

the investment. Once iron ore lands are purchased, they often

lay undeveloped, sometimes for decades before an operator begins

mining, and only then do they show a return on investment.

Historically, landowners have been taxed at the maximum earned

income rate due to the scale of such activities. This has been

recognized as inequitable as applied to this category of

landowner. It is also poor public policy to hinder the

development of American iron ore reserves and directly contribute

to the increased costs of domestic steel. The legitimacy of this

problem was finally acknowledged by Congress and remedied.

Not only did the capital gains treatment contribute to the

solutions of the problems facing the iron ore and steel

industries, it is the proper theoretical treatment for the sale.
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Iron ore property is purchased as an investment, just as one

would buy stock or any other capital asset. The only difference

between iron ore and most other capital assets, and one that

weighs more in favor of the present tax classification, is that

it is only disposed of gradually over an extremely long period of

time. In some cases, the lands may not be touched for over half

of a century.

This proper sales classification has unuestionably

stimulated and produced, indirectly, considerably more revenue

than the comparatively small amount of tax directly attributed to

disposal contracts. The Joint Committee on Taxation estimates

the Federal Tax Expenditure for the iron ore industry to be $10

million dollars in 1983 with no increase for the period through

1987.

For the following reasons, we consider any change in the

present tax classification most inequitable and ill-advised and

urge that the capital gains treatment be retained for iron ore

classifications.
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Damage to U.S. Steel Companies

Increased costs related to domestic iron ore will also

worsen the competitive position of the U.S. steel industry. Many

U.S. Steel producers have invested millions dollars to develop

iron ore lands. The investment includes the actual mines,

pellatizing plants, railroads, dock facilities, and often even

container fleets. Because of the size of these Investments these

companies literally cannot afford not to use them. To shift to

lower cost imported ore would be the equivalent of writing off

billions of dollars of investment (not to mention thousands of

jobs). Therefore1 these steel companies must use this ore and

any increase in cost in producing it must either be reflected in

higher steel prices or lowered profits. This is hardly what the

industry needs at this time.

The Inflation Penalty

To tax royalties paid upon the removal of iron ore from the

land as regular income ignores the effect of inflation over the

very long holding period for iron ore lands. Iron ore lands are

not the type of assets that are constantly being turned over by

speculators seeking to turn regular income into capital gains.

24-86 0-83-28



398 - --

4

An investment in iron ore lands may not see any income for

decades, and then the return will be spaced over decades more.

In fact, several members of the Iron Ore Lessors have been

developing the same lands for almost a century. To tax this

income at regular earned income rates would be most unfair to the

holders of this type of asset.

Higher Domestic Iron Ore Prices

More Imported Foreign Ore

Should the earned income tax rate be imposed on the sale of

iron ore, the-owners would be forced to raise their prices when

leases are renegotiated, to compensate for the increased tax.

Such a price increase would damage an already weakened domestic

iron ore industry and encourage increased imports of foreign ore.

It should be noted that most of these imports come from nations

with government controlled mining companies. Besides not paying

comparable wages or employing the environmental safeguards that

U.S. producers employ, these nations are chiefly interested in

iron ore as a source of foreign currency. Therefore, they will

consistently undercut U.S. prices.

If the domestic price of iron ore cannot rise enough to meet

some of the increased costs of the tax increased an option open

to some owners is to withdraw all or most ore from the market and

await higher prices. This could trigger massive unemployment in

the iron fields.
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Currently the iron ore industry Is operating at roughly 31

percent of its aggregate national capacity, a rate which

approximates that of the Great Depression. The unemployment

situation in the iron ore industry is at a crisis stage.

Unemployment in the-industry is running at about 11,300; thus, it

is an industry with over two-thirds of its workforce laid off.

it is clearly evident that the economic condition of the

United States steel industry has reached a crisis stage. The

outlook for improvement is quite dim due to increased foreign

competition. Repeal of or alteration of the capital gains tax on

iron ore would be very detrimental to an industry that is trying

to remain solvent. This critical industry should not be

penalized by the tax code at a time when its very survival is so

questionable.

I believe that without a tax policy that encourages the

proper management of our iron ore resources, the needs of our

steel industries will not be met. The current economic situation

of this industry clearly demonstrates the continued need for iron

ore capital gains treatment.
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The National Association of Life Underwriters wishes to

share with the Senate Finance Committee its views on tax

expenditure revision as a means of generating new Federal

revenues. NALU is a federation of state and local life

underwriter associations representing 130,000 professionals who

sell and service life and health insurance and employqe benefit

plans in virtually every community in the United States.

Under the 1983 first concurrent budget resolution, Congress

must generate $73 billion in new revenues over Fiscal Years

1984-1986. Means of acoomplishing this task include imposition

of new income or excise taxes, improved compliance provisions,

base-broadening via streamlining of the tax expenditure budget,

or a combination of some or all of these options.

These hearings focus on the possibility of generating new

revenue via examination and reduction of federal tax

expenditures. While on the surface a reduction in tax

expenditures appears to be the least noxious way of going about

the unpleasant task of raising substantial amounts of new

federal revenue, the complications of definition and

measurement, the policy behind each provision, the potential

shifts in behavior, and the experience of last year's omnibus

tax bill (The Tax Equity and Fiscal Responsibility Act of 1982)

bespeak caution before proceeding.
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Tax expenditures--the amount of otherwise collectible

income tax foregone because of special exemptions, deferrals and_

e~uctions in the tax code--are historical means of encouraging

specific behavior by America's taxpayers. Where a tax

expenditure provision works, i.e., where the behavior achieves

desired results, Congress should move slowly before denying that

encouragement solely for the purpose of generating new revenue.

Not only does such denial raise the potential of

discouraging behavior thought to be desirable, it also raises

questions about whether, absent the behavior on which the tax

expenditure provision is based, new federal revenues will

result. The danger, then is double-edged. Reckless revision of

the tax expenditure budget threatens both policy and revenue.

For example, one tax expenditure being considered for

possible limitation is the provision allowing employers to

provide group health insurance to their employees, without the

value of that insurance being counted as taxable income to

employees. The revenue estimates connected to the proposed

limits on this provision are temptingly large: $2.7 billion in

1984 and up to $30 billion by the end of the decade. However, a

closer look shows that those numbers are slippery, at best.

They are predicated on an assumption that employers will

continue to-provide health insurance at current projected

levels. They ignore the incentive inherent in the tax

expenditure provision to encourage provision of health
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insurance. Removal of the incentive is more likelyltc' result in

a cut-back in employer-provided insurance. In turn, this means

an increase in underinsured (or coverage of onl the most

expensive forms of health care delivery, like hospital coverage)

and little or no increase in employees' taxable incomes, and

thus little or no new federal revenue.

In other words, this single tax expenditure, together with

market forces, has resulted in widespread health coverage for

America's workers. Cost pressures have led to increasingly

efficient coverages, too, thus encouraging provision of quality

health care in a cost-efficient manner. To undo this, to get

the appearance of $2.7 billion in new revenue in FY '84, risks

the health--physical and economic--of our nation's employees.

Worse, the risk carries with it little, if any, likelihood of

significant new revenues for the Federal treasury.

-,-- This particular tax expenditure was the subject of its own

day of hearings before this committee, on June 22, 1983. The

policy and revenues connected to it were discussed exhaustively

there. For now, suffice to say that the policy underlying this

provision deserves careful consideration before Congress makes

any changes to it. At a minimum, it should be examined

tboughly not only by Congress' tax-writing committees, but

also by the committees having jurisdiction over its substantive

elements.
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This example graphically illustrates the complexities of

defining, measuring and predicting tax expenditures. There are

many, many more such examples, including the so-called inside

buildup of permanent life insurance, pensions, the deduction for

interest on consumer loans and others.

In the case of life insurance tax provisions, including the

inside buildup and pensions,-the same general cautions apply.

Both are proven, effective means of encouraging socially-

desirable behavior (planning for financial security in the case

of premature death and/or retirement). Both carry large revenue

figures. (In FY'84, $60 billion for pensions: $5 billion for

the inside buildup.) Both figures, though, are as misleading on

the surface as the figure attributed to the health insurance tax

expenditure.

For example, consider the potential effect of limiting or

eliminating the exclusion from current income of the cash values

in a permanent life insurance policy. First, it is not at all

clear that the inside buildup is indeed income, from whatever

source derived" in the year it is credited to a policyholder,

thus illustrating the definitional problem. Cash value in a

permanent policy is first and foremost an incident of the

reserve required by law maintained to support the contract's

guarantee of payment at death or maturity of the policy. To tax

that value, prior to surrender of the policy, is in reality to

tax an unrealized death benefit. Generally, those values are
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obtainable by the policyholder only as a loan against a future

interest, repayable with interest. To tax this unrealized

future interest would be patently unfair.

Further, current tax liability on cash values would

discourage purchase of permanent life insurance. That, in turn,

imperils the financial security of millions. This is so because

people are then more likely to buy term insurance. But, fewer

than 1% of all term policies result in a death claim. In other

words, very few'people, relatively speaking, actually die while

owning term insurance. Stated another way, the vast majority of

death claims are on permanent policies.

The result of a substantial decrease in permanent life

insurance coverage would be large-scale financial insecurity,

especially at or after retirement, and again, no more federal

revenues. Taxes won't be paid on values not-earned and values

won't be earned if permanent insurance is not purchased.

Further, consider the tangential effect on tax revenues

collected from insurance companies Term policies require much

lower reserves to'maintain than permanent policies. Lower

reserves mean fewer dollars to invest, leading to lower earnings

by companies, leading to lower tax collections.

But perhaps most importantly, this committee should

remember that this provision, like so many others, is the
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subject of Congressional scrutiny in another forum. The House

of Representatives% Ways & Means Committee's Subcommittee on

Select Revenue Measures has already done substantial work on a

new tax structure for life insurance. There, policy as well as

revenue is being carefully considered. It is simply

inappropriate to consider the same subject here in the

misleadingly narrow context of'the need to generate a.fixed

amount of new revenue over a finite period of time. This is

particularly true in'lighb of the.2fact that this committee also

has jurisdiction over-the life insurance tax bill, and is now

working with the House subcommittee to fashion appropriate

legislation.

The same arguments support restraint in the area of

pensions. Both this-committee's Subcommittee on Savings,

Pension and Investment Policy and-,the Labor fubcommAittee of the

Senate's Labor and Human Resources Committee have held hearings,

in April, May and June of this year on the subject of pension

reform. While the size of the tax subsidy, assuming its

measurement is even somewhat accurate, is huge, it must be

judged in the context of its results. To do otherwise risks

unbelievable costs to the Federal government, in the form of

welfare to retirees whowould not have the pensions now possible

at least in part because of the tax incentive:to provide them

and due to increased pressure on the financially volatile Social

Security system. *
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Further, pension incentives have already been substantially

reduced by the provisions enacted in TEFRA. Early evidence was

presented by the pension industry at a hearing April 11, 1983

before this committee's Subcommittee on Savings, Pension and

Investment Policy, and again May 24 before the Senate's Labor

and Human Resources Comiittee's Subcommittee on Labor. That

evidence indicates that TEFRA's pension provisions, enacted

hastily and in an effort to raise revenue rather than to achieve

overall pension law reform, will cause the termination of

thousands of pension plans. ThoSe same early indications show

that far fewer new pension plans are being set up. And TEFRA's

pension rules are largely prospective. Most of them don't go

into effect until 1984. To enact yet another round of pension

plan restrictions in the name of revenue raising flirts with the

possibility of devastating the nation's private pension system.

The economic cost, in terms of lost capital and inadequate

retirement planning by millions of workers, ii-hardly worth the

temptation to gain illusory revenue from a tax incentive that

has resulted in a vital, healthy private retirement system.

The possibility of repealing, or limiting, the deduction

for interest on consumer loans has similar troublesome aspects.

Again, this provision is a tempting-revenue target. The Joint

Committee on Taxation estimates it will cost the Federal

Treasury $8.1 billion in 1984. However, its implications aze

far broader than its revenue impact.
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--Vrom an insurance viewpoint, the provision is important

because it allows the deduction of interest on life insurance

policy loans (assuming IRC Section 264's so-called

"Four-out-of-Seven" rule is met). And the ability to deduct

policy loan interest is considered by life underwriters an

important sales tool. It adds to the factors leading to a

decision to buy permanent insurance rather than term.. A

minority of policies are systematically borrowed against. Yet,

policy loans are often the sole means of continuing permanent

insurance contracts during the temporary lean times that hit

nearly all of us. Loss of that permanent protection bodes ill

for the financial security of policyholders whose permanent

insurance provides a significant portion of planned retirement

income, as well as for the beneficiaries of insureds who die

"too soon,

In conclusion, most--if not ail--individual tax expenditure

provisions are grounded in policy and have resulted in social

behavior that in turn has generated economic benefit to the U.S.

government. It would be extremely unwise to change those

decisions without recognizing the tremendous social and economic

impact those changes could cause. The tax expenditure budget,

and the policy it represents, should be reviewed in light of

social policy and overall economic impact. To review tax

expenditures only as a means of raising short-run revenues would

be misguided at best. The experience of TEFRA confirms this.

Thus, this committee should exercise extreme caution in focusing
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Statement of D. Michael Murray, Legislative Counsel
on behalf of the National Council of Coal Lessors,
Inc. for the record of the Senate Finance rittee
June 28, 1983 hearing on Tax Expenditures.

In 1951, after thorough consideration and extended debate,

Congress enacted legislation that classified contracts which

dispose of coal in place as sales, making the net proceeds

capital gain or loss, under U.S. Code 631 (c).

Fair taxation of proceeds given to a landowner from the sale

of coal has been a problem since the income tax was first

instituted. The problem stems from the peculiar nature of the

investment. After coal lands are first purchased they may lie

undeveloped for decades, only showing a return on investment when

an operator is persuaded to begin.mining. Once this mining

begins; however, it is inevitably on such a scal-e that the

proceeds to the landowners would be taxed at the-maximum rates.

Therefore, there is really no graduated income tax for owners of

coal lands, only the maximum tax.

This was no great problem when the income tax was first

instituted. At that time the maximum rate was only 7 percent.

But when the rates soared, particularly during the war years and

early 1950's, this maximum taxation was recognized as

inequitable. Not only did it grossly overtax coal landowners, it

was poor public policy since it was hindering the development of

United States coal reserves and directly contributing to the

increasing costs of domestic energy. The legitimacy of this

problem was recognized by Congress and remedied.
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Not only does the capital gains treatment contribute to the

solutions of the problems facing the coal and steel industries,

it is-the proper theoretical treatment for the sale of coal.

Coal property is purchased as an investment, much the same as one

would buy stock or any other capital asset. The only difference

between coal and most other capital assets, one that weighs even

more in favor of the present tax treatment, is that it is only

disposed of very gradually over an extraordinarily long period of

time. In some cases, coal lands may not be touched for over half

of a century. It is hardly the type of investment that would be

made by a speculator trying to manage a quick shift from regular

to capital gains status.

For the following reasons, we would consider any change in

the present tax structure most inequitable and ill-advised and

urge that the capital gains treatment be retained for coal.

"The fact that coal is a nonrenewable resource would dictate

the policy of efficient development and management of coal lands

so that American energy self-sufficiency is not compromised. Any

change in the present tax structure would conflict with

Administratibn and Congressional policies to promote healthy

American business activity while reducing unemployment and

curbing foreign business infiltration.0
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Such coal contract dispositions are, in essence, sales of

coal with a retention of an economic interest. The payments;

therefore, are treated as proceeds of a sale and not as rent.

Many long-term contracts that range from 20 to 60 years have been

executed in reliance of capital gains treatment of gains realized

on royalties. The Lessors, under these contracts, would suffer

severe and unjust financial hardship if a change in tax

classification were to be made before the contracts were

complete.

The loss to the Treasury Department on capital gains

treatment of money received for disposition is relatively small.

This is because a substantial percentage of the coal property is

owned by corporations which distribute income as dividends,

taxable as ordinary earned income. The Joint Committee on

Taxation's 1984-1985 estimated federal tax expenditure figures

for the coal industry did not take into consideration the severe

economic conditions in the coal industry. Because of the current

economic conditions, royalty payments on coal will be extremely

low, if non-existent.

There is no doubt that coal pays its fair share of taxes.

State severance and gross receipts taxes generally result in

lower royalties for Coal Lessors. Land companies that made a

profit paid an effective Federal tax rate of 34% in 1980, which

is a much higher percentage than most major industries.
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A change in the sales classification would result in higher

domestic coal prices, which would increase energy costs and in

turn, cause steel prices to soar; thus inviting more foreign

imports which already threaten the survivors of the industry.

Currently, the coal industry is experiencing economic

hardship. Presently, capacity utilization is at 67 percent.

Hetallargical coal, which is crucial to steel production, is now

operating at only 48 percent of capacity. In the first quarter

of 1983, the unemployment level in the coal industry was at

75,000--compared with 40,000 unemployed in July of last year.

This-brings the national unemployment rate for this depressed

industry to 31.6 percent.

It is essential for the development of the coal industry,

for the survival of the steel industry, and for a form of cheaper

energy for consumers, that this committee preserve the capital

gains tax for coal.
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July ?, 1983

The Honorable Robert Dole
Chairman
Senate Finance Committee
United States Senate
Room SD-221
Washington, D.C. 20510

Dear Mr. Chairman

We regret that we were not able to participate In the hearings on tax
expenditures you held at the end of last month. The Governors' policy on the FY
1984 budget recognized that tax increases might be necessary, in order to reduce
the deficit, and we want to be helpful to you in this difficult process. We do
support a limit on the tax-exemption of employer contributions to health Insurance
plans, as we have Indicated In testimony before your Committee. However, the
June 28-29 hearings happen to fall right at the end of the fiscal years of many
states, and Governors with whom we discussed the hearing found they needed to
stay at home to attend to last minute fiscal issems. Although NGA was not able to
appear at the hearing, we wish to provide input for your deliberations.

- The key point we would like to convey is the importance of performing an
intergovernmental review of any tax provisions the Committee Is considering this
year. You are well aware of the close fiscal relationship between the federal and
state governments. Not only do the two levels of government participate jointly in
spending programs-sueh as Medicaid and AFDC-but federal tax decisions affect
the tax resources available to state government, the cost of state taxes, important
economic development and housing initiatives, and in some cases directly raise or
lower the revenues collected by states.

In past years, major federal tax decisions have been made without reference
to the impact they will have on state and local governments. Where this lack of
coordination has created serious dislocations in the past, this year It would create
fiscal havoc. State governments are taking extraordinary measures to maintain the
balanced budgets that by law they are required to have. In FY 1983, 47 states took

24-865 0-83-27
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some step to close the gap between expected revenues and projected expenditures,
Including hiring limits, program reductions, and travel restrictions. Thirty-three
states raised taxes on a temporary or permanent basis. Even after these
extraordinary measures, the aggregate state balance is expected to be a razor-thin
.2 percent-well below the 5 percent balance many experts believe to be necessary
to absorb fiscal demands resulting from natural disasters, economic downturn,
court orders and other unforeseen events.

Accordingly, we urge that you share with us as early in the process as
possible any revenue proposals you are considering that will affect state
governments. We look forward to working closely with you on this year% tax
package., .

Governor Scott Matheson
Chairman
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I1ATIONAL MULTI HOUSING COUNCIL

Mr. Chairman and Members of the Finance Committee

My name is Stephen Driesler. I am Executive Vice
President of the National Multi Housing Council. The
National Multi Housing Council (NMHC) is a non-profit
organization with over 5,000 members representing all
aspects of the multifamily housing industry. NMHC members
consist of many of the nation's largest builders,
developers, syndicators and managers of rental housing. In
fact, I think it would be accurate to say that NMHC's
members build, own or operate more apartment units than any
other real estate group in the country today. In addition,
our members primarily build and operate rental housing
without direct government subsidies.

The flow of investment capital into rental housing
today is strongly dependent upon incentives contained in the
tax laws, particularly those providing for accelerated cost
recovery. Without each and every advantage residential
rental housing now has in the tax code, the apartment
industry would be unable to effectively compete in today's
capital markets.

The simple fact is that with today's high cost of land,
materials and money, market rents generally do not create an
income stream which is competitive with other types of
investments. Add to this the level of risk associated with
any real estate venture and you find that we in the rental
housing industry are at a competitive disadvantage compared
to the rate of return an investor can get with a money
market certificate or other "no risk" investments. Thus,
Congress has consistently recognized that tax incentives
were a necessary and desirable means of enhancing the
attractiveness of investments in rental housing.

This sound policy is beginning to succeed. For the
first time since the mid-1970's; t.he production of
unsubsidized rental is showing significant increases.
Reduced interest rates, particularly those available in the
tax-exempt market, combined with the tax incentives provided
by ACRS, are making rental housing financially feasible
without the need for direct federal subsidy. As a result,
there is some hope that the crisis in rental housing, which
worsened steadily over the past several years, will begin to
abate.

It is essential that these tax incentives to rental
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production be preserved.

During the past few years Congress and the
Administration have either eliminated or drastically reduced
federal rental housing programs. This is especially true in
the area of new construction. Therefore whatever new rental
housing there is to be built in this country, in the
foreseeable future, will depend upon private investment.
If, however, the private sector can not attract sufficient
capital to build or maintain apartments who will meet the
housing needs of America's renters? The answer is no one.

These points were underscored by a recently published
study by the Department of Housing and Urban Development
entitled "Tax Incentives and Multi Housing" which-according
to Secretary Samuel Pierce, "documents the close and
significant relationship between federal tax and housing
policies."

The HUD study noted that the ACRS system-enacted as
part of the Economic Recovery Tax Act (ERTA) has produced
net benefits for rental housing. It further concluded that
the ultimate beneficiary of this tax advantage given is the
cofSumeF-r After careful analysis of the competitive nature
of the rental housing market HUD found "It is likely that
most of the benefits to owners and investors under ERTA will
accrue to tenants in the form of lower rents than 14ould be
the case without ERTA." (p. vi)

"Owners of rental property may benefit by themselves in
the short run from a favorable change in rental tax
provision. However, an enhanced rate of return will attract
more investment and lead to lower rents than would be
obtained in the absence of the favorable change. Since
renters have lower incomes than other households, tax
benefits that lead to decreased rents tend to be progressive
in nature." (p. v)

Obviously, the converse of this finding is equally
true. Any changes in the tax code which would reduce the
flow of capital into rental housing or drive up-Tts costs
would ultimately result in higher rents and shortages of
affordable housing and would be regressive in nature.



417

Another point, also emphasized by the HUD study, is
that rental housing was not the primary beneficiary of the
ACRS provisions of ERTA. While new rental housing received
slightly more favorable treatment, commercial property
improved its position significantly, and machinery and
equipment even more. As the HUD study pointed out:
"Notwithstanding, the favorable treatment of rental housing
under the 1981 (Tax) law, there could be a flow of some
investment capital out of rental housing and into
-construction of office buildings, shopping centers and other
non-residential buildings...this potential movement of
investment capital away from rental housing could be
reinforced by the substantially more attractive tax
allowance than were available under the previous Code for
machinery and equipment. The simplified and-spruced-up
capital recovery system and increased investment tax credit
favored non-residential investments."

A similar conclusion, that residential real estate came
out of the '81 tax act as a competitive disadvantage, was
reached by Jane Gravelle, Specialist in Taxation for the
Library of Congress. In her study called the "Effects of
the Accelerated Cost Recovery System by Asset Type", Ms.
Gravelle found "there may well be a shift in the composition
of capital towards business equipment and away from
structures, particularly away from residential structures.
The relative (and perhaps absolute) size of the housing
stock could fall."

While it is too early to tell whether any such shift
will occur, and while high demand and recent improvements in
interest rates would tend to offset the unfavorableaspects
of ACRS for rental housing in the short run, it is clear
that to put rentals at a further disadvantage in the capital
markets by cutting back on the available tax benefits would
have potentially devastating consequences.

An additional point tO be considered is the importance
of predictability and consistency in tax treatment. Real
estate investment, by its vary nature is a long-term
proposition. To build an apartment complex usually takes
several years from the-time the project is first conceived
until it is built and occupied. Apartments almost never
generate a positive cash flow until they have been operating
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for many years.

Typically when people invest in real estate they are
looking from five to ten years down the road before they
expect to realize any real profit from their investment.

No one knows what inflation or other economic factors
are going to be that far in the future and that is part of
the risk any real estate investor takes. Nevertheless, the
investor must base his decision on the tax laws of today.
If an investor does not have some degree of confidence that
the tax law is going to remain the same for at least a
reasonable period of time, then this uncertainty multiplies
his risks and reduces the likelihood he will make such a
long-term investment.

In summary, the ACRS changes have only been in place
for about two years and they are beginning to work in the
residential real estate field; new construction of
apartments is up, as is investor interest.

To change these incentives now would cause a
substantial reduction in rental construction and threaten to
stifle the economic recovery which they have helped to
produce. Further, reductions in tax incentives for rental
housing would aggravate the shortfall in the number of units

-needed to meet present and future rental housing
requirements. Thus, ultimately resulting in higher rents to
tenants.

Finally, any reduction in tax incentives for rental
housing would cause great uncertainty on the part of
investors, owners and developers and would be unfair to
those who have entered into economic relationships based on
the current 15 year cost recovery schedule.
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Good morning Mr. Chairman and members of the Committee. My name is

Michael Cooper, Director of Technology Programs of the NATIONAL SOLID

WASTES MANAGEMENT ASSOCIATION. Our members provide waste collection and

landfill disposal services. They also provide complete resource recovery

services including systems design, construction and operation. All

these systems can help meet the national need for environmentally safe

waste disposal and energy development.

Communities have two basic choices in refuse disposal: either bury

it in the land or burn it. Where economics allow, disposal by incin-

eration with energy recovery best'serves the public purpose.intended by

Congress. Restrictions on the use of tax incentives, or tax expenditures,

would mandate a continuation of refuse disposal in landfills. Our

members will also meet that mandate.

Last year we provided testimony to this Committee showing that

communities would be able to finance waste-to-energy projects through

private sector participation because the overall costs to the community

would be significantly lower. At that time we believed elimination of

tax incentives to attract private investors to participate in these

projects was a bad idea. The Congress agreed that these projects indeed

served a strong public purpose and-exempted solid waste disposal facili-

ties from restrictions placed on industrial development bonds through

the Tax Equity and Fiscal Responsibility Act (TEFRA) of 1982.
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We come to you today to report our experience of the past twelve

months. Your judgment of last year was sound. Since then we have seen

five projects financed and construction begin, four financed using the

special provisions provided and intended for use by the Congress through

TEFRA. Our members have told us that they would not have invested in

these projects in this manner had investment incentives not been available.

These projects would not be under construction today had these invest-

ment incentives not been available. Eventually they would have been

built but the cost to those communities would have been significantly

higher.

The public purpose of the solid waste disposal exemption for IDB's

which you crafted last year is being achieved. We perceive this purpose

to be: First, the commitment expressed by Subtitle 0 of RCRA in 1976 to

provide forenvironmentally sound solid waste disposal facilities and;

second, the commitment expressed by the Energy Security Act of 1978 to

seek energy independence. Prompted by these initiatives, we are now

seeing a definite move at the state and local levels to develop adequate

facilities for disposal of solid waste. Currently, more than two

hundred communities are planning waste-to-energy projects which will

help solve their disposal problems and provide for an energy component

to help off-set disposal costs. Approximately twenty major projects are

under construction or in operation. At least a dozen more are approaching

the contractor selection and financing stage. The-continued availability

of tax incentives for resource recovery, the policy clearly emphasized

by this Committee and the Congress last year, is directly responsible

for the progress being made.
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Solid waste disposal facilities today represent a unique partner-

ship between the private sector and the public sector at the local,

state and federal levels. Let me explain this relationship because it

is key to why I am here today.

The local community has a responsibility to ensure that solid waste

disposal occurs in an environmentally safe and cost effective manner.

The environmental standards are established by state and federal reguz-

latory agencies. However, about three-fourths of all refuse collection

is performed by the private sector. Both collection and disposal costs

are increasing due to rising energy prices for transportation and rising

construction costs to make landfills environmentally safe. Today,

private companies are usually able to finance landfill site acquisition

and construction costs. This is not true for major resource recovery

facilities whose costs can approach $250 million.

Rising costs and the inability to find long-term environmentally

safe areas for landfill within their boundaries have moved many com-

munities to examine disposal alternatives which may be economical in the

long run. Most alternatives being examined today center around a waste-

to-energy facility of some type. The facilities now being examined and

built have the objective of reliable day-in, day-out disposal of solid

waste. Financing these facilities, however, has proven to be difficult.

Communities have three generally available alternatives to fi-

nancing a project: General obligation bonds; industrial development

bonds;-Or industrial development bonds with private sector partici-

pation. Two communities have financed their facilities, one about three
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years ago and one recently, using revenue bonds with no private sector

participation. Four others have selected and obtained private sector

participants. It is this ability to choose from a variety of financing

alternatives that must be retained for municipality use.

A major problem for many communities is that they are absolutely

limited in the amount of debt they can incur. Their capacity is limited

under the best of circumstances and the past few years have been far

from good for the financial condition of many local governments. It is

also unrealistic to assume that communities will be able to pay for a

project simply by passing through the increased costs to residential and

commercial waste generators. The pass through costs, generally in the

form of increased dumping fees, stop projects when they are no longer

competitive with landfills. Energy revenues under the best of circum-

stances in the first few years are insufficient to lower these costs to

competitive levels.

In order for local officials and the taxpayers to make the decision

to invest in what may be the largest single capital project for their

community, disposal fees must be reasonable and competitive with other

disposal options. If they are not, the community will continue land

disposal. The four private/public sector projects financed have shown

without question that the private investments have been used to lower

the disposal fees to acceptable levels.

Adoption of restrictions on the use of tax incentives such as H.R.

1635 and 3110 would bring an abrupt halt to the timely development of

future projects at the precise point that these first projects are

struggling to their feet with the aid of these legislated incentives.
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I would like to point out that the four projects, (Westchester

County, New York; Baltimore County, Maryland; North Andover, Massa-

chusetts; and Lawrence and Haverhill, Massachusetts), have other very

definite public purpose fall-outs in which the private sector plays a

part. First, the developer, the operator and the equity participant all

have a large interest in making the project work. This interest was

absent in several previous and on-going waste-to-energy projects with

very unfortunate results. This interest assures the community needing

the service that the project will dispose of their garbage reliably and

in an environmentally safe manner which is the objective of the project

in the first place. There is one entity responsible to the community

for the project.

Second, the availability of tax incentives or tax expenditures

which are used to attract private investors represents the appropriate

federal commitment and participation towards achieving tha twin ob-

Jectives of effective treatment and disposal of solid waste and recovery

of energy, commitments which Congress established in the Solid Waste

Disposal Act and the Energy Security Act. Eliminating these incentives

would essentially countermand the federal commitment to these objectives.

Please recall that we vigorously opposed and continue to oppose the

use of federal grants, loan guarantees, price support loans and other

similar instruments to assist resource recovery projects. We believe

they encourage and reward adventurers who competed for projects against

legitimate private-sector corporations possessing the technical and

financial basis to complete a project and make it work. Communities
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also contributed to the problem by lining up, hoping for federal funds

and delaying the solving of their solid waste problems. We are pleased

that these programs are for the most part unfunded by Congress.

Solid waste disposal projects are self-limiting. They will only

be built where there is a solid waste disposal problem. The energy

recovery portion simply reduces the disposal costs and in the long run

can make them economical for the community.

I would like to make one last point. These projects create new

Jobs. It typically takes 3-4 years to build and place into operation a

waste-to-energy facility. The construction contractor will employ up to

200 workers during this period. When completed, these facilities will

employ 60-70 full-time staff. They will commence returning taxes to the

Treasury as soon as construction begins. They will still require a

landfill and its employees for residue and shutdown periods. They will

still require all of the collection personnel, both private sector or

public sector to bring the refuse to the facility. And they will solve

part of the solid waste disposal problem.

We believe that elimination of existing tax incentives would be a

severe setback for municipalities attempting to make environmentally

desirable choices about waste disposal, and in effect would be a de

facto mandate by Congress for long term reliance on-landfills, an exact

reversal of our present policy.

On behalf of NSWMA, I want to thank the Committee for the oppor-

tunity to present the statement.
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On behalf of the National Association of Independent Colleqes and

Universities, as well as the undersigned higher education associations, we

would like to express our concerns about certain parts of the Treasury _

Department's tax expenditure list. We ask that this statement be made a

part of the record of the Senate Finance Committee hearing on tax

expenditures (June 28 and 29, 1983).

The Treasury Department prepared the first list of tax expenditures in

1968 when Professor Stanley Surrey was Assistant Secretary for Tax Policy.

Certain criteria were established to determine which tax provisions should

or should not be included in that list. As required by the 1974

Conqressional Budget and Impoundment Act, an updated list of tax

expenditures and their "cost" to the government has been published every

year in the Federal Budqet.

Several items of great interest to higher education are included in the

tax expenditure list. Those we wish to comment on are: the deductibility

of charitable contributions; exclusion of interest on tax-exempt student

loan bonds; employer educational assistance; and the research and

development tax credit.

Voluntary qivinq, which provides vital financial support for American

colleges and universities and other charitable institutions, is encouraged

by federal tax laws that were enacted in recognition of the value of

nonprofit charitable institutions to society. The charitable deduction was

incorporated into the Income Tax Law of 1913 as a stimulus to encourage the

giving of wealth for public purposes. Thus, Congress has for over 65 years
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recoqnized the important services provided by charitable organizations in

meeting public needs. Private philanthropy has always been viewed as a

cornerstone of our pluralistic society.

Although the tax expenditure list may serve a useful purpose, it is

inappropriate that the Charitable deduction be included. While most items

on the tax expenditure list yield a personal financial benefit to the

taxpayer, the charitable deduction encouraqes donations of personal property

which inure to the public qood. Every dollar contributed to charitable

organizations goes to a public purpose activity.'

The tax policy reasons for excluding the charitable deduction from the

list are compellinq. Money voluntarily qiven to worthy public causes should

not be counted as "income" in an income tax system that taxes a person in

accord with his ability to pay. A person's annual ability to pay tax is

properly measured by his annual personal consumption and annual net

accumulation of wealth. In the case of amounts donated to-educatioh and

other charitable activities, the benefits produced have the character of

public goods where consumption by one person does not preclude consumption

by others. No one individual should be taxed as if he had consumed the

goods himself. The charitable deduction guarantees that individuals will

not be taxed on amounts they devote to public use through philanthropic

givinq. Since the money donated to charitable-orqanizations is not

available to the taxpayer to be consumed or saved, the charitable deduction

should'be seen as a procedure to define the amount of income sub.lect to

tax.
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Another compelling tax policy argument against inclusion of the

charitable deduction in the tax expenditure list is that typically, the list

assumes that the government is choosing between a direct grant and inclusion

as a tax expenditure. In certain cases involving charitable organizations,

however, the government is prohibited from qivino direct grants and

therefore, there is no Choice. Direct grants to many charities, such as

sectarian religious organizations, are prohibited by several state

constitutions.

If one accepts, for the sake of argument, the validity of the tax

expenditure theory, and the correctness of placing the charitable deduction

on the tax expenditure list, the deduction clearly merits retention in the

tax code . The charitable deduction, for both itemizers and nonitemizers,

is effective, efficient and eqOitable.

It is effective as evidenced by annual increases in charitable giving.

The deduction for nonitemizers, when fully'effective in 1986, is expected to

generate $5.7 billion annually fbr public purposes. This would mean an

average increase in giving of approximately 12 percent.

It is efficient. Data compiled by Martin Feldstein, currently chairman

of the Council of Economic Advisers, Show that every dollar of revenue

foregone for the government through the charitable deduction yields

approximately $1.19 in voluntary support for charitable institutions. In

fact, while the deduction for nonitemizers is expected to generate $5.7

billion for charities, the Treasury would take in only $4.8 billion less.

24-865 0-88-28
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It is equitable. The charitable deduction increases the proqressivity

of the tax system because people in higher tax brackets tend to give a

larqer portion of their earnings than the people in the lower income tax

brackets. Thus, the equity of distribution of income in our society is

increased by the availability of the charitable deduction. The deduction

for nonitemizers is especially equitable for low and middle income taxpayers

who do not itemize their deductions, It would qive recognition to every

taxpayer making charitable qifts for public purposes.

The effectiveness, efficiency and equity of the charitable deduction

for both itemizers and nonitemizers clearly show the validity of the

-.deduction as a tax expenditure.

As for the exclusion of interest on tax-exempt bonds, we ask that

current law be maintained. Last year, in the Tax Equity and Fiscal

Responsibility Act of 1982 (TEFRA), Conqress recognized the public purposes

that colleQes and universities serve, requiring only reporting and

registration in the case of student loan bonds or bonds for tax-exempt

organizations. We supported those provisions and suggest that no new

conditions exist that would indicate a need for further changes in the law.

We ask Congress to reassert that recognition and continue the treatment of

colleges and universities as stated in TEFRA. We also ask that such public

purpose bonds not be included in any type of state volume cap.

The nontaxable status of employer educational assistance expires Dec.

31, 1983. We support a permanent extension of that provision of the tax

code and also support inclusion of educational benefits for both spouses and

dependents.
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Finally, the research and development tax credit, passed as part of the

Economic Recovery Tax Act of 1981 -ERTA), should be made permanent and

a discussion should be initiated to consider allowing a non-incremental

credit for industrial expenditures on university-based basic research.

Basic research, defined by ERTA, as "any original investigation for the

advancement of scientific knowledge not having a specific commercial

objective..." is ultimately the essential source of industrial innovation

and provides the intellectual basis for our international competitiveness.

One of the more effective ways to transfer knowledge, developed in the

university laboratory, to the market place is to encourage

university-industry cooperative research projects. An appropriately

modified research and development tax credit will provide for increased

university-industry cooperation and will improve the vitality of the U.S.

economy.
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*The 15-Year Accelerated Cost Recovery for BuildingsO
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Introduction

The Retail Tax Committee of Common Interest

represents nine major retailing companies,!/ the American

Retail Federation, and the National Retail Merchants Associa-

tion on federal tax matters that are of interest to the

retailing sector of the economy. Retail sales represent

approximately 33 percent of the GNP and provides jobs for 12

million employees.

This Etatement presents the retail sector's views

with respect to the 15-year accelerated cost recovery system

(ACRS) category for buildings. The benefits of ACRS in

excess of straightline deductions is not listed as a so-called

/ Allied Stores Corporationv Associated Dry Goods Corpova-
tion; Carter Hawley Hale Stores; The Dayton Hudson
Corporation; Federated Department Stores, Inc.; R. H.
Macy & Company, Inc.1 The May Department Stores, Inc.
J. C. Penney Company, Inc.7 Sears, Roebuck and Company.
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"tax expenditure" in Special Analysis G of the Administration's

budget documents for PY 1984. However, depreciation on

buildings in excess of straightline is explicitly listed in

both "Estimates of Federal Tax Expenditures for Fiscal Years

1983-1988," page 13, published on March 7, 1983 by the Staff of

Joint Committee on Taxation, and in "Tax Expenditures: Budget

Control Options and Five-Year Budget Projections for Fiscal

Years 1983-1987," Table A-i, published in November 1982 by the

Congressional Budget Office. While not approving of the concept

and terminology of "tax expenditures" the retail sector does

want to discuss the 15-year ACRS category for buildings which is

found on such lists.

Summary of the Issue
and Recommendation

ACRS permits the cost of buildings to be

recovered over 15 years using rapid deduction methods. The

Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA)

reduced the ACRS improvements for cost recovery for machinery

and equipment, based on a belief that ACRS was "too generous".

This terminology is now being used in-support of alternative

proposals to severely curtail the ACRS improvement in cost

recovery for buildings.

The Issue and
Background

ACMS for Buildings. ACRS created a 15-year write-

off category foi: all -new or newly acquired buildings.

The deductions for such property are determined using

tables supplied by Treasury based on the 175 percent



484

declining balance method with a subsequent swith to straight-

line when the latter becomes more favorable. The first

year's deduction is based on the number of months during

which the property is in service. At the taxpayer's option,

a slower recovery can be elected based on straightline

deductions over a 15-, 35- or 45-year period.

Cost Recovery and Investment. Increased efficiency

and productivity in the distribution of goods and services

requires a continuing capital investment program in new

technologies and more energy efficient assets, just as is

the case for heavy manufacturers, for transportation companies

and for other business sectors. The years of high inflation

and costly financing in the mid-to-late 1970s made replacement

of antiquated or inefficient assets and modernization of

facilities very difficult. As a result, business' ability to

make the new capital investments so necessary for economic

growth has been slowed.

By increasing the pace at which such capital investment

outlays are recovered, ACRS--

(1) reduces the disincentive inherent in the federal
income tax with respect to business' capital
improvements,

(2) offsets part of the impact of inflation and
high interest rates, and

(3) recognizes the relationship between rapid recovery
of capital investment and economic growth.

Without the benefits of ACRS that have been available

since 1981, new investment by many sectors probably would

have been even lower than actually recorded levels, thus

adversely impacting an already weak economy.
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Whereas machinery and equipment are the servants of

manufacturers, buildings are the tools of retailers.who are

the essential link in the chain between the manufacturer

and the consumer. Efficient, modern, technologically

up-to-date buildings are critical in carrying out the

retailer's distribution tasks. These buildings are the

jingle largest fixed capital outlay normally made by retdiilers.

AccordLngly, particularly in inflationary periods, the more

rapidly capital expenditures for structures can be recovered,

the faster these dollars can be reinvested in new, modern,

more productive facilities and distribution processes.

Federal Tax Law. However, federal tax law histori-

cally-imposed lengthy depreciation periods on buildings.

Depreciation periods of 25 to 40 years were common, thereby

stretching the recovery of capital invested in a building

over an excessively long expanse of time. Furthermore,

buildings were denied the most accelerated deduction

techniques that were available for machinery and equipment.

As enacted in 1981, ACRS for buildings--both the

175 percent declining balance method and the shorter 15-year

recovery period--provLdes a stimulus much like the investment

credit available for machinery and equipment. Since buildings

do not qualify for the investment credLt, the potential

profit from an investment in a building can be increased

only by a reduction of current costs. If the cost recovery

period were lengthened, or the deductions were less accelerated,

the overall costs of constructing stores, warehouses or

manufacturing facilities would increase as a result of a
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change in the cash flow generated-by depreciation deductions.

In other words, the net present value of the investment's

tax benefits would be reduced.

Inflation. A short recovery period and a reasonably

Accelerated deduction mechanism also help offset the adverse

t ffects of inflation in measuring dollar value. When

expenditures are made in one period, and after a period-of

inflation are recovered in the future through depreciation

deductions, the real capital returned to the business will

be materially less valuable than the original capital

invested. Similarly, a slow rate of deductions which delays

the cost recovery also results in a loss of capital to the

investing business. Thus, the longer the capital cost

recovery period, or the slower the rate of deductions,

the greater the risk associated with the capital expenditure.

The effect of inflation on capital expenditures is so

material that regulatory and professional groups (e.g., the

SEC and AICPA) are continually studying, proposing, and

promulgating rules requiring business to disclose inflation-

adjusted financing information to the public.

Investment. A short and accelerated cost recovery

period, coupled with reduced financing costs, aids business

in obtaining realistic returns on investment in capital

expenditures. Again, the faster capital investments are

recovered, the faster these dollars can ba reinvested. This

effect is particularly notable in retail-ing where buildings

comprise a disporportionately-large portion of a taxpayer's



fixed assets. Retailing dollars reinvested in buildings

permit construction not only of modern, efficient

structures, but also provide related benefits such as--

" employment opportunities for full-time career
seekers and part-time workers such as mothers,
students and elderly alike, and

" due to the competitive nature of retailing1 cost
savings resulting from investment in efficient
distribution facilities that can be passed onto.
the consumer.

Current Proposals
To Limit ACES

Among the list of revenue raising tax proposals in

1982 and again this year is a substantial retrenchment in the

ACRS improvements for buildings. Three proposals listed in

1982 were the following:

(1) a 20-year/175% db.iethod;

(2) a l5-year/125% db method; and

(3) an 18-year/straight-line method.

The CBO estimates that item (-1) would raise taxes on corporations

by $15.8 billion and on individuals by $3.6 billion from PY 1984

through PY 1988.

Undefined opposition
to ACRS for Buildings

The general argument presented in support of

restrictions on the ACRS treatment of buildings is that it

is "too generous,* but what is meant by that phrase is

unclear.

"Better Than Expensin." In-TEFRA, ACRS was deemed

to be *too generous' for machinery and equipment because, in

combination with the ITC and lower interest or inflation
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-rates, it produced a result that was deemed to be better

than a 100 percent write-off, or expensing, in the first

year. In other words, the combined net present values of

ACRS. and-the ITC were better than the net present value of

expensing. But for buildings, the still-lengthy 15-year

recovery period with no ITC is far from being the equivalent

of expensing; Only qualified rehabilitation expenses for

old buildings are-eligible-for an ITC. Even then, the

taxpayer must use a straightline method for deductions and

must make a full basis adjustment (a 50 percent adjustment

-for historic structures). Thus, even the cost recovery

treatment of rehabilitated buildings does not approach the

equivalent of expensing.

-A Different Kind of Asset. If Otoo generous' means

that a'building,.is viewed to be a different kind of capital

asset and, therefore#- should be treated more onerously than

machinery and equipment, the-observation is not well founded.

The building which houses a retail store is just as critical

to the retailer as the-machine tool is to an automobile

manufacturer and as the jet aircraft is to the airline. The

particular mix-of various kinds of assets that any firm or

-rsector acquires is dictated by the requirements of its

business and the efficiency and productivity of such assets.

The distinction between real property and personal property

may have an extensive history in federal income tax law, but

the company which conducts an active trade or business

cannot view its building as an asset totally divorced from
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the machinery or fixtures contained therein. Adverse tax

consequences with respect to the former imposes an unjustifi-

able economic burden on the business decision to invest

in needed structures.

Policymakers should be aware that buildings

in fact are treated more severely than equipment under ACM,

even after the curtailment of ACRS for equipment by TEFRA.

Since the enactment of the ITC and administrative reductions

in write-off periods in 1962, effective tax rates on income

from investments in machinery and equipment have fallen

dramatically in comparison to rates on income from investments

in buildings. In 1981, ACRS significantly reduced the tax

burden on investments in buildings, but the historical

differential was actually maintained by the simultaneous

ACRS/ITC improvements for machinery and equipment. Further-

more$ the differential would have increased when the two

final steps of ACRS for machinery and equipment became

effective .in 1985 and 1986. By repealing the final steps

and by imposing a basis adjustment for one-half of the rTCr

TEFRA generally eliminated the increased differential. But

investments in buildings remain subject to a higher tax

burden than post-TEFRA investments in equipment, just as was

the case before ACRS was enacted.

Tax Shelter Concerns. Finally, "too generous' may

indicate lingering or renewed concerns about the use of

buildings in tax shelter circumstances. This certainly is

not an issue with respect to active businesses such as

retailers. if there are churning or recapture problems or
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other issues with respect to individual investors who use

ACRS on buildings for tax planning and avoidance purposes,

these matters should be addressed directly. A sweeping

change in ACRS itself for all buildings would penalize those

who are making the intended use of the system with respect

to their buildings. 2

Recommendation

The current 15-year/175% db provisions for buildings

should be left untouched. Any concerns related to question-

able tax practices with respect to buildings should be

directly addressed rather than allowed to penalize the

productive businesses that place very heavy investments in

buildings.
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The Southeastern Lumber Manufacturers Association (SLNA) representing 435

lumber manufacturers in the 12 southern states is pleased to submit this te-

timony on estate tax law to the Committee.

SLKA supported the inclusion of estate tax reform in the National conoic

Recovery Act, the 1961 tax act. We oppose the proposal to free estate tax

exemption at this year's level of $275,000 and the estate tax rate at 60 per-

cents

We urge the Committee to oppose the idea and to allow the scheduled phase-

in of the changes made in the unified gift and estate tax credit and rate cuts

to run their course.

The reasons estate tax reform were enacted in 1981 are the same reasons

the scheduled phase-in of the changes in the credit and the rate should be

fully implemented, Rnactment of the 1981 estate tax provisions was a recogni-

tion by the Congress that inflation had devastated the estates of small busi-

ness owners, such as 8LAs members, and family farmers. An increase in the

credit was necessary just to protect estates from the ravages of inflation

during the 1970's.

Congress recognized that heavy estate taxes, combined with spiraling in-

flation, had made it exceedingly difficult for small business owners to pass

their businesses on to their children. That situation has not changed as the

nominal value of estates has still been artificially increased by inflation.

Today's reduced rate of inflation has done nothing to reverse the adverse con-

sequences of inflation on estates during the 19701s As a result, we firmly

believe the 1981 estate tax provisions should go into effect.

OLKA does not believe Congress should reimpose the estate tax barriers to

passing on family owned businesses which it removed only two years ago. Con-

gress' action was right then and it remains right today.

I 0
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The Tax Council

ROBSET C. BOWN

DOUGLAS P . U tI

June 27, 1983

The Honorable Robert J. Dole
Chairman
Senate Committee on Finance
Washington, D.C. 20510

Dear Mr. Chairman:

This letter and the accompanying analysis serve as the Tax
Council's submission to the Senate Finance Committee's call for
hearings on the general topic of "tax expenditures." The Tax
Council is a business organization comprised of a broad spectrum
of corporate enterprise for the purpose of advancing stable,
capital conscious federal tax policy.

It is the view of the Tax Council that:

(1) The definition of tax expenditure is critical both to the
concept and level of the listed items. There is no such thing as
a "normal" income tax, except in the eyes of the beholder.

(2) A number of items currently listed in the tax expenditure
budget serve the primary purpose of measuring real income or
counteracting an existing tax penalty. These items would appear
to be part of a "normal" income tax structure, at least in the
view of the legislature which enacts and maintains them. As
detailed in the attached analysis, nine major tax provisions
affecting individuals now classified as tax expenditures can be
reasonably shifted ouw, reducing the total tax expenditure budget
by 45%. Similarly, at least seven major tax provisions affecting
the corporate sector can be removed from the list, reducing the
corporate sector tax expenditure list by 57%.

(3) The distribution pattern of the current tax expenditures
list shows that upper income groups do employ a higher proportion
of the dollar volume of tax expenditure items. Of course, these
same groups also pay proportionately more in tax liabilities.
Measuring the relative benefit of tax expenditures to taxes paid
reveals that the lowest income group (0-10,000 AGI) receives
$1.38 of tax expenditure for every $1 tax paid. All other income
groups fall randomly within the range of $.40 per tax dollar for
the $200,000-and-above income group to $.59 per tax dollar for the
$50,000-100,000 income group.
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(4) If the items under question in our analysis are deleted
from the tax expenditure list, the distribution shifts
significantly toward the lower end of the Income scale. Further,
if the zero bracket amount were considered a tax expenditure, the
ratio of tax expenditure to tax liability becomes strongly
progressive, moving from $1.69 per $1 paid by the 0-$10,000 income
class to $.16 per $1 tax paid by the $200,000-and-above group.

The principle that underlies the attached analysis and, in
general, represents the Tax Council's view of better tax policy is
that capital formation and preservation are necessary conditions
to achieving real economic growth,-increased productivity andemployment, and continued improvement in the quality of all human
life. This role of capital has been recognized and encouraged
through many of-our tax laws since the inception of the income tax
in 1913. It has also been neglected in the drafting of many other
tax provisions. We, therefore, challenge the label, "tax
expenditure," with all its negative connotations, when it is
attached to provisions that attempt better measurement of real
income or offset existing tax penalties.

Finally, we are concerned that these hearings may be
misconstrued as the vehicle for consideration of revenue raising
options now that the First Concurrent Budget Resolution for Fiscal
1984 contains reconciliation instructions calling for $73 billion
of additional tax revenues over the period Fiscal 1984-86. Should
such a legislative effort be undertaken, the Tax Council would be
pleased to address the specific tax issues and legislative
proposals that your committee wishes to review in the context of
mandated tax increases.

Sincerely,

Wi1 J.. Tremblay

Chairman

WJT/ses

enc
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246 0-8-29
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AN ALTERNATIVE TAX EXPENDITURE BUDGET

Background

The debate-over Otax expenditures" has now become a perennial. It is, in

part, a vestige of the tax reform movement that petered out in the late 1970s.

What could not be accomplished in the way of closing "loopholes" directly

through the regular tax legislative process just might be achieved with help

from instructions from the budget committees.

Theoretically, a wholesale cutback in special income tax provisions could

result in significantly lower basic tax rates. And certainly the income tax

code has become much more complex because of the existence of multiple tax

relief provisions for both Individuals and the corporate sector. The possi-

bility of using the tax expenditure budget as leverage for a simpler system is

its basic public appeal.

-- While most advocates of the tax expenditure budget lament the alleged

uncontrolled growth of such expenditures and the asserted lack of Congressional

oversight, there is also a hidden agenda. The claim is often made that tax

expenditures disproportionately benefit upper Income groups and the corporate

sector. Somehow, in this view, the government--and by extension most of the

population--is being cheated out of its rightful share of national income

because of these tax expenditures. The power to control or even to influence

such tax provisions, of course, is the power to redistribute income. The

truest believers in the tax expenditure budget are apt to favor a highly_'

progressive individual Income tax and look upon the federal government as an

active agent of Income redistribution.

A practical objection to tax expenditures is the difficulty in measuring

them. Unlike budget accounts, tax expenditures cannot easily be aggregated

for the purpose of meaningful review and evaluation of their overall
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economic impact. In fact, the Special Analysis G of the Budget consistently

has contained a specific warning against aggregating the Individual items and

does not present a total of then because changes in various tax provisions cant

induce changes in taxpayer behavior affecting the value of other tax provisions.

This is particularly pertinent with respect to special provisions affecting

savings and investment.

Another principal problem with both the 4ubstance and measurement of tax

expenditures--and the focus of the following analysis--is their essentially

arbitrary definition. Supposedly, everything outside of the "normal" structure

of the income tax is a tax expenditure. According to the 1974 Congressional

Budget Reform Act, which first mandated the tabulation of tax expenditures on

a regular basis, they are "revenue losses attributable to provisions of the

federal tax laws which allow a special exclusion, exemption, or deduction from

gross income or which provide a special credit, a.preferential rate of tax or

deferral of tax liability." The Joint Taxation Comittee goes on to define

"tax expenditures" as any departure from a comprehensive tax base and any

departure from the definition of net income other than the business costs of

earning that income.

It is the position of this paper that:

(a) There is no such thing as a "normal" income tax except in the eyes

of the beholder. That while it's obvious that special tax provi-

sions have proliferated in recent years and that they have made the

income tax structure more complex, these facts by themselves do not

justify using arbitrary standards of classification for purposes of

deciding what is abnormal in the tax structure and hence the subject

of special conditions as to continuance, modification, or

elimination.

2
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(b) Making relatively small changes in the definition of "normal" tax

structure can result in massive changes in the level and

distribution of tax expenditures. This will be developed In the

section on an alternative tax expenditure budget.,

Supporters of the tax expenditure budget concept tend to dismiss the

definitional problem as a matter of smantics. But far more Is involved.

-Without a firm foundation as to what constitutes a tax expenditure, the whole

case for subjecting some provisions of the law to more rigorous tests than

others tends to crumble.

Up until now, there has been no serious challenge as to what Is and what

Is not Included in the tax expenditure budget., The decisions are made

arbitrarily by the bureaucracy. Perhaps not too much attention has been paid

to this because up until now nothing has been done about tax expenditures

specifically other than to list them. Sunset legislation and/or subjectihg tax

expenditures to a statutory budget limitation could change this situation

drastically. But even without sunset, the regular tabulation of tax

expenditures, going on for the past ten years, is cloaking the concept with ran

authority of its own. And from that authority comes the power to influence,

if 1ft control, the direction of future tax policy.

The Current "Budget"

From the start, the official list of tax expenditures~as it appears in

the Budget's Special Analysis G and elsewhere has been fairly Inclusive. If

the tabulators had any doubts to some provisions, they resolved them, in

general, by throwing the provisions into the tax expenditure pot.

3
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The total number of listed tax expenditures now stands at 109, with an

estimated "revenue cost" 1 ) in Fis'cal 1984 ranging from $10 million tax credit

for orphan drug research to over $50 billion for the net exclusion of pension

contributions and earnings. The aggregate total of the separate tax expendi-

ture items is projected at $327 billion in Fiscal 1984, about one-third the

size of direct Federal Government expenditures under the unified budget. Of

this total for Fiscal 1984, $260 billion or 80% would be for individuals and

the balance, $68 billion, for the-corporate sector.

Existing tax expenditures in general are projected by the government to

grow fairly rapidly over the next five years. According to the projections of

the Treasury and the Joint Committee on Taxation, the totals will increase at

about 11Z per year to $491 billion between Fiscal 1983 and Fiscal 1988. This

would result from increases in income, whether real or Inflationary, that

allow more income to receive special tax treatment and because of the cumulative

effect of legislative changes in recent years which, on balance, liberalized

the tax provisions making up the tax expenditure budget.

As indicated, the tax expenditure budget is a full one. Nevertheless,

there are some curious omissions. The two most obvious, and of very significant

revenue consequence, are the personal exemption and the zero bracket amount.

Both are considered part of the "normal" tax structure. Yet the the split

rates on corporate incomeunder $100,000 are considered tax-expenditures.

Even though the purpose--to shield the smaller corporation from-the full tax

burden--is very much the sam as the personal exemption and the zero bracket

amount for lower income individuals. The basic rationale for the zero bracket

amount (formerly standard deduction) Is to give middle and low Income ndi-

(1 )Defined as the first-order estimate of the revenue vain that would
result from the elimination of a particular provision on a one-at-a-tm"
basis.
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viduals a similar tax deduction as taken by those who itemize deductions

separately. Yet all Itemized tax deductions are considered tax expenditures

and the zero bracket amount is not.

As will be developed further, this type of classification carries

very significant Implications for the distribution of tax expenditures by

income class.

Distribution of Tax Expenditures

In 1975, a report requested by then Senator Walter Mondale made

estimates of the distribution of tax expenditures by income class. These

estimates have been updated for some items according to present law at 1981

income levels. However, the last comprehensive distribution for all listed

tax expenditures for Individuals Applies to Fiscal 1981 In a report prepared

by the Department of Treasury. It is unlikely that the distribution pattern

of the published tax expenditure list has changed significantly since then.

The summary of that 1981 distribution is presented below.

TABLE -1

Distribution of Tax Expenditures and Tax Liability, Ratio of
Tax xpena.tures to tax Lablilty DY Incom Class.. ... M I S~l FfSCal 1VV1)

Number of Tax Epnditures Ta x Ltabfly
Returns miles ) 'Toa_ l DstriTlO-n TOD1isstrioltlon

36.3 $12.1 7.7% 8 6.8 3.0%
14.2 8.6 5.5 17.7 6.1
11.0 9.7 6.2 23.4 8.0
16.3 27.2 17.4 57.1 19.6
13.4 46.7 29.8 88.2 30.2
3.4 31.1 19.8 52.6 18.0
.5 12.2 7.8 22.1 7.6
.14 9.1 5.8 22.8 7.8

Summary Table

61.5 $ 30.4 19.4% $ 49.9 17.1%
29.7 73.9 47.2 145.3 49.8
4.04 52.4 33.4 97.S 33.4

Ratio: Expenditure
to Liability

1.38
.49
.42
.48
.53
.59
.55
.40

.61

.51.54

Source: Office of Tax Analysis, U.S. Department of Treasury and Tax Council computations.
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The table indicates that a large share of the tax expenditures affecting

Individuals went to a small proportion of taxpayers at the upper Income levels.

Specifically, 33.4% of the dollar value of all tax expenditures benefitted

4.3% of the taxpayers -- those with incomes over $50,000. When the proportion

of actual taxes paid by the various income groups is matched up with their

share of tax expenditures, the distribution looks more even. That relatively

small group of taxpayers with Incomes over $50,000 paid 33.4% of the total

individual income tax. The broad middle and upper-middle income groups

($20-$50,000) received 47.2% of tax expenditure benefits and paid 49.7% of the

tax. Low and middle income groups (below $20,000) received a higher proportion

of tax expenditures (19.4%) than they paid in tax liabilities (17%).

Taking the ratio of listed tax expenditures to tax liabilities, we find

that the relative "benefit'-of tax expenditures is lowest at the $15,000-$20,000

income level and the $200,000+ income level. The highest-relative *benefit"

accrues to the 0-$10,000 income level.

This is really not surprising since the purpose of a great numbr of

listed tax expenditures is to provide more income security at the low end to

counteract the affect of high marginal rates of tax at the high end.

Heasuring Real Income

The conceptual base of the existing tax expenditure budget relies

heavily on the HeigvSimons. definition of income, i.e., the sum of consumption

and changes In net worth during the period In question. Acceptance of this

concept leads one to describe as Onormal" a fairly comprehensive tax base that

would subject manr forms of income, not now liable, to income taxation.

However, the existing tax expenditure budget is more selective than any rigorous

application of the Haig-Simons definition would permit. For instance, under
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the latter, the imputed value of owner-occupied housing and housewives' services

surely would be subject to tax. But they are not, nor are they Included in

the tax expenditure budget. This is not surprising considering that the

estimated dollar value of imputed homeowners' rent alone runs well over $200

billion per year and would completely swamp the existing'tax expenditure

budget both statistically and politically.

Real income, particularly in the Inflationary environment of the

past fifteen years, would appear to be considerably less than the Haig-Simons

definition. For purposes of this paper, we make no attempt to substitute any

elegant definition that Wuld stand the test of thorough analysis In every

case. We will look at some of the major tax expenditures listed In both the

individual and corporate sectors to see if they fit a deliberately more relaxed

view of what constitutes real income. If the particular tax provisions appear

to serve more to measure Income for tax purposes or to counteract the effect

of related tax penalty provisions than to serve nontax goals, 'they will be

excluded from our "alternative" tax expenditure budget. We make no pretense

that this will result in a purer list of tax expenditure. In fact, we doubt

that such can be produced with any wide-scale consensus. We deliberately will

exclude major items when there appears to be significant doubt as to their

"abnormality" in a reasonable measurement of income. And, again, to make the

compilation manageable, we will examine only some of the major items leaving a

considerable number on the tax expenditure list which a more detailed review

using the sa basic assumptions might well exclude.

7
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Individual Sector

Capital Gains

There are three major tax expenditure items in the capital gains area

affecting Individuals:

Estimated FY'84
Revenue cost

(1) The general 60% capital gains exclusion
(other than for farming, timber, coal and
iron ore). $14,320

(2) Step-up of basis on capital gains at death. 3,565

(3) Deferral of capital gains on home sales and
exclusion of gains on sales for those age
55 and over. 6,525

$24,410

The history of capital gains taxation in the U.S. Is convoluted. It

started with inclusion of capital gains in income to be taxed at ordinary

rates In the 1913-1921 period. In the 1930s there was experimentation with

the sliding scale approach whereby gains were subject to lower tax rates the

longer the assets were held. There was a fairly long period of stability in

the 1942-1969 era when capital gains were taxed at half the regular rates with

a 25X maximum. Since 1969, there has been both a general stiffening of tax

treatment, particularly through the minimum tax, and then an easing in the

1978 legislation which raised the basic exclusion to 60% and effectively

removed capital gains from the minimum tax.

For those Inclined to the Haig-Simons income concept, which includes

changes in net worth, the capital gains exclusion is an obvious tax expenditure.

So is the step-up in basis of capital assets acquired at death, which allows

intergenerational and other transfers to "escape" income taxes.(2)

8
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Chinks in this argument have become more noticeable as inflation has -

worsened, over the past fifteen years. To the extent that nominal capital

gains represent simple Inflation In asset values, no additional real capital

is created and taxation of those gains erodes our capital base. Citing of

this inflation factor was instrumental in obtaining some tax relief for capital

gains in the 1978 act and has led to proposals to index the basis of productive

assets so that the inflation component would not be subject to tax.

A much more basic argument is made that capital gains are not income --

period -- that only the stream of production giving rise to income should be

taxed, not the capital employed. Most savings of individuals have already

been subject to income tax, of course, as they were earned in the stream of

production. This argument emphasizes the public interest In enhancing the

nation's stock of capital for a more productive economy for all- The double

taxation of capital, in this view, once as it is created (saved) in the produc-

tion process, and then through the capital gains tax on transfers, significantly

diminishes our capacity to produce -- to the detriment of all.

The argument also is made that the preservation of capital can be

just as important as new capital formation particularly in practical terms in

maintaining a healthy small business community -- In preserving continuity of

management and survival of enterprise. Accordingly, the step-up of basis for

capital assets at death would be considered a means of mitigating the adverse

effect of estate taxation on capital preservation. The thrust of this argument

was very evident in persuading Congress to reverse-its position on tfre

(2)ln fact, a literal acceptance of Haig-Simons would mandate taxing both
realized and unrealized capital gains. Proponents of the latter just haven't
figured out how on a practical basis.
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carry-over basis matter. The carry-over basis provision of the 1976 Tax

Reform Act was a partial proxy for taxing gains at death, but a coalition of

investors, small businesses and farmers beat it down within three years, a

remarkable turnabout on such a major reform issue.

The case for not taxing capital gains as income has never prevailed

fully in the U.S. (although it has elsewhere). But it has been strong enough

to force special treatment of capital gains going back almost to the beginning

of the income tax system when inflation was not really a problem. Thus, a

basic argument, certainly can be made that it is taxation-of capita gains,

giving f topopulist sentiment, that is the abnormality. The partial

exclusion, the.deferral of taxes on home sales and the step-up of basis at

death are all ameliorations of the tax penalty imposed by income taxation of

capital regardless of the inflation rate. In this view, they should be removed

from the tax expenditure list -- not Just to the extent of the effect of

inflation on capital, but entirely. -

State and Local Taxes

Second only to pension contributions by employees in the tax expenditures

list for Individuals is the deductibility of state-local taxes, specifically

property taxes on homeowners and other nonbusiness state and local taxes,

mainly income and general sales taxes.
Estimated FY'84

Revenue Cost

(4) Deductibility of property taxes on
owner-occupied homes. $ 9,535

(5) Deductibility of other nonbusiness state
and local taxes. 21 770
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State and local taxes have been deductible from the federal income tax

system all along, even going back to the Civil War tax. Although the deduction

for state-local taxes for tobacco and alcohol was eliminated in 1964 and for

gasoline in 1978, the Congressional view of the general state-local tax system

is clearly that it reduces real income and should be deductible from the

individual income tax base. The 1978 Administration proposal to do away with

the general sales tax deduction on grounds of simplification garnered no

support whatsoever in Congress.

Followers of Haig-Simons may claim that state-local taxes are really

payments for consumer "services" -- schooling, fire and police protection,

local roads, etc. -- of benefit to the taxpayers and therefore should not be

considered outside of a comprehensive tax base. But if so, t6ese are services"

over which Individual taxpayers have very little choice. Unless you happen to

live at a marina in a state with no income tax, a food/drugs exemption from

sales tax, and acquire your other goods from an out-ofstate ail-order house,

you are going to pay state-local taxes whether or not you enjoy their "services."

The deductibility of home property taxes has been called a subsidy to

home ownership-and discriminatory to renters. However, landlords do take

property tax payments as a business cost deduction and in a competitive real

estate ue-ket are forced to pass these savings on to renters. Ironically,

under the real Haig-Sfmons income concept, which Includes the imputed value of

homeowners rent, home property tax liability would have to be considered a

business cost and not a tax expenditure.

Over the .postwar period, property and state-local income and sales taxes

have risen sharply, faster than federal taxes, and have become a very signficant

burden on the economy and on peoples' real income. This area of deductibility

appears to be one of the weakest links In the tax expenditure budget.

11
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Pensions
Estimated FY'84
Revenue Cost

(6) Net exclusion of employer share of
pension contributions and earnings. $ 56,560

No question that there is a tax benefit involved in the treatment of

qualified pension plans. It is claimed that the tax expenditure element in

these plans stems from: (1) the fact that employer contributions are not

taxed until distributed as pension benefits when the retired employee is

likely to have a lower marginal tax rate; and, (2) that the total of employer

pension contributions and Investment earnings are greater than the amounts

paid out as taxable benefits. This, it is claimed, gives the employee with a

vested pension the equivalent of an interest-free loan.

In the view of the individual taxpayer, If the employer contribution were

made taxable currently, where is the matching real income to pay the tax? The

"deferral" system as applied to employer pension contributions was set by

Congress back in 1921 and continued since then to encourage more employers to

establish retirement programs for their employees. The treatment recognizes

the basic principle of not taxing compensation or other income until it is

actually received, which accords with a Congressional view, at least, of

equity and administrative practicality. The alternative of current taxation

of the employer contribution would impose a tax penalty on the establishent

of private retirement plans. In the strictest sense, the tax expenditure

element involved here is the present value of the marginal rate differential

between the time the contribution is made and the time received and the present

value of the difference between the contributions and earnings accumulated and

taxable benefits received. The probability that the beneficiary will have a

lower tax rate at receipt of the income and will enjoy part of the fruits of

12
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Investment earnings is certainly helpful to the beneficiary. But is It therefore

abnormal tax treatment?

If private pension contributions should not be classified as tax expendi-

-tures, what about the employer contributed share of social security benefits?

The legislative history here Is murkier. Prior to 1983, Congress never explicitly

acted on the social security exemption. The exempt treatment derives from

court decisions and IRS rulings that there is no cOitractual right to such

benefits and that they are in the nature of government *gratuities' not subject

to tax. In legislation enacted this year, however, Social Security benefits

of certain individuals are subject to tax for the first time In the history of

the programr-a major step toward aligning the tax treatment between Social

Securitibenefits and private pension plans.

A grayer area would be the treatment of retirement programs for the

self-employed such as IRA and Keogh plans, and the exclusion of employer

provided premiums on group term life insurance and medical Insurance. Here

there more clearly is a current income benefit which there may be good reasons

for not taxing but which are harder to classify as part of a "nomal" tax

structure.

Medical Expenses and Casualty Losses
Estimated FY'84
Revenue Cost

(7) Deductibility of medical expenses. $ 2,630

(8) Deductibility of casualty losses. 380$Mm
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Medical expenses in excess of a certain percentage of Adjusted Gross

Income have been deductible since 1942. Congress was concerned about the

effect of very high wartime income tax rates on those with significant medical --

bills. The initial general medical deduction was limited to a $2,500 maximum

and allowed only in excess of 5% of AG1. The AGI percentage floor was tightened

in the 1982 tax legislation. The dollar maximum limit was eliminated in 1965.

As with a number of other itemized deductions, it has bien charged that

'the tax benefitof the medical deduction goes well beyond those suffering

catastrophic or even unusually large medical expenses. A significant number

of taxpayers with less than average medical expenses (said to be-about 8% of

income currently) are able to utilize the itemized deduction. Nevertheless,

there is a significant sentiment in Congress that such expenses, whether only

a little over i% of income or much higher, are still a subtraction from real

income. And particularly without the provision of government-supported medical

care for the bulk of taxpayers, there should be a recognition in the tax law

for the hardship of medical expenses. According to this view, the specific

percentage allowed is a matter of legislative prerogative and should not be

controlling as to whether the deduction is a normal or abnormal part of the

tax system.

The analysis of nonbusiness related casualty losses is almost an exact

parallel with medical expenses, and the treatment has been modified in 1982 to

a pattern much like medical expenses. Total casualty losses are now deductible

in excess of 1( of AG! and $100 per occurrence. Besides denying the deduction

for many taxpayers, this effectively increases their cost for casualty insurance.

14
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Interest and Dividend Exc*usion
Estimated FY'84

Revenue cost

(9) Interest and dividend exclusion $ 435

This exclusion often has- been characterized as an obvious tax expenditure

for individuals. It clearly benefits middle and upper income taxpayers because

of their higher marginal rates and because they are more likely to be corporate

shareholders.

But, once again, we find extenuating circumstances. It goes back to

the 1954 Code when a $50/$100 exclusion and a 4 dividends received credit

above that amount wore enacted as a small offset to the double taxation of

corporate earnings. The credit was repealed In 1964 but the exclusion wis

doubled to $100/$200. Under the windfall profits tax of 1980, the exclusion

was doubled again to $200/$400 for both dividends and interest combined,

effective In 1981.

Economists have claimed that a small dividend exclusion is not a particu-

larly effective means of encouraging additional savings or counteracting the
I

double taxation of corporate earnings -- once at the corporate level and then

again at the shareholder level. But just because It may not have been all

that potent does not make it abnormal, in fact, the exclusion is a partial

relief for a much bigger tax penalty on capital -- a reverse loophole, if you

will.

It is questionable to list the exclusion as a tax expenditure just

because Congress has not seen fit, whether for revenue cost reasons or otherwise,

to eliminate the double taxation penalty itself.
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"Net" Level and Alternative Distribution of
IndIvIdual Tax ExPendture Items

The above possible deletions from the FY 1981 tax expenditure budjet are

sumarized as follows:

Estimated FY'84
Revenue Cost
( lls.)

(1) The general 60% capital gains
exclusion (other than for farming
timber, coal and iron ore).

(2) Step-up of basis on capital gains at
death;

(3) Deferral of capital gains on home sWles
and exclusion of gains on sales for those
age 55 and over.

(4) Deductibility of property taxes on owner-
occupied homes.

(5) Deductibility of other nonbusiness state
and local taxes.

14,320

3,565

6,525

9,535

21,770

(6) Met exclusion of employer share of pension
contribution and earnings. 56,560

(7) Deductibi)tty of medical expenses. 2,630

(8) Deductibility of casualty losses. 380

(9) Dividend exclusion. 435

After these deletions, the Onet" tax expenditure budget for individuals

for FY84 would be $143.8 billion or 55X of the official list. We emphasize

again that many of the remaining items might well be candidates for removal,

too, with a more complete analysis.

The deletion of 45% of the tax expenditure budget results in a very

significant shift in the distribution of tax expenditures by income class;

(See Table 1I.) This is because most of the deleted items, according

16
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to this analysis, were designed primarily to measure Income or to counteract

some other tax penalty and these provisions primarily affect upper and upper-

middle income groups. (One significant exception is the exclusion for employer

contributions to private pension plans. The tax benefit distribution of this

provision Is weighted more to middle and low-middle income groups.)

TALE 2

Distribution of Net Tax Expenditures and Tax Liability. Ratio of
Net Tax ExpenoItures to Tax Liab1i1ty DY Income ciassDIS., Fiscal 111511

Income Nuler of Net Tax Expenditures Tax Liability. Ratio: Expenditue
Class(AG) Returns Imtts) Total U istIbution T & irStrisuwtion to Liabilitt
0-10 36.3 $10.4 12.0% $ 8.8 3.0% 1.18
10-15 14.2 6.2 7.2 17.7 6.1 .3S
15-20 11.0 6.2 7.2 23.4 8.0 .26 -20-30 16.3 15.6 18.0 57.1 19.6 .27
30-50 13.4 24.1 27.8 8.2 30.2 .27
5W-100 3.4 15.0 17.3 52.6 18.0 .29
100-200 .5 5.5 6.3 22.1 7.6 .2S
200# .14 3.7 4.3 22.8 7.8 .16

Summary Table

0-20 61.5 $22.8 26.41 $ 49.9 17.1% .4620-SO 29.7 39.7 45.8 145.3 49.8 .27
50+ 4.04 24.2 27.9 97.5 33.4 .25

Source: Office of Tax Analysis, U.S. Department of Treasury and Tax Council computations,
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Major differences in the distribution pattern from that of all listed

expenditures on page 5 and that for the Onet' tax expenditure budget are:

(1) The proportion of tax expenditures accruing to the $50,000 and above

Income groups drops from 33X to 2S. The proportion for low and

low-middle income groups rises from 19 to 26%. The proportion for

the broad middle income groups stays about the same.

(2) The ratio of tax expenditures-to taxes paid drops from 54X to 25X

(for upper Income groups). The ratio for other income groups is cut

by much lesser amounts. As a result, the distribution pattern of

relative benefit -- tax expenditure to taxes paid -- is made almost

proportional between the $20,000 and $200,000-income level.

Zero Bracket Amount

As indicated earlier, the zero bracket amount (formerly standard deduction)

is not considered a tax expenditure in the official list. Basically, the ZBA

serves as a simplification measure in lieu of itemized deductions, which,

however, are all considered tax expenditures. There is, of course, a separate

element of Income security in the ZBA as the flat amount exceeds what could be

taken as itemized deductions by many taxpayers. Particularly with the personal

exemption acting as the floor of income maintenance provision in the tax

system, there does not seem to be any logical rationale for the ZBA to be

excluded from the tax expenditure budget.

If the ZBA were Included in our alternative or "net tax expenditure

budget, a much more radical change In the distribution of tax expenditures

would result. As our "netm tax expenditure budget includes only about one-half

(55X) of the dollar total of all itemized deductions at 1981 levels, we will

adjust and reduce the ZBA by the same proportion in Table 3.
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By this calculation, the distribution of tax expenditures becomes much

more progressive with low and low-middle income groups getting about 32% of

the total and having the highest relative benefit of tax expenditures to taxes

paid. Middle and upper-widdle income groups would receive 43% of tax expendi-

tures and upper income groups, above $50,000, receive 24%.

TABLE 3

Distribution of Net Tax Expenditures including Zero Bracket
mount Tax Labllity and Katio Of Tax ExpenGte tO LablIty

By Income Class j3D0Is., Fiscal 1981

Net Tax Expenditure
With ZBA TaJ

TogaI Distribution T-t

$14.9 15.3% $ 8.8
8.6 8.8 17.7
7.8 8.0 23.4
17.3 17.7 57.1
24.7 25.3 88.2
15.0 15.4 52.6
5.5 5.6 22.1
3.7 3.8 22.8

Summary Table

$31.3 32.1% $ 49.9
42.0 43.0 145.3
24.2 24.8 97.5

x Liability Ratio: Expenditure
2Dstrioution i to Liability

3.0% 1.69
6.1 .49
8.0 .33
19.6 .30
30.2 .28
18.0 .29
7.6 .25
7.8 .16

17.11
49.8
33.4

.63

.29

.25

Source: Office of tax Analysis, U.S. Department of Treasury and Tax Council comutations.

Corporate Sector

Investment Credit

(1) Investment credit (corporate sector
only).

Estimated FY'84
Reve n3Cos
[* all$. )

S 12.315
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Since its enactment in 1962, the investment tax credit has been increased,

decreased, repealed, reinstated, made temporary, made permanent, and been

allowed to offset 50%, 60%, 70%, 80%, and 90% of tax liability. 1982 law

sets the offset at 85X and requires that half the credits value must be deducted

from the corresponding cost basis.

Two important legislative developments make questionable the inclusion of .

the general invest credit as a tax expenditure item. First, when Congress

enacted the landmark 1964 tax reduction, it reduced individual tax rates by

much more (an average of 20%) than it did corporate rates, (OX). The ratio-

nale then was that the business sector had already obtained a large measure of

tax relief through guideline depreciation and the investment credit in 1962

(about 80% of the investment credit goes to the corporate sector). Therefore,

the credit, in part, was a substitute for more far-reaching corporate rate

reduction than actually occurred in 1964 or afterwards.

Secondly, because of past interruptions in the availability of the

investment credit, which had a negative effect on business planning for capital

i spending programs, Congress stated specifically in the 1978 legislation that

the 1OX credit should be considered a permanent feature of the tax code. Its

clear intent to make the credit permanent does not deny the unique nature of

the credit and that it is more Important to capital-intensive industries. But

Congress, at least, does consider the general investment credit to be of

sufficient widespread application and success in achieving its objective of

encouraging productive investment to be a regular part of the tax structure.

Corporate Rates
Estimated FY84

Revenue Cost (%7m1s.)

(2) Reduced tax rates on first
$100,000 of corporate income $ 6,525

20



466

The purpose of the graduated rate schedule for corporations up to the

first $100,000 of corporate income parallels that for the graduated structure for

individuals--in this case to shield smaller corporations from the full tax

burden. There is no apparent Justification for considering the reduced rates

for small business as "abnormal" and hence a tax expenditure item while the

"normal" marginal rates for individuals are not.

Depreciation
Estimated FY84

Revenue Cost (Tmls,)

(3) Accelerated Cost Recovery System $ 16,220

The tax expenditure element hereM is said to be the revenue loss associated

with the shorter life permitted by ACRS as compared to the guideline lives

ascribed in the now defunct Asset Depreciation Range System. In the case of

machinery and equipment, however, the use of accelerated methods of depreciation

is not a tax expenditure on the ground that these assets do tend to depreciate

more rapidly than the simple straight-line calculation might yield. For

rental housing and commercial buildings, any depreciation in excess of stPaight-

linte is considered a tax expenditure.

Treasury analysts have already recognized the weak case for the tax

expenditures arguement and have dropped depreciation from the Special Analysis

G listing altogether. The Joint Committee on Taxation retains this Item with

the caveat that staff is studying its definition particularly in light of the

impact of inflation on the eroding real value of depreciation deductions.

The changes enacted through the tax bills of 1981 and 1982 provide the

rationale for removing this item from the tax expenditureudget entirely.--

The notion of useful life for tax depreciation calculations has been rejected

outright and replaced with the notion that ACRS, coupled with the investment
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tax credit, serves as a method to relieve the tax burden on productive capital

completely. Congressional Committee prints and conference reports repeatedly

cite expensing--the imdiate write-off of the full cost of capital--as the

"norm" for the treatment of capital for tax purposes. Here is a clear case of

measuring real income by correctly identifying business costs.

Capital Gains
Estimate of FY84

Revenue Cost ( m11s.)
(4) Corporate capital gains (other than

farming, timber, iron ore and coal) $ 2,075

The same basic case applies to corporate capital gains as to capital

gains of individuals.

Research and Development
Estimated FY84-Ke, e'nU* Cost (4411S. )

(5) Expensing of R&D expenditures
(6) Suspensfo' of regulations relating

to the allocation under Section 861 of
research and experimental expenditures 60

As stated above, Congress clearly feels that expensing is the norm for

the tax treatment of most productive capital, as it has been for research and

development expenditures since 1954.

The Inclusion in the tax expenditure list of the revenue loss associated

with the suspension of Section 861 regulation governing the allocation of

domestic R&D expenses shows the convoluted logic that one must engage in to

devise such a list. The U.S. was unique In Imposing this allocation requirement
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on R&D in the first place, and the tax break" is not a break but a penalty on

domestic R&D expenses for certain corporations Uhat happen to find themselves

in excess of the foreign tax credit Itmitation. The suspension of the

regulations is not like a statute that creates special tax favor but rather

erases a peculiar and damaging tax penalty. Under the logic which places the

suspension in tW list of current tax expenditures, prior lists should have

included as a tax break all domestic R&D expenses that had been allocated

abroad but that had not triggered the excess credit limitation.

Forelan Source Income
Estimated FY'84
Revenue Cost

(7) "Nefera] of income of controlled
foreign corporations. $ 345

This tax expenditure Item probably has produced more argument --

certainly more argument per dollar of estimated revenue cost -- than any of

the other 109 separate Items. Long a target of the labor movement, tax

"deferral" of income of foreign subsidiaries survived several votes in Congress

in recent years -- the last of which in 1978 was a quite strong endorsement

of the existing treatment.

The tax expenditure element is said to be the interest-free loan

that deferral of tax allows to controlled foreign corporations while branches

of U.S. companies operating abroad are subject-to current taxation. Supporters

of the present treatment argue that it is really not a question of "deferral"

at all -- that the foreign corporations, whether or not controlled by a U.S.

parent, are subject to foreign tax jurisdiction and no matter what the taxation

policy of that jurisdiction, no.real Income for tax purposes is realized by

the parent until the earnings are repatriated as dividends. In a series of
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legislative moves from 1962 through 1976, Congress did carve out so-called

"tax haven" or Subpart F income of these subsidiaries and subjected this income

to current U.S. taxation. Defenders of the existing treatment would say that

Subpart F ts the tax abnormality, not the "deferral" system.

The revenue cost of "deferral" is not large In any event. Indeed, some

say the Treasury could actually lose revenue if current taxation were forced

because foreign countries would retaliate by raising their taxes on U.S. business

operations abroad, thereby allowing more foreign tax credits against U.S.

tax. The present treatment is considered important, however, by many businesses,

particularly those operating in developing countries, as a means of keeping

competitive with foreign-owned companies.

"Net" Level of Corporate Sector Tax Expenditures

The corporate sector tax provisions outlined above add to $39.9 billion as

indicated below:

Estimated FY81
Revenue Eost( mils.)'

(1) Inyestment credit (corporate sector
only). $ 12,315

(2) Reduced tax rates on first $100,00
of corporate Income. 6,525

(3) Accelerated Cost Recovery Syste. 16,220
4) Corporate capital gains (other than

farming, timber, iron ore and coal). 2,075
J5) Expensing of R&D expenditures. 2,370
6) Section 861. 60
7 "Deferralu of Income of controlled

foreign corporations. $ 345TOTAL * 3Y,Y10
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The FY 1984 tax expenditure budget shows a total of corporate sector tax

expenditures at $67.9 billion. Deleting the above leaves a "net, level of $28

billion.

Conclusion

The foregoing analysis confirms that a principal problem with both the

substance and measurement of "tax expenditures is the ambiguous nature ot the

definition itself and the apparent arbitrary way in which items are added to

or omitted from the tax expenditure list.

The definitional problem lies in a determination of which tax rules are

integral to a tax system in order to provide a balanced structure and a proper

measurement of net income, and which tax rules represent departures from that

net income concept and are simply measures to provide relief, assistance, or

incentive for a particular group or activity. It is the tax provisions falling

in the second category which most often coincide with the popular conception

of "loophole" or special treatment.

Up until the time the tax expenditure concept was introduced in the early

1970s, the rate of inflation had not been such a significant factor in the

erosion of real incomes of individuals and businesses. However, since that

time the rapidly accelerating inflation rate has led policymakers to realize

the imprtance of considering real (adjusted for Inflation) values in making

fiscal policy decisions. The present tax expenditure list, however, makes no

such recognition.

If there is to bea tax expenditure list, the items included

in the Budgets Special Analysis G should be subject to more rigorous analysis

by fiscal and tax experts and not just those involved in the budgetary process.

One critical benchmark for such an analysis should be whether each item is

necessary in order to determine the proper measurement of net income for

purposes of taxation.
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American Hotel and Motel Association
American Land Development Association

Building Owners and Managers Association, International
Coalition for Low and Mederate Income Housing

Council of State 1Iusing Agencies
International Council ,3 Shopping Centers
Mortgage Bankers Association of America

National Apartment'Association
National Association of Home Builders

National Association of Industrial and Office Parks
National Association of Real Estate Companies

National Association of Realtors
National Housing Conference

National Leased Housing Association
National Multi Housing Council
National Parking Association

, "- National Realty Committee

July 25, 1983

Senator Robert Dole
Chairman
Senate Finance Committee
SD-219 Dirksen Senate Office Bldg.
Washington, D.C. 20510.

Dear Senator Dole:

The seventeen undersigned organizations, which
represent broad segments of the residential, commercial,
recreational and industrial real estate industry and the retail
sales Industry, urge you to oppose any effort to modify the
treatment of new and existing structures under the tax code.

The Congressional Budget Office in a proposed list of
"Tax Base Broadening Options" and in recent testimony before the
Senate Finance Committee has suggested that the Congress might
attempt to meet part of the revenue goals of the congressional
budget resolution by extending the recovery period for new and
existing structures from 15-to 20 years.

ACRS and the other provisions of ERTA were designed to
stimulate investment. Any extension or other change in the
recovery period for structures could reduce severely the number
of industrial# commercial, retail and residential building
projects which are being planned for construction, and could
jeopardize economic recovery.

While the new ACRS provisions already have helped to
attract new capital to our industry, the Congressional Research
Service and others have noted that the effective tax-rates for
structures are much higher than those for other assets after the
passage of ERTA and TEFRA. To lengthen the recovery periods for
structures would increase this distortion.
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The ACRS provisions contained in ERTA have helped to
provide the foundation for a major renewal of business activity
in this country. They have provided a valuable incentive to new
business investment, and have demonstrated a commitment to
encouraging long-term economic planning. It would be a step
backward to impose the disincentives to investment in new and
existing structures which have been suggested by the CBO and
which would result in adverse changes in the treatment of cost
recovery for structures.

We cannot emphasize too strongly our opposition to any
changes in the provisions of the tax code affecting new or
existing structures, and we urge you to oppose the inclusion of
w--f--Tsuch changes or restrictions in any tax legislation which may
come before the Congress.

Should you wish to discuss in greater detail the
concerns we have with the proposals which are reported to be
under discussion, please contact Edward C. Maeder at 2550 M

_ qtret+ N.W., Suite 500, Washington, D.C. 20037, (202)828-8417,
or Gil Thurm at 777 14th Street, N.W., Washington, D.C. 20005,
(202) 383-1083.

Thank you for your consideration.

___ Sincerely,

American Hotel and Motel
Association

~American Land Development
Association

Building Owners and Managers
Association, International

Coalition for Low and Moderate
Income Housing

Council of State Housing
Agencies -

International Council of
- --- hopping Centers

Mortgage Bankers Association
of America

National Apartment Association

National Association of Home
Builders

National, Association of
Industrial and Office Parks

National Association of
Real Estate Companies

National Association of
Realtors

National Housing Conference

National Leased Housing
Association

National Multi Housing
Council

National Parking Association

National Realty Committee


