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THE IMPACT OF THE TAX SYSTEM ON BASIC
INDUSTRY, SERVICE INDUSTRIES, AND THE
INVESTMENT INDUSTRIES

MONDAY, JUNE 18, 1984

. U.S. SENATE,
SuBCOMMITTEE ON OVERSIGHT
or THE INTERNAL REVENUE SERVICE,
CoMMITTEE ON FINANCE,
Washington, DC.

The subcommittee met, ?ursuant to notice, at 9:37 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Charles E. Grassley
(chairman) residiné.

Present: Senator Grassley.

[The ’press release announcing the hearing and the opening state-
ment of Senator Grassley follow:)

[Press Release No. 84~148)

FINANCE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE SETS
HEARING ON IMPACT OF THE TAX SYsTEM ON Basic INDUSTRY, SERVICE INDUSTRIES,
AND THE INVESTMENT INDUSTRIES

Senator Charles E. Grassley (R., Iowa), Chairman of the Finance Subcommittee on
Oversight of the Internal Revenue Service, announced today that the Subcommittee
will hold a hearing to examine the impact of the Federal income tax system on
basic industry, service industries, and the investment industries.

The hearing will be held on Monday. June 18, 1984 at 9:30 a.m. in Room SD-215
of the Dirksen Senate Office Building.

‘“Past hearings in this series have covered the agriculture and small business seg-
ments of the economy, as well as a general overview of the economic scene. The pur-
pose has been to understand the impact of the Federal tax system on individual de-
cisions in the economy: to examine microeconomic effects as the basis for improving
the Federal tax system,” Senator Grassley stated,

Senator Grassley noted that “witnesses should be iprepared to address such pro-
ductivity issues as how our tax system and its administration by the Internal Reve-
nue Service affects basic industry, service industries, and the investment industries.

OPENING REMARKS OF SENATOR CHARLES E. GRASSLEY, CHAIRMAN, SUBCOMMITTEE ON
OVERSIGHT OF THE INTERNAL REVENUE SERVICE

I want to welcome the witnesses, who have taken time out of their schedules and
have agreed to come here today to testify on important areas relating to the impact
of the Internal Revenue Code on productivity. )

The hearin%etoday is another in a series that the Subcommittee on Oversight of
the Internal Revenue Service is holdin*to develop information, suggestions, and
recommendations for the Committee on Finance in its work on efforts to make the
tax system workable. I think that the ultimate goal of all of us concerned about the
tax system is to work toward systemic tax reform. These hearings are also valuable
in that regard, for they help us to understand the large problem areas that now
exist under the current federal tax system.

1§)] )
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Past hearings in this series have covered the agriculture and small business seg-
ments of the economy, as well as providing a general overview of the economic
scene. These hearings have helped to develop an understanding of the impact of the
federal tax system on individual decisions in the economy. The hearings examine
%he :ﬁictro—economic effects of the tax system in order to develop a bdlis for improv-

n; at system.

'oday we will hear expert witnesses testify about the impact of the tax system on
Frgdutctiivity in three areas: basic industries, service industries, and the investment
ndustries.

We will begin with the basic industries, by which we mean heavy industries, those
that produce coal, iron, steel, paper and many others. We also Include the heavy
manufacturers, such as the automobile and shipbuilding industries. These industries
form the bedrock of an industrial society, and are vital to national defense as well
as to domestic well-being.

Then we will turn to the service industries, which provide the vast and un-
matched system of communications and transport that we have in America. Air-
lines, truc in{l firms, railroads, facilities construction, and water transport compa-
nies provide the means of movfng ple and goods around the Nation. Other serv-
ice industries range from the telephone companies and air express companies to the
neighborhood drycleaning establishments,

nally, we will examine the investment industries. Let me differentiate immedi-
ately between the Frlmary and secondarz investment markets. The primary market
consists of the initial sources of capital: household savings, business reinvestment of
retained earnings, purchases of stocks or bonds, etc. Secondary investment consista
of money inves n money markets. We are interested in both kinds, of course, so
that we can better understand how the tax system affects investor decisions and the
operation of the investment industries.

There are many individual economic activities and factors that affect true produc-
tivity. For example, there are such important areas as inventory levels, new equip-
rr}x,erlxtte or modernization, equity vs. debt financing, mergers and acquisitions, and tax
shelters,

Our business managers must balance their decisions between tax forces and eco-
nomic forces. Qur present tax system by its effect on the myriad micro-influences on
our profit-making national will, sometimes generates rro ts in ways that produce
&either goods or services that improve our quality of life. This effect is not produc-

ve. .

It would seem that our national heritage could be better fulfilled if we could find
ways to make our tax system more neutral and less forceful in our economic life. I
would like the witnesses to address these issues in the strongest terms possible.

Senator GrassLEY. Ladies and gentlemen, I would like to call this
hearing to order, and I would like to say thank you to everybody
who is here—those who are testifying as well as those who are here
just to listen. And I hope that those who are here to testify don't
find their time divided between the very serious aspects of this
hearing as well as the very serious aspects of what is going on in
the conference committee between the House and Senate.

I know for those of you who are in business here in town full-
time in tax legislation, that perhaps that may be the case.

I want to tell you that, under those circumstances, for those of
yqu who have dual loyalties between this hearing as well as the
work of the conference committee, I want to thank you for accom-
modating my effort to get out additional information on how the
Tax Code aftects productivity.

Now, this is another in a series of hearings by this subcommittee,
which is the Subcommittee on Oversight. of the Internal Revenue
Service, holding hearings to develop information, suggestions and
recommendations for the Committee on Finance in our work and
our efforts to make the tax system workable and contribute to the
productivity of our economy.

I think that the ultimate goal of all of us concerned with the tax
system is to work toward a systemic tax reform. These hearings are
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also valuable in that regard, for they help us to understand the
large problem areas that now exist under the current Federal tax
system,

Past hearings—and I think this is the third in this series—have
covered the agriculture and small business segments of the econo-
my as well as providing a general overview of the economic scene.
These hearings have helped to develop an understanding of the
impact of the Federal tax system on individual decisionmakin% in
the economy and how that individual decisionmaking as modified
- by the'Tax Codes contributes or inhibits productivity.

The hearings examine the microeconomic effects of the tax
system in order to develop a basis for improving that system.

Today we will hear witnesses testify about the impact of the tax
system on froductivity in three areas: basic industry, service indus-
tries, and the investment, industries. We will beﬁin with the basic
industries, by which we mean heavy industries. In addition to the
many aspects that those industries produce—coal, iron, steel,
paper—we also will include the heavy manufacturers such as the
automobile and shipbuilding industries. These industries we know
are the bedrock of the industrial society and are vital as well to the
national defense as they are to the domestic well-being.

Then we will move to a view of the service industries, which pro-
- vide the vast and unmatched system of communications and trans-
ﬁort that we have in this great country of ours—airlines, trucking

rms, railroads, facility construction, and water transport compa-
nies provide the means of moving and goods around our Nation
and contribute very much to an efficient economy.

Other service industries range from the telephone companies and
amir et:;press companies to the neighborhood dry cleaning establish-

ents.

Finally, we will examine the investment industries. And for this
purpose I would like to differentiate between the primary and sec-
ondary markets. The primary markets consist of the initial sources
of capital; the secondary investments consist of money invested in
money markets. We are interested in both kinds, of course, so that
we can better understand how the tax system affects investor deci-
sions and the operation of investment industries.

There are many individual economic_activities and factors that
affect true productivity. For example,\there are such important
areas as inventory levels, new equipment and modernization,
egullttg' versus debt financing, mergers and acquisitions, and tax
shelters.

Our business managers, of course, must balance their decisions
between tax forces and economic forces, and they are intertwined
to a great extent.

Our present tax system, by its effect on the myriad micro-influ-
ences on our profitmaking national will sometimes generates prof-
its in ways that produce neither goods nor services that improve
the qualifgr of life. This effect is not productive.

It would seem that our national heritage could be better fulfilled
if we could find ways to make our tax system more neutral and
less forceful in the decisions that affect economic life.

I would like the witnesses to address these issues in the strongest
terms possible.
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I would like to now call the representatives of the Office of Tech-
nology Assessment. Our first witness is Dr. John A. Alic, Project
Director, connected with this very important arm of the Congress
of the United States.

Would you come, please?

While you are sitting I would also like to make some housekeep-
in Pannm]mcements; let me check with staff here.

ause.

Senator GrRAssLEY. I just wanted to check with staff as to wheth-
er we are going to have 6 minutes or 10 minutes of testimony, and
I think they made a wise decision of recommending 5 minutes, be-
cause we do have three very big panels.

Of course, in pursuit of that, as so many of you are familiar, the
entire statement will be included in the record. We would like to
have you summarize. For some of you I have some questions, too.
But also, my questions—of necessity, because I haven’t been able to
go over all of the testimony ahead of time and neither has my staff

een able to—we would hope as far as the panel is concerned, be-
cause we have such d vast array of people testifying today, that
maybe there can be some questions raised and answered among the
experts on the individual ﬁanels. Hopefully my general questions
will bring about some of that, because we want to leave no stone
unturned as to how it gets down to individual specific decisionmak-
ingghe Tax Code either encourages or discourages productivity.

, with those comments in mind, I guess I will make one addi-
tional statement, and that is simply that the record will stay open
for 15 days for people who want to make corrections or additions.
Th‘:;' can 8o do. :

ould you proceed, Doctor?

STATEMENT OF DR. JOHN A. ALIC, PROJECT DIRECTOR, OFFICE
OF TECHNOLOGY ASSESSMENT, U.S. CONGRESS, WASHINGTON,
DC

Dr. Aric. Thank you, Mr. Chairman.

I will summarize my written statement briefly.

I am pleased to be here this morningrto comment on a very im-
portant subject, one that the Office of Technology Assessment has .
addressed in a number of reports dealing with the international
competitiveness of American industries. We have looked at the
electronics industry, steel, automobiles, and several other sectors of
our economy,

Because this work has been.at the sectoral level, whether the
steel industry or microelectronics, our analyses reveal relationships
among competitiveness, productivity and the tax system in a some-
what different light than more conventional economic studies

" Fese ‘

relationships are not simple ones. For example, an indus-
try may need to improve its productivity, however we choose to
define “productivity,” in order to strengthen its international com-
fetitive position; yet, that miﬁht not be enough. Changes elsewhere
n the world economy may have overriding impacts. Indeed, pro-
ductivity can increase rapidly even in sectors with slipping com-
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titiveness, Fosing a series of cruel dilemmas for industries and
for their employees.

Even in sectors which are competitively strong, productivity may
improve and output may expand while job opportunities decline.
}i&’hy? Simply because output may not grow as rapidly as ~roductiv-
i

My written statement includes some examples whica illustrate
these impacts, particularly in the case of the American automobile
industry and its current competition with automakers in Japan.

International comﬁetitiveness depends not only on productivity,
but also on many other factors. Competitiveness is an illusive con-
cept; at the sectoral level, it cannot be measured by market shares,
giutput levels, profits, employment, technological capability in isola-

on, :

At the same time, the Nation is by definition competitive in the
goods and services it exports. This means that the United States
cannot be “uncompetitive” so long as it trades.

The goods and services that the United States can sell overseas—
timber, commercial aircraft, computer software, banking services—
will depend in part on roéuctivity levels in these varlous sectors
of our economy. Even if American steel companies, for example,
make dramatic strides in productivity, they might not be able 'to
compete very effectively for export sales with other American

oods—for example, computers or aircraft. The reason is straight-

orward: Many companies can make steel at costs not too far differ-
ent from costs in the United States; few countries can make main-
frame computers or commercial aircraft efficiently.

_How, then, does the Federal Government influence the produc-
tivity and competitiveness of U.S, industries? In general, the Gov-
ernment and the Tax Code enter the Eicture through effects on in-
dividual firms. It is necessary to look at sector-specific and firm-
specific impacts to set the Tax Code against other forms of Federal
influence on productivity and competitiveness.

The Tax e affects these primarily through corporate taxes.
Although personal income taxes and other forms of taxation, in-
cluding international differences such as the use of value-added
taxes in foreign countries, may affect market shares and other cur-
rents in international trade, within the domestic economy, it is cor-
. porate taxes that are most important.

Of course, corporate taxes have declined in the United States as
a result of the Economic Recovex'g'e Tax Act of 1981; but, as the
table on page 10 of my written statement shows, differences in tax
treatment of the various sectors of the American economy have in-
creased. The spread in rates across sectors is higher.

One result—largely unintended but no less real—has been to
shift the relative attractiveness of new investments in various eco-
.. nomic sectors. Everything else the same, for example, investments
in petroleum refineries have become more attractive compared to
investments in chemicals. Again, my written statement includes
more examples of the impact of the increase in the spread of effec-
tive tax rates across sectors.

In the end, to judge the relative impact of taxes we must set the
tax system against other influences on business decisions. Is tax
policy more or less important than, for example, the financing that
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governments provide for overseas sales through export-import
banks? The Federal deficit with its effect on interest rates and the
value of the dollar? Federal R&D expenditures?

To answer such questions takes industry-specific analysis, if not
firm-specific analysis, the kind of analysis, Mr. Chairman, that we
have been conducting for 5 years and more at the Office of Tech-
nology Assessment in our studies of competitiveness.

In conclusion, taxes enter the picture in man{, many ways. Mort-
ﬁage interest deductions can affect people’s willingness to sell their

ome to move to a new job—not unimportant in an economy like
ours where high labor mobility has helped entrepreneurial sectors
such as the semiconductor industry to thrive and grow.

Income tax deductions for education and training expenses can
make such programs more or less attractive with:subsequent im-
pacts on productivity.

The lessen is this: Most of the impacts of the tax system on pro-
ductivity are indirect; they are side effects of policies often adopted
for purposes other than the stimulus of productivity or competitive-
ness, Most of these impacts are sector-specific and firm-specific. In-
dividually, they may be small. Cumulatively, they may be large in
one industry but small in another.,

In the United States, the Federal Government has seldom looked
at tax policy or any other policiy as a tool for stimulating dproductiv-
ity. We have little experience in doing this, but a great deal of ex-
perience in the political compromises that go into the making of
tax policy.

If I may end with a question, would it be realistic, given this his-
tory and given our political system, for the United States to at-
tempt in self-conscious fashion to use the Tax Code for stimulating
productivity and competitiveness?

Thank you.

[The prepared statement of Dr. Alic follows:]



STATEMENT OF
JOHN A. ALIC
PROJECT DIRECTOR, OFFICE OF TECHNOLOGY ASSESSMENT
BEFORE THE
SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE
COMMITTEE ON FINANCE
' U.S. SENATE

June 18, 1984

Mr, Chairman and Senators, 1 am pleased to be here this morning to
comment for the Office of Technology Assessment on a very important
subject: productivity, and in particular the effects of the U.8. tax
code on productivity. OTA has assessed the international

, compatitiveness of several U.S, manufacturing industries., My statement

draws from these reports, the most recent of which, International

Competitiveness in Electronics, was published last November. OTA's work
on competitiveness goes back much farther than this, to Technology and

Steel Industry Competitiveness, published in 1980, and includes a report

on U.8, Industrial Competitiveness: A Comparison of Steel, Electronics,

and Automobiles. These three studies, together with a number of other




assessments dealing less directly with international competitiveness,
give OTA a substantial base df experience in industry-specific analysis.-

My statement draws on this body of experience.,

Because OTA's work has begun at the sectoral level -- whether the
steel industry or microelectronics -- our analyses reveal relationships
among competitiveness, productivity, and the tax system in somewhat
different light than more conventional economic studies might. These
relationships are not simple ones, For example, an industry may need to
improve its productivity, however defined (labor productivity, total
factor productivity), in order to strengthen its international
compatitive position. Yet that might not be enough. Changes elsewhere
in the world economy may have overriding impacts. Indeed, productivity
can increase rapidly even in oector; with slipping competitiveness,
posing a series of cruel dilemmas for industries and their employees.
And in sectors which are competitively strong, productivity ma§ improve
and output expand while job opportunities decline. Why? Simply because

output nay not grow as rapidly as productivity.

SMALL CAR PRODUCTION: A BRIEF EXAMPLE

American automobile manufacturers have been able to increase their
productivity very substantially over the past several years. But, while
returning to profitabiltty -- aided by surging demand for larger cars =<

they have not been able to erase the cost advantages of the Japanese in
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small cars. For the forseeable future, the billions of dollars U.S.
automakers have invested in new production facilities and in design and
development 111 not suffice to overcome the advantages of Japanese

producers in the small-car segment of the msrlut,

This 18 not just a matter of productivity. The sources of Japanese
advantage are multiple: vehicle designs which may be somewhat cheaper to
manufacture; lower labor costs; in some cases, greater production scale;
efficient approachs to quality control, tooling, factory layout, .

inventory control, and the systems aspects of manufacturing.

For exports to the United States, advantages that may accrue from
the yen-dollar exchange rate and rebates of commodity (value-added)
taxes on exports can be added to the list. In general, indirect taxes ~
- those, such as Japan's commodity taxes, levied on the product itself
rather than on‘profits or payrolls -~ give advantages in international’
trade where the exporting nation grants exemptions or rebates. The
General Agreement on Tariffs and Trade explicitly permits such
practices, one of the reasons many nations rely quite heavily on value~
added taxes. While affecting pricing and profits in_ export markets,
however, this aspect of the tax system will have less impact on

\productivity,

Indeed, it 18 not at all clear how productivity levels in the ,

\
Japanese automobile industry compare to those in the United States.
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Productivity will be different for different car lines, and for the same
model produced in different factories. Japanesé steel is cheaper; so
are Japanese tires. Productivity will vary amoﬁg manufacturers and
among their suppliers. One mgnufactuter may have a low level o{
vertical integration, as does Chrysler and several of the Japanese
automakers, which buy many components from outside suppliers. If the
suppliers achieve high productivity levels, this may help the automaker
control its costs. On the other hand, suppliers way have lower
productivity but also pay lower wages. Such factors make it difficultb
to estimate manufacturing cost differentials between the two industries.
One of the few things that is clear is that Japan's automakers, on the
average, have a substantial manufacturing cost advantage for small cars,
and that productivity differences account for only a portion of this

advantage ~- although that portion no doubt exceeds half.
\
PRODUCTIVITY AND COMPETITIVENESS

As the example above illustrates, international competitiveness
depends on productivity but also on other factors. The relationships
between productivity and competitiveness are doubly confusing because

both terms can be defined in several ways.

As conventionally measured, productivity affects competitiveness
only at the manufacturing stage. Here productivity may mean labor

productivity -~ value-added per worker-hour or physical output (for
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example, tons of steel) per hour, or it may be defined in terms of other
factors of production (capital, energy). While there is no reason in
principle why productivity in design and development could not be
measured, or productivity in management, in practice almost all the data

available has been collected for manufacturing operations.

Competitiveness is more elusive. In OTA's view, competitiveness
cannot be measuréd by market shares alone, nor by output levels,
profits, employment, or technological capability. Nor can it be
measured by productivity. All these are potential indicators of
competitiveness, but cannot stand by themselves -- whether our concern
is to compare the United States with other nacisns in electronics, or to

compare one U.S. industry to another.

In essence, there are no direct indicators of international
competitiveness -~ the ability of firms in a given country to design,
development, manufacture, and market their products in competition with
firms based elsewhere. Furthermore, while,productivity can be a vital
piece of data for evaluating competitiveness and analyzing the sources
of shifts, in sectors like microelectronics or computers -- where
technological change is rapid ~- productivity cannot really be measured.
The output of these industries today is simply not comparable with that
of yesterday. As a result, productivity trends over time for making,
say, integrated circuits, cannot be related in any meaningful way to

productivity trends elsewhere in the economy. (Comparisons between
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domestic sectors, where possible, are fundamental tools for analyzing

competitiveness.)

At the same time, any nation is by definition competitive in the

goods and services it exports. This means that the United States cannot

be “uncompetitive” so long as it trades -- a statement not so trivial as
it might seem. The goods and services that the United States can sell
overseas -- timber, commercial aircraft, computer software, banking
services ~-- will depend in part on productivity levels in various

sectors of our economy.

In determining competitiveness, productivity in one domestic sector
compared to others in the domestic ecoﬂquééét;}e?'ﬁS?é weight than
productivity in the U.S. sector compared to pfddﬁczivities{inrtﬁe same
gector overseas. When it comes to price competition between American
and Japanese automakers for U.S. sales, the productivity levels in the
two industries are important. When it comes to understanding why the
United States finds itself importing small cars or steel while exporting
computers, or exporting textiles and synthetic fibers while i{mporting
apparel, the relative trends over time of productivity in each of these
domestic industries are Qore important. The simple fact {s that the
United Sﬁh:es_muat import 1if 1t is to expott.‘ We find ourselves
exporting goods and services that, to purchasers overseas, offer the

best values. —Even if- American steel companies were to make dramatic

strides in productivity, they would not be able to compete very
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effectively for export sales with other American goods -~ e.g.,
computetrs or aircraft. The reason is straightforward. Many countries
can make steel at costs not far different from U.S. costs. Few
countries can make mainframe computers or commercial aircraft

efficiently,

In turn, the goods and services that the United States can sell
abroad will help determine wage levels and overall living standards for
Americans., The chain is this: in each sector of our economy,
productivity affects competitiveness; the competitiveness of these
sectors will, collectively, determine what the United States imports and
what it exports; the composition of U.S. trade is then a major factor in

determining our standard of living. In other words, the economy's

productivity at the aggregate level -- measured in terms SUSH @8 GDP™ =~ =——r—sw-r
(gross domestic product) per capita -—- becomes one of the outcomes of

\
international rivalries.

HOW DOES THE FEDERAL GOVERNMENT INFLUENCE

THE PRODUCTIVITY AND COMPETITIVENESS OF U.S. INDUSTRIES?

Government, and the tax code, enters the picture primarily through
effects on individual firms, and, at a higher level of aggregation,
through the competitive dynamics of each sector. Ultimately, the
competitiveness of any U.S. manufacturing industry will depend on the

efforts of individual firms to develop and market their products.
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Govermment actions affect the activities of firms in many ways, most
them indirect. In the United States, in some contrast to other
industrialized nations, Federal policies have seldom had the explicit
intent of stimulating productivity or strengthening international
competitiveness. Far more often, impacts on productivity have been
side-effects of policies with other objectives. Although several
provisions of the Economic Recovery Tax Act of 1981 have been among the
exceptions, this is just as true in general for tax policies as'it is
for policles dealing with environmental protection or workplace safety.
And of course, Government actions cove} a wide spectrum: not only taxes
and regulation, monetary and fiscal policy, but policies dealing with

international trade, education and training, and national defense will

all have their impacts.

The tax code affects some types of business decisions quite
directly. One example, currently under debate, is the R&D tax credit,
scheduled to expire in 1985. Venture capital supplies for
entrepreneurial startups depend to considerable extent on tax treatment
of capital gains. As this last example illustrates, the tax system does
not affect productivity and competitiveness only through corporate
taxes. Even so, corporate taxes are the most gignificant. Neither tax
rates on personal income, nor the nation's savings rate ~- historically
low compared to most other economies -- can be linked directly to

productivity,
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Taken one at a time, most Federal policies have marginal impacts on
productivity and competitiveness. Environmental standards imposed on
the American steel industry, despite their high price tag in dollars,
have not by themselves had much effect on competitive trends. To take a
much different example, while the stéong dollar has hurt U.,S. exports
over the last year or so, the shifts in competitiveness that OTA has
analyzed in industries like steel or consumer electronics can be traced

back to the 1960s. The patterns have persisted over many years and many

fluctuations in macroeconomic climate.

Cumulatively, of course, the impacts of Government policies may be
large. This has been the argument of those advocating widespread
deregulation, or sweeping changes in tax policy such as a move toward
value-added taxes or a flat tax. Most often, however, individual
impacts have been random -- some positive, some negative, the overall

picture mixed.

CORPORATE TAXES

Given the wide range of Gévernment act%vities wiéh effects on
productivity, what is the relative importance of tax policies? Although
a corporation's total tax bill will affect its cash flow position and
hence the funds it has available for new investments or disbursements to
shareholders, this question cannot be answered simply by comparing

corporate tax rates in the United States with those in other countries.
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In the late 1970s, the effective corporate tax rate in the United
States averaged about 36 percent, that in Japan 29 percent. (The
effective rate equals the total of all taxes paid by corporations
divided by total corporate profits.) With the passage of the Economic
Recovery Tax Act of 1981, effective rates in the United States have
fallen far below those in Japan. This has encouraged investment, but it
is still too early to say what the impacts on competitiveness will

ultimately be -- in part because so many other forces have also been at

work.

Of course, effective tax rates will vary across the sectors of the

economy. The table below, taken from the 1982 Economic Report of the

President (page 124), shows how large these differences can be,

Effective Tax Rate, 1982 (Estimated)

’

Sector Under Previous Law  After 1981 Tax Act
Agriculture 32.7 % 16.6 %
Mtning; 2844 - 3.4
Primér; metals 34.0 7.5
Macﬁinery and instruments 38.2 18.6
Motor vehicles 25.8 ~11.3
Chemicals o 28.8 8.6

Petroleum refining 35.0 1.1
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Average (unweighted) 35.6 % 10.7 %

Note: The average includes a number of manufacturing and service

gectors that have not been individually listed above.

These rates, which are estimates applying only to newly purchased

assets, not actual payments, reflect the greatly accelerated

depreciation schedules incorporated in the 1981 Tax Act.

As the table shows, this shift in U.S. tax policy greatly increased
the spread in rates across sectors of the economy. One result, largely
unintended but no less real, has been to shift the relative

-attractiveness of new investments in various economic sectors.
Everything else the same, investments in ;efineries, for example, have
become more attractive compared to investments in chemicals. Machinery
and instruments, a sector that includes much "high technology,"

including electronics, fared poorly compared to the other sectors

listed.

Still, this picture does not get us much closer to impacts on
productivity and competitiveness. As the table indicates, the new
depreéiaclon rules treat the steel industry, a major part of the primary
metals sector, quite favorably, As OTA's a;sessments have shown in

detail, modernization of U.S. steelmaking capacity could yield
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substantial improvements in productivity. Yet little new investment in
steel has been forthcoming. Why? Because other factors combine to
reduce the relative attractiveness of such investments. Steel industry
investment has been at low levels for many years, even during the 1950s
and 1960s when profits were relatively high. Today, given subst;ntial
worldwide overcapacity in steelmaking, and an international trade regime
quite unable to control subsidies and dumping, U.S. investments in

integrated mills for commodity steel production have become even less

attractive.

'To probe such questions further demands an understanding of the
internal workings of firms and industries: how business decisions are
made; where iuvestment capital comes from  (internal versus external
gources, debt of various types, new equity); how new products are
developed. Often a firm~gspecific perspective 1is essentfal. Some
integrated American steelmakers have diversified to the point that half
their revenues come from non-steel activities. Other integrated firms
have chosen not to diversify, but to concentrate their resources on
relatively narrow market niches -- gsuch as specialty steels =-- where
they can seek competitive advantages. Such decisions are conditioned by

internal resources as well as external circumstance.

-




19

TAX POLICIES COMPARED TO OTHER FEDERAL POLICIES

But how does taxation compare to other Government actions as an
influence on corporate hehdvior? To judge the relative impact of taxes,
we must set the tax system against other influences on business
decisions. Is tax policy more or less important than, say, the
financing that governments provide for overseas sales through ex;ort-
import banks? The Federal deficit, with its effects on interest rates
and the value of the dollar? Federal R&D expenditures? To answer such

questions takes industry-specific analysis if not firm-specific

analysis.

The array of influences on corporate behavior can be a large one,
as the table at the end of this statement illustrates. Examining the
nine factors listed in that tuble shows immedi{ately that the Federal
Government can affect productivity and competitiveness through almost
all. The first factor, industry and market structure, is the subject of
antitrust enforcement. Federal policies toward education influence the
characteristics of the labor pool. (OTA's analyses indicate that human
capital i{s one of the most critical factors in determinihg competitive
success.) Federal R&D policies, in addition to their direct impacts on
- sectors like aerospace and electronics -- which get the preponderance of
contract funding for R&D -- affect the infrastructure for commercial
technologies in‘many industries. 1 could go on down the list, but I

think the point is clear: the impacts of Federal policy can only be

judged in the context of the particular sector. While education and

training will be important almost anywhere, in other cases Government
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policies will affect some industries much more than others. Trade
policies, for example, have been far more central to competition in
consumer electronics than in semiconductors.

Taxes, of course, enter the picture in many ways. Mortgage
interest deductions, as well as capital gains provisions on home sales,
may affect people's willingness to move to a new job -- not unimportant
in an economy where high labor mobility has helped entrepreneurial
industries, notably semiconductors, to thrive and grow. Income tax
deductions for education and training expenses can make such programs
more or less attractive -- with gubsequent impacts on productivity.
Corporate taxes, given the multitude of deductions and credits that a
particular company can take advantage of, offer many more illustrations.
The lesson is this: most of the impacts of the tax system on
productivity are indirect. Most are also sector-specific and firm-
specific. Individually, these impacts may be small., Cumulatively, they
may be large in one industry but small in another., In the United
.States, the Federal Government has seldom looked to tax policy (or any
other policy) as a tool for stimulating productivity. We have little
experience in doing this, but a great deal of experience in the
political compromises that go into the makiqg of tax policy. If I may
end with a question: Would it be realistic, given this history and
given our political system, for the Uirited States to now attempt, in
self-conscious fashion, to use the tax code to stimulate productivity

and competitiveness?
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Influences on Industrial Competitiveness

(This table is a modified version of that on page 69 of the OTA report
U.S. Industrial Competitiveness: A Comparison of Steel, Electronics, and

Automobiles).

Factor

Examples

1. Industry and market structure

2. Blue and grey collar
labor force

3. Professional work force

Number of firms, their size and
market power, financial resources,
production facilities, extent of
vertical integration; industry
concentration; market size, rate of
growth, degree of saturation.

Labor costs; availability of skilled
workers; Government support for
training and education, including
apprenticeships; incentives for
internal corporate training programs;
labor mobility, vertically as well as
geographically; labor-management
relations; work rules; mechanisms
for employee participation, at
corporate levels as well as on the
shop floor.

Education and training of managers,
engineers, and other non-production
employees; attitudes and value
structures, particularly of managers;
characteristic approaches (e.g., in
terms of risk taking) to developing,
marketing, and exporting products;
degree of interaction and cooperation
among R&D, marketing, product
planning, manufacturing engineering,
and quality control personnel,




4, Availability of materials
and components

5. Supporting infrastructure

6, The environment for
innovation and technology
diffusion

7. Business and economic
conditions

8. Govermment policies and
iateractions with the
private sector

22

Stability of costs and supplies for
inputs to the manufacturing process

(iron ore, petroleum, electronic
components); domestic availability
versus dependence on imports;
quality; delivery schedules.
Transportation services; the physical
infrastructurey vendors,
subcontractors, and other suppliers,
including those who provide services
guch as heat treating, equipment
maintenance, or computer software, as
well as capital goods; basic

regearch organizations; Government
support for military and generic R&D.

Interactions and synergies among
firms, within an industry and across
national boundaries (mobility of
personnel, licensing.

and other technical exchange
agreements, openness to inward
transfers of technology and
management know-how); clusters of
knowledge and skills, as among
Silicon Valley semiconductor firms;
technology extension services, such
as many State Governments have begun
establishing; patent and other
intellectual property law.

Overall economic prosperity as
indicated conditions by GNP or GDP,
levels of disposable income,
inflation rates, productivity; costs
of capital and characteristics of
financial markets; less tangible
factors such as consumer confidence,
political stability, social welfare.

Regulations affecting factory work,
design and sale of products, resource
supplies, antitrust enforcement; tax
policies; public sector procurement,
especially military; less tangible
factors including traditions of
cooperation or conflict among
Government, business, labor, and
other interest groups.
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9, International trade relations Policies of domestic and foreign
governments affecting imports and
exports, including tariffs on
imported goods and on re-imports
after offshuore assembly, quantitative
restrictions and other non-tariff
barriers, technology transfer.
policies, export credits and
subgidies; policies affecting foreign
investments, such as performance
requirements and taxes on overseas
profits; exchange rates; the role of
international agreements and
organizations such as the General
Agreement on Tariffs and Trade in
providing a policy framework and
mechanisms for dispute resolution.

Senator GrassLEY. Can you answer that last question?

Let me ask it another way: In your 5 years of study, have you
even come to the conclusion of whether or not we ought to be more
gorfncer;ned with the Tax Code affecting productivity than we have

efore?

You have stated in your testimony that that probably hcs not
been a primary concern most of the time; it’s been a secondary con-
cern. And various directions of the tax codes through specific legis-
lation have been for other purposes.

Do you have a feel on the extent to which productivity ought to
be a very primary concern?

Dr. Auic. I think it should be a primary concern, Mr. Chairman.
I think that it’s easy to oversimplify impacts of taxes on productivi-
ty and jump to conclusions concerning what the impacts in the
future will be. And I think that’s one of the sources of my concern
over the thought of using the tax system in a relatlvely self-con-
scious way to exert influence over the economy.

I think that it would be very difficult to do that and to reach the
objectives that we might set for our economy.

Senator GrassLey. Could you generalize on whether or not the
more complicated the tax code becomes—Ilet’s just say as you might
measure it in size, of the volumes, you know. There may be other
ways you ought to measure it as well, but that’s one. The pyramid-
ing of credits, the treatment of S£ec1al aspects of the industry to
the exclusion of others, whether those things in and of themselves
have inhibited productivity? I mean from your 5 years of study,
now. And I know you have been very specific in your studies, but
as you might put those all together and make some generalities?

Dr. Avic. I cannot point to compelling examples of that sort of
impact. I think they are there, and I think if one looked for them
one could find examples.

Generalizing, because of the great number of ways in which Fed-
eral actions impact productivity, generalizing from the examples of
positive or negative effects of certain facets of the Tax Code to pro-
duc\tivity in the economy as a whole I think is risky.
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Senator GrassLEY. Have any of your studies in the last 5 years
given specific recommendations on changes in the Tax Code direct-
ly related to productivity? I assume you have addressed a lot of
other issues other than productivity in these studies, but have they
given specific recommendations as it relates to just what you see as
ways of enhancing productivity?

Because I would be right in assuming that the enhancement of
productivity would never be a negative as far as any of the studies
you have made on the Tax Code, right?

Dr. Avic. Certainly productivity is very important to competitive-
ness and is alwafys a positive factor in competitiveness.

I need to preface my response to your question by noting that
OTA does not make recommendations. Our role is to perform anal-
ysis in support of congressional decisionmaking.

Senator GrassLeY. Does that preclude you, then, from answering
my question? .

Dr. Aric. 1 can answer your question as long as I don’t use the
words “we have recommended” such and such.

Senator GrassLEY. All right. Go ahead.

Dr. Aric. We have certainly noted ways that the Tax Code has
affected productivity and competitiveness, and the major impact I
have pointed to is, since our concern is the future and not the past,
the effect of the 1981 Tax Act in changing the relative ability of
firms in various sectors of the economy to attract capital.

The changes in effective tax rate in the 1981 Tax Act, according
to our analysis, have put, for example, high-technology industries
such as electronics at a relative disadvantage, simply because their
taxes went down less than those of many other sectors of the econ-
omy. Particularly, they went down much less than some of the
heavy industries and the automobile industry.

Even though in absolute terms the electronics industry saw its
taxes reduced, with benefits as well from the R&D tax credits and
deductions for donations of scientific equipment to universities,
corﬁpared to other sectors of the economy, it did not come out so
well.

We believe that it is necessary to look at differential impacts of
Federal policy across sectors of the economy in order to evaluate
impacts, and to us that shift in differential impact has been one of
the primary effects.

Senator GrRAssLEY. What is the perception, as the result of your
studies over the last 5 years—and it in my understanding that, as it
deals with. the international competitiveness of our sector, you
would have to also then be concerned about other countries and
their policies—to what extent in a very general way are the parlia-
ments of other free societies more concerned about how the Tax
Code affects productivity than, as yon understand the United
States, we would be concerned about that?

I am talking about on a list of priorities, you know. You say we
have several priorities, and you generalize that productivity is
much a second concern as far as the Congress of the United States
is concerned. Are other parliaments and policymakers and tax laws
much more concerned about the Tax Code affecting productivity
than we are?
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Dr. Auic. Yes, Mr. Chairman, I think they are. We have looked
%uite extensively at Government policies in several of the Western

uropean nations, in Japan, and in some of the newly-industrializ-
ing countries. Many of these Governments use the tools available
to them, including the Tax Code, as instruments—the term is “in-
dustrial policy” in many foreign countries—as instruments to stim-
ulate ﬂroductivity and competitiveness, to support the industries
that they see as the engines of economic growth that will take
them into the next century. They do that in a much more coordi-
nated fashion than the United States has.

Of course, in doing so they have different sets of tools to work
witht—laws, regulations, political traditions, and forms of govern-
ment.

Senator GrAssLEY. In regard to other parliaments of the frce
world and their industries, do you generally find that the Tax
Codes of these forei(gn countries are less complicated than ours? So
that the Tax Code then would be more neutral in the sense that I
meant it in my opening statement—more neutral and decisions
made more on the economics of the investments than in the United
States? Or are their Tax Codes as complicated, so that the business
managers of those corporations have the same complicated consid-
erations we do? ’

Dr. Aric. I would sayt,el()ly and large the Tax Codes of other coun-
tries are very complicated. I would be reluctant to sa%vthey are as
complicated as ours or more complicated than ours. We have not
made a study of that. But they are complex. '

The primary difference we see is that foreign governments that
use their Tax Codes to stimulate productivity do so precisely by
making use of special rules—exceptions, exclusions, tax benefits for
sectors that they single out for support.

So, in a sense, they are making use the complexities available to
them through their own tax laws as instruments, at the microeco-
nomic level. That is something I think we have been reluctant for
good reason to consider in this country.

Senator GrAssLEY. On the ¢ her hand, though, those of us in the
Congress, in almost every specific tax act, or credit, or whatever we
do in the Tax Code, I think it is uppermost in our mind that we are
trying to do it to affect productivity. Ma{be there are some narrow
social gains we would expect to accomplish, but I think we would
think in terms of doing something good to encourage productivity.

Let’s take an example. Even when I had the targeted jobs tax
credit for 16- and 17-year-olds for summer employment, there was
the social good of having people work in the summer instead of
being on the streets. But I honestly feel in my heart that if I can
provide a job for a teenager for the summer and get him that first
Job, we are probably going to have better vocational education for
that person than anything we can do through the educational
system. And I think getting people used to the work ethic is con-
tributing to the i)roductivity of our economy.

Now, you could read that in the Congressional Record; I could
say the same thing there. But I just wonder if the generalizations
that you make about other free world parliaments vis-a-vis the
Congress, if it is based upon your firm conclusion that they really
have productivity at a high level of consideration as they develop
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their Tax Code, or whether that is a perception you might get from
statements by their politicians, ag you might come to the same con-
clusion about the U.S. Congress If you listened just to our debate.

Dr. Avric. I would say that in many foreign countries it is not a
matter of devising a Tax Code with the objective of stimulating
productivity; it is a matter of making use of the opportunities
available in the existing tax law on a case-by-case basis to try to
:}e‘ach relatively narrow objectives. I think all Governments do

at,

I think we see more evidence——

Senator GRAsSLEY. But they do it better than we do, basically, is
your conclusion to my question a couple of questions ago, right?
--Dr. Aric. I would say that Japan does it somewhat better than
we do. I would be reluctant to reach that conclusion about the Eu-
ropean countries. Their attitude, in some cases, has been more self-
consciously experimental than ours in using the Tax Code in a
microeconomic way over the last half dozen years.

Senator GRASSLEY. All right.

Did you finish %your statement when I interrupted you with my
followup question :

Dr. ALic. Yes.

Senator GrassLEy. Well, I think that is the end of my questions
for you. I suppose that you would encourage us to look in greater
depth at some of your 5 years of work in this area, that you feel
that any committee looking at productivity in the Tax Code would
benefit from the work you have done in these areas, even though
you were looking narrowly at the competitiveness of the U.S. in-
dustries versus foreign industries.

Dr. Avic. I would hope so, Mr. Chairman, Thank you.

Senator GRASSLEY. Thank you very much, Dr. Alic.

Dr. Aric. Thank you.

Senator GrassLEY. Now I have the pleasure of calling a panel of
very distinguished people, some of whom have testified many times
before my subcommittee, some who may be here for the first time
whom I have also known for a long pciiod of time, and then some
who are here to meet me for the first time.
~ So, whether you are an old hand at testifying before my commit-

tee or whether you are here for the first time, I want to say thank

you very much for coming.

We have Dr. John Kendrick, director of the project on productivi-
ty with the American Enterprise Institute; Donald C. Alexander,
‘Morgan, Lewis & Bockius, a law firm here in Washington, DC;
Howard Phillips, who is chairman of the Conservative Caucus, Inc.,
Vienna, VA; and the Honorable Floyd K. Haskell, former U.S. Sen-
ator from Colorado. Senator Haskell, you list your address as
Washington, DC?

Senator HAskEeLL. That is correct, Mr. Chairman.

Senator GrassLey. Thank you.

And Philip Storrer, professor of accounting, California State Uni-
versity.

Now, is it Dr. Kendrick that is not here? Does anybody know
anything about Dr. Kendrick? '

[No response.]



217

Senator GrAssLEY. I guess, then, I would ask Donald Alexander,
then Howie Phillips, then Senator Haskell, and then Philip Stor-
rer. That was the way in which I introduced the panel.

STATEMENT OF DONALD C. ALEXANDER, ESQ., MORGAN, LEWIS
& BOCKIUS, WASHINGTON, DC .

Mr. ALEXANDER. Thank you, Mr. Chairman.

I am Donald Alexander, and I have a statement which I would
like to have put in the record; I won’t read any of it to you.

Senator GRASSLEY. Yes, it will be included.

In the case of all of you who have a longer statement, we would
ask ?u to summarize, and they will be included in toto in the
record.

Mr. ALEXANDER. Mr. Chairman, in your letter of June 4 to me
you stated that you were going to focus on patterns which would
enable the Congress to propose changes to make our code, overbur-
dened and overlong and unrivaled, by the way, by any other tax
code of any other country, simpler, fairer, and more neutral. That's
exactly what we nced.

We need an Internal Revenue Code that is comprehensible to the
human mind, if possible. We need a fairer code. And we need a
more neutral code. And that is not what we have at this time.

I looked back at the figures on page 10 of Dr. Alic’s statement,
and you see the variances to which you referred and which he dis-
cussed. That is not the direction that we are going in the 1984 act.
We are going to add perhaps 800 pages by the time we dget through
to a code that is already so long has to defy human understanding.

Now, the White House Conference on Productivity, on which I
served, reviewed the very issue that concerns you and found that
our current tax system distorts incentives for capital formation,
saving, research, development, and productive enterprise.

here was a consensus for reducing tax rates and also for elimi-
nating double taxation of income.

I would like to read one short paragraph to you from the White
House Conference on Productivity’s recommendations:

In addition, there was sentiment in favor for a moratorium on enacting new tax
legislation until a plan for fundamental reform could be established. Piecemeal ap-
proaches to Frovidmg new initiatives, closing loopholes, or raising smaller amounts
of additional revenue tend to increase the distortions in the system and have an
adverse effect upon productivity-enhancing behavior. Moreover, the myriad of cur-
rent proposals for legislation will add complexity to the system and may contribute
further to the general perception of inequity and inefficiency in our tax system.

Now, that general perception of inequity, efficiency, and unfair-
ness, is a matter on which there has been considerable Eublicity
lately by reason of the road show that the Treasury has been en-
gaged in. They are going out to hear what ordinary people have to
say about the tax system. They are finding that ordinary people
don’t understand it and don’t like it.

Now, the tax system depends on both perception and reality. The
reality is that we try to do too much with it, that we build too
many incentives into it on the grounds that a particular incentive
is needed to serve a particular purpose at a particular time.

But if A gets an incentive, then B is going to demand one next
year before the Congress, and C, and the rest of the alphabet can
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make compelling cases--not by reason of what the system was
before A’s incentive was built into it, but by reason of what the
system became after we started using the system in a nonneutral
way and other than as a system to try to raise revenues. :

Let’'s go back and use our tax system to raise revenues. Let’s
reduce rates and broaden the base.

Senator GrassLey. All right.

Howie, you are next.

[Mr. Alexander’s written prepared statement follows:]
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STATEMENT OF
DONALD C. ALEXANDER

BEFORE THE
SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE
FINANCE COMMITTEE
U. S. SENATE
CONCERNING
PRODUCTIVITY AND TAXES: FUNDAMENTAL PROBLEMS

JUNE 18, 1984

My name is Donald C. Alexander and I am a partner
in the law firm of Morgan, Lewis and Bockius. I appreciate
the opportunity to testify before the Subcommittee, purely
in my personal capacity, on what I believe to be some
adverse effects of the existing federal income tax system on
U.S. business. \

The decline in the rate of U.S. productivity
growth relative to that of our economic competitors has
begun to threaten the status of the United States as the
world economic front-runner. While there are probably as
many theories for this as there are theorists, there may be
little question that the tax system is at least partially to
blame. What is needed is a system that is as neutral as
possible across alternative uses of time, capital and human
resources and that encourages -- or at least does not
discourage -- capital formation, technological innovation
and long-term investment, particularly in emerging growth

companies., Moreover, the rules should be rational and clear

37-521 0—84——3



30

and there should be few enough of them to permit businesses
to plan transactions with confidence in the results and
without the need for expensive professional assistance at
every step. What we have falls far short of the ideal.

Over the years, the tax system has increasingly
been pressed into service as a means of influencing patterns
of economic activity, with the result that the Internal
Revenue Code now bulges with deductions, credits and exclu-
sions intended as bhusiness incentives. However, a ''squeaky
wheel" approach has often been taken in response to business
needs, resulting in uneven distribution of benefits across
the business spectrum.

One indication of this is the actual operation of
the corporate income tax. While the statutory marginal rate
is 46%, a study of representative companies conducted by
the Joint Committee on Taxation last fall showed that the
average effective rate for all companies included in the
study for 1982 was 16.1 percent on U.S,. income.and 29.6
percent on worldwide income, with wide disparities in the
effective rates of tax on U.S. income by various industries.
Rates ranged from negative percentages for certain industries
to over 30 percent for food processing, paper, pharmaceuticals,
wholesaling and trucking. The rubber industry was highest
with 39 percent. Close to the average were the beverage
industry (20.5 percent), construction industry (15.9 percent),

investment companies (21.3 percent) and retailing industry



31

(20.4 percent). See Study of 1982 Effective Tax Rates

of Selected Large U.S. Corporations, Joint Committee on

Taxation (Nov. 14, 1983), p. 11.

While great caution must be exercised in drawing
conclusions from such data, it may be safe to say that the
current tax system seems to be doing much for some and
little for others,

The problem of capital formation in basic industries
has been ameliorated to some extent by ACRS and the reinsti-
tution of the investment tax credit, although the business
community continues to be concerned that the TEFRA cutbacks
in those incentives may have weakened prospects for full
recovery. However, in light of such phenomena as the growth
of the equipment leasing industry, one might question whether
this approaéh may have done more to introduce distortions
into the system than to meet the capital needs of basic
industries. In any event, while ACRS may result in substan-
tial tax savings and increased cash flow with respect to
investment in long-lived plant and equipment, this is of
little use to many segments of the economy. High technology
companies contend that to keep pace with their foreign and
domestic competitors, they tend to replace plant and equip-
ment freéuently and prior to their economic obsolescence.
Moreover, these capital formation incentives do not help the

labor-intensive service industries.
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Clearly there are other ways in which existing
federal tax policies tend to favor some business taxpayers
over others. The pace of technological innovation, in the
U.S., and abroad, has greatly increased the cash needs of
high technology companies for research and development
expenditures. While the tax credit approach taken by TEFRA
may have equalized the treatment of R&D-intensive and
capital-intensive industries to some extent, some forms of
R&D are more equal than others under the new rules.

A related problem, which all industries share, is
that many business incentives are now provided in the form
of credits. Many companies, particularly emerging companies,
may have no tax liability and thus no use for credits.

I believe that ;he approach taken in the past to
the cash, capital and investment needs of U.S5. business
should be reconsidered. 1Isn't the best course a broadening
of the tax base and an across-the-board reduction in tax
rates? Of course, this would require that some businesses
give up hard-won and jealously-guarded deductions, credits
and exclusions. However, an across-the-board rate reduction
would reduce the need for these. Moreover, the benefits to
be derived by simplifying the system may outweigh the value
of prefe%ences for many business taxpayers. The complexity
of the existing system is enormously costly to American

business. In addition to the expense of tax planning advice
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and return preparation, the volume of reporting and record-
keeping required of businesses is enormous and expensive.
Also, audits are expensive, whether or not they result in an
increase in tax liability, insofar as they tie up staff and
usually require at least some assistance from outside advisers.
Given the complexity of modern economy, it may be
impossible for a system of business taxation to be simplified
to the point of putting most tax practitioners and revenue
agents out of business. Nonetheless, I think some existing
business preferences should be reconsidé;ed, thereby permitting

rate reductions that should ultimately benefit everyone.

STATEMENT OF HOWARD PHILLIPS, CHAIRMAN, THE
CONSERVATIVE CAUCUS, INC,, VIENNA, VA

Mr. PuiLuips. Senator, thank you very much for holding these
hearings and for giving me the opportunity to testify on behalf of
the conservative caucus.

Revenue from the corporate income tax for fiscal year 1985 has
been estimated at approximately $76.5 billion by the Office of Man-
agement and Budget. This compares with approximately $328.4 bil-
lion in revenue expected from personal income taxes in 1985,

Taxes on corporations have long been a politically popular
method for raising revenue. As has been observed, corporations do
not vote—people do. Corporate taxation also appeals to sentiments
of envy and greed, permitting politicians to parade as altruistic
philanthropists using corporate receipts to aid constituents they de-
clare to be deserving.

The truth is, however, that the corporate income tax does do
harm to people: First, it is regressive in its impact; second, it dis-
courages productivity and efficiency; third, it promotes the agglom-
eration of corporations; fourth, it increases consumer prices; fifth,
it hurts small business; sixth, it discourages investment; and sev-
enth, it distorts the market.

The corporate income tax facilitates a massive system of corpo-
rate welfare, punishing the most productive corporations by ex-
tracting more taxes from them, and using those taxes to reward
less efficient companies with subsidies, grants, loans, and loan
guarantees, helping them compete directly and oftentimes success-
fully against the more productive.

Corporate taxes are regressive. The tax demands of Government
on business are borne not only by stockholders and managers,
extra costs are also absorbed by raising prices, keeping wages
down, hiring fewer employees, and/or laying off those already on
the payroll.
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Because lower income people are assumed to spend a greater pro-
portion of their income on the basic necessities for living, price in-
creases resulting from corporate income taxes tend to fall more
heavily on them and can thus be characterized as “regressive.”

The corporate income tax reduces the growth of worker pension
plans by removing much of the pension funds’ accumulation before
dividends are paid. As Peter Drucker has observed in his book
“The Unseen Revolution,” the corporation income tax:

has thus become a highly regressive tax and one that is paid increasingly by the

employees, especially those least able to afford a high rate of taxation—older retired
workers. It is, in effect, a tax to soak the poor.

The corporate income tax requires productive enterprises to sur-
render capital that could be reinvested. Without this capital fewer
jobs can be sustained, while pay levels are affected adversely for
those employees who can be retained.

Corporations pay taxes on their profits, and then shareholders
must pay tax again on the amount distributed to them as divi-
dends. This double taxation is both unfair and destructive of eco-
nomic growth. Removal of the corporate tax would allow profits to
be taxed only once to the shareholders, at their individual rates.

Corporate taxation encourages business concentration and dis-
courages the development of competition from struggling new en-
terprises,

Milton Friedman has pointed out that internal reinvestment by
corporations, while possibly creating tax advantages for stockhold-
ers, artificially directs investment decisions away from market in-
dicators. Large corporations can shift their internally generated
funds from division to division, diversifying and raising their stock
value, which allows them to attract borrowed funds at lower inter-
est rates. Small businesses which need capital desperately are not
able to compete against large concerns better situated not necessar-
ily to produce but to take advantage of the tax system.

With the elimination of the corporate income tax, corporations
could concentrate their efforts on maximizing profits, not on evad-
in% taxes. America would be a wealthier, more productive nation.

he $76.5 billion that the U.S. Treasury expects from corpora-
tions in fiscal year 1985 should®be allowed to stay where it would
otherwise be, in the working capital of those corporations.

Instead of leaving capital investment decisions to the individual
corporations and to the market where decentralized decisionmak-
ing enhances productivity and efficiency, Conggess has been taking
the money to Washington. Abolition of the corporate income tax
would obviate the necessity for the investment tax credit, depletion
allowances, and numerous other shelters and credits designed to
buffer the blows of corporate tax requirements. These so-called
“tax advantages” result in corporations making investments and
business decisions with the goal of reducing tax liability rather
than focusing on increased productivity, efficiency, and profits,
which would result in more jobs and higher wages, not to mention
wiser investments.

If the corporate income tax were to be abolished, how would the
Government make up for the $76.5 billion loss in revenues?
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First, since all profits will be taxed to the shareholders, some of
the $76.5 billion in taxes previously paid by corporations might
then be paid by individual taxpayers.

Second, the elimination of the corporate tax would let the suc-
cess pattern of the free market replace the inefficiency of Govern-
ment planning and regulation. This, too, can add to revenues by
producing more jobs and more affluent taxpayers.

Third, and most important, the estimated $76.5 billion in reve-
nue loss could be significantly offset if the Federal Government
would eliminate big business, big bank, and big labor corporate
welfare subsidies.

The Conservative Caucus Foundation is now preparing a study of
proposed program savings which will be submitted to the commit-
tee at a later date.

Thank you, Mr. Chairman,

Senator GrRassLEY. Thank you, Howie.

Senator Haskell?

[Mr. Phillips’ prepared statement follows:]
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Mr. Chairman. Members of the Committee.

Revenue from the corporate income tax for Fiscal Year 1985 has
been estimated at approximately $76.5 billion dollars. This com=
pares with approximately $328.4 billion in revenue expected from

personal income taxes in 1985,

Taxes on corporations have long been a politically popular method
for raising revenue. As has been observed, corporations don't

vote; people do,.

Corporate taxation also appeals to sentiments of envy and greed,
permitting politicians to parade as altruistic philanthropists,
using corporate receipts to aid constituents they declare to be

deserving.

The truth is, however, that the corporate income tax does do harm
to people: 1) it is regressive in its impact; 2) it discourages
productivity and efficiency; 3) it promotes the agglomeration of
corporations; 4) it increases consumer prices; 5) it hurts small
business; 6) it discourages investment; and 7) it distorts the

market.,

The corporate income tax facilitates a massive system of "corpo-
rate welfare," punishing the most productive corporations by ex-
tracting more taxes from them, and using those taxes to reward

less efficient companies with subsidies, grants, loans, and loan



38

guarantees, helping them compete directly and successfully

against the more productive.

Corporate taxes are regressive: the tax demands of government on
business are borne not only by stockholders and managers, extré
costs are also absorbed by raising prices, keeping wages down,
hiring fewer employees, or laying off those already on the pay-

roll.

Because lower-income people are assumed to spend a greater por-
tion of their income on the basic necessities for living, price
increases resulting from corporate income taxes tend to fall more

heavily on them, and can thus be characterized as regressive.

The corporate income tax reduces the growth of worker pension
plans by removing much of the pension fund's accumulation before
dividends are paid. As Peter Drucker observes in his book, The

Unseen Revolution, "The corporation income tax has thus become a

highly regressive tax, and one that is paid increasingly by the
employees, especially those least able to afford a high rate of
taxation~--older retired workers. It is in effect a tax to 'soak

cthe poor.'"

The corporate income tax requires productive enterprises to sur-

render capital that could be reinvested. Without this capital,
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fewer jobs cah be sustained, while pay levels are affected ad-

versely for those employees who can be retained.

Corporations pay taxes on their profits, and then shareholders
must pay tax again on the amount distributed to them‘as divi-
dends. This double taxation is both unfair and destfnctive of
economic growth. Removal of the corporate tax would allouw prof-
its to be taxed only once--to the shareholders at their individ~

ual rates,

Corporate taxation encourages business concentration and discour-
ages the development of competition from struggling new enter-
prises, Milton Friedman has pointed out that internal reinvesg—
ment by corporations, while possibly creating tax advantages for
stockholders, artificially directs investment decisions away from

market indicators.,

Large.corporations can shift their internally-generated funds

from division to division, diversifying and raising their stock
value, yhich allows them ﬁo attract borrowed funds at lower in-
terest rates. Small businesses which need capital desperately
are not able to compete against large concerns better situated

not to produce, but to take advantage of the tax system.

With the elimination of the corporate income tax, corporations
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could concentrate their efforts on maximizing profits, not evad-

ing taxes., America would be a wealthier, more productive nation..

The $76.5 billion that the U.S., Treasury expects to extract from
corporations in FY85 should be allowed to stay where it would

otherwise be--in the working capital of those corporations.

Instead of leaving capital investment decisions to the individ-
ual corporations and to the market, where decentraiized decision-
making enhances productivitygghd efficiency, Congress has been
taking the money to Washington.

Abolition of the corporate income tax world obviate the necessity
for the investment tax credit, depletion allowances, and numerous
other shelters and credits designed to buffer the blows of corpo~
rate tax requirements. Those so-called "tax advantages" result
in corporations making investments and business decisions with
the ‘goal of reducing tax liability, rather than focusing on in-
creased productivity, efficiency, and'profits. which would result

in more jobs and higher wages--not to mention wiser investments.

If the corporate income tax were to be abolished, how would the

government make up for tne $76.,5 billion loss in revenues?

First, since all profits will be taxed to the shareholders, some
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of the $76.5 billion in taxes previously paid by corporations

might then be paid by individual taxpayers.

Second, the elimination of the corporate tax would let the suc-
cess pattern of the free market replace the inefficiency of
government planning and regulations. This too could add to reve-

nues by producing more jobs and more affluent taxpayers.

Third, and most important, the estimated $76.5 billion in revenue
loss could be significantly offset if the Federal govérnment
would eliminate big business, big bank, and big labor "corporate

welfare" subsidies.

TCCRAEF is now preparing a study on proposed program savings

which will be submitted to the committee at a later date.

STATEMENT OF HON. i“LOYD K. HASKELL, FORMER U.S.
SENATOR FROM THE STATE OF COLORADO, WASHINGTON, DC

Senator HaskeLL. Thank you, Mr. Chairman, I appreciate the op-
portunity to be here.

I think you are bringing before the public a very important
issne—productivity—and I congratulate you.

Productivity, and I believe we would get consensus on this defini-
tion, means the flow of labor and capital in a free market to its
most efficient use.

Now, if we have agreement on that proposition, then any barrier
to that free flow of capital reduces productivity.

I'm sure all of us here in this room realize that our tax laws are
full of barriers, artificially channeling capital and labor in various
and sundry ways. The fault is bipartisan; it’s not Republican, it's
not Democrat, it’s both.

The examples of these barriers are far too numerous to enumer-
ate. However, I would like to mention two principal barriers: One
you can lay at the doorstep of the Democrats; the other we can lay
at the doorstep of the Republicans. These are the so-called fast de-
preciation, accelerated depreciation, now called ACRS; and the
other one is the investment tax credit.

The Federal Reserve Beard in April of 1981 published a study
which showed that these two skewed investment to short-lived
assets. The net result was that more capital went into mere re-
{)lacements rather than to the expansion of the investment base,

eaving, in the words of the Fed, “less available for net capital for-
mation.”
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Then, as your committee has brought out and as has been in the
press lately, the so-called incentives designed to help an industry
often hurt an industry—and I am specifically referring to agricul-
ture, which has been very widely reported and I presume as a
result of your hearing.

Then there are additional distortions that take place. For exam-
ple, Jack Carlson, chief economist of the realtors, is quoted in the
New York Times of March 19, as saying that, if the depreciation on
buildings goes to 20 years as opposed to 15 years, then a building
now worth a million will suddenly be worth only $750,000.

Well, I think we all know that useful lives of structures far
exceed 20 years, and I would suggest that if useful-life depreciation
was used Mr. Carlson might say the building would be worth only
$400,200. So economies are distorted and capital and labor misdi-
rected. .

I would suggest, M¥. Chairman, that if these barriers could be
eliminated and income, as the owners of a business look at income,
taxed, then the tax laws become neutral. There would be no artifi-
cial channeling of labor on capital one way or another.

And under these circumstances, as Mr. Alexander pointed out,
clearly rates could be reduced substantially. I think the Nation as
a whole would benefit.

Again, I thank you very much.

[Senator Haskell’s prepared statement follows:]

STATEMENT OF FLoyp K. HASKELL ON THE RELATIONSHIP OF QUR TAX SYSTEM TO
ProbucTIVITY

Mr, Chairman and Members of the Subcommittee, my name is Floyd K. Haskell. I
am chairman of the Taxpayers Committee, a non-partisan, non-profit organization,
devoted to the study and reform of our tax laws. I am a former member of the i'i-
nance Committee and, as a member, was chairman of this subcommittee. For the
previous twenty years, I was in private law practice, specializing in tax law.

The subject of this hearing—the relationship of our tax laws to economic produc-
tivity—is one that has been long neglected. I congratulate the chairman for bring-
ing the subject to public attention by scheduling these hearings.

Productivity is attained by allowing investment to flow, in a free market, to wher-
ever it can get its. greatest return. Barriers to this free flow automatically reduce
productivity in our nation.

To preserve this free flow, our tax laws should be neutral. The income that is sub-
ject to tax should be real income—the income that the owners of a business look to,
the income statement demanded by a banker. Anything short of this will artificially
divert capital and labor, thus frustrating the free market.

Our tax laws are about as far from this, ideal as it is possible to get. Our tax
system is a hodge-podge of exceptions, special benefits, “incentives”—call them what
you will—that are barriers to productivity. We believe in the free entreprenurial
system, except, it seems, when it comes to taxes.

In our tax code, we attempt to plan our economy. And the economy suffers. Pro-
ductivity suffers.

Examples are too numerous to be cited in any detail here, but I will mention
two—the first a major Republican mistake, the second can be laid on the doorstep of
the Democrats. These are accelerated depreciation, adopted in 1954 in the Eisenhow-
er Administration, and the investment tax credit enacted in 1962 when John Kenne-
dy was president.

These socalled incentives, not only give certain industries a distinct advantage
over others, but have had a measurable adverse effect on the economy as a whole.

The Federal Reserve addressed itself to the question of capital formation and, in
1981, published an exhaustive study of the question. The Fed’s conclusion was that
accelerated depreciation and the investment tax credit had induced investment in
short-lived, as opposed to long-lived, assets. As a result, the nation used increasing
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amounts of capital merely to replace assets that had worn out. The result, in the
words of the Fed, was less capital “available for net capital formatxon

Furthermore, basic industries are aften damaged by the very “incentives” which
are meant to help them. Witness the farm sector which has been the subject of con-
siderable press in thé last few weaks.

As we all know, the tax return on an investment is unrelated to its economic
return. Socalled “incentives” affect investment flow and market values, often creat-
ing unrealistic market values.

For example, Jack Carlson, chief economist for the National Association of Real-
tors, is quoted in the New York Times of March 19. Mr. Carlson laments the in-
crease of depreciation of real estate from 15 years to 20 years—and we all know
that twenty years for real estate is far short of its useful life.

Mr. Carlson says that, assuming this provision survives conference, a building
now worth one million will drop to $750,000. If economic depreciation were applied,
this mythical building might sell for $400,000—so does the tax law distort econom-
ics.

In conclusion, Mr. Chairman and members of the Committee, if the Congress is
serious about productivity, the special benefits must be repealed. Tax law should
become neutral, taxing economic income. Investment will then flow to where it can
get the highest economic return. Optimum productivity will thus be attained.

Senator GraAssLEy. I think the different views we have here from
people coming from different political philosophies are ending up
at about the same place. And I think this sort of recognition is
what we have to build upon to bring about a change in the Tax
Code, so that you have decisions based on the economics rather
than on the Tax Code.

Mr. Storrer?

STATEMENT BY PHILIP P. STORRER, PROFESSOR OF
ACCOUNTING, CALIFORNIA STATE UNIVERSITY, HAYWARD, CA

Mr. StorreR. Mr. Chairman, my name is Philip Storrer. I would
like to thank you for this opportunity to participate in this most
important process. I also want to commend you for these hearings
and also other actions indicative of your insight into the problems
created by our tax system for American business.

I am representing myself. I am a professor of accounting and tax-
ation at California State University in Hayward, where I have
been for the last 11 academic years. During that time I also prac-
ticed as a CPA and conducted seminars for tax professionals
around the country. Prior to that time I spent 4 years with the In-
ternal Revenue Service as an agent, an instructor, and a manager.

Businesses must deal with governmental regulatlons as a regular
and pervasive part of conducting their activities. American busi-
ness has developed an efficient means of so doing. In short, busi-
ness people can and do contend with a great deal of governmental
intervention, but they cannot cope effectlvely with uncertainty.

The Federal Income Tax system is full of technical and procedur-
al complexities which defy comprehension and create growing un-
certainties.

In the words of an ex-Internal Revenue Service Assistant Chief
of the Examination Division, now in private practice as a CPA in
Los Angeles:

Tax planning is not possible in the current environment, with one monumental

tax change after another. Internal Revenue Service agents cannot be adequately
trained, and we as tax advisors cannot stay current.
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TECHNICAL UNCERTAINTIES

I think it is quite simple to demonstrate the adverse affect of the
technical complexities of our tax law. Since 1969, Congress has en-
acted 159 different public laws modifying various parts of the Inter-
nal Revenue Code. Forty-seven of these have been passed since
1980. As a result, private sector tax professionals are in a perpetual
state of confusion regarding not only the proper interpretation of
the various Code provisions but effective dates of implementation,
revocation and phaseout of others. I also think the backlog of
Treasury regulations, stands as a monument to this uncertainty.
During the month of March of this year, the backlog of projects
was reduced by a net of only four, from 381 to 377. Many of these
regulation projects interpret provisions that are vital to business
decisions. Some of them like section 385 regulations, have been on
the drawing boards since 1969.

In recent years the Internal Revenue Service has adopted several
technical and procedural positions which have resulted in congres-
sional moratoria, instructing the Service to modify or suspend rul-
ings or regulations pending congressional review. These moratoria
affect fundamental business areas such as fringe benefits, commut-
ing rules, independent contractor status. Congress has been intend-
ing to resolve these issues since 1976 in the case of the first two,
and since 1978 in the case of the last. And in the meantime, busi-
ness people must make decisions having to do with these unre-
solved areas.

The logjam of court cases also pays tribute to the problem of
galchnical complexity. Timely judicial interpretations are a thing of

e past. .

I think it is just as important to concentrate on Procedureal un-
certainties, if not more important than technical uncertainties. The
Internal Revenue Service has, in my opinion, without question, an
enviable record of tax administration. In fact, I believe that per-
haps the Internal Revenue Service has become a victim of its own
success; because of this success the IRS is called upon to satisfy all
kinds of problems not necessarily dealing with the production of
revenue and collection of same.

We point with pride at our country’s high level of. voluntary com-
pliance, for which I believe the Service deserves much of the credit.
But recently, we have seen a growing revolt among the people who
rebel sguinst a system that they cannot understand and with
which they cannot adequately cope.

Current concern in many quarters of the IRS at the management
level involve the implementation of what is called “must work,” in
things like abusive tax shelters, tax protestors, and more impor-
tantly in my opinion, the pervasive underground economy.

To illustrate their concern, Revenue Procedure 83-78: The Inter-
nal Revenue Service under that procedure is notifying investors in
abusive tax shelters of an impending audit. The concern in some of
the key districts is how to carry out that promise to audit: They do
not have enough manpower to deliver on their promise. So they
have, in the words of some managers “an effective weapon, but no
delivery system.” The mountain of technical provisions is clearly il-
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lustrated by the Internal Revenue manual, which is nine volumes
thick and 9,000 pages long.

I also observe in connection with procedural uncertainties, that
there are diseconomies of small scale business. I know my time is
up, so I would like to conclude simply by-suggesting that the dis-
economies of small-scale business are there, that small-scale busi-
nesses cannot deal adequately with the Tax Code. Large-scale busi-
nesses deal more effectively with it.

I would like to quote an ex-Internal Revenue Service group su-
pervisor who is now practicing as a certified public accountant:

I cannot believe how screwed up the system is, When I was with the Service, we
thought that the problems were the exception. Now that I am out, I see that they
are the rule. Other ex-Internal Revenue Service agents and managers share my feel-
ig‘gst:sYou never know exactly what they are going to do, so it makes us look like
1aiots. .

I have been amazed since I have been out of the Service at how screwed up they
are, and it is getting worse, not better.

I believe that the broad-based tax approach is the proper one,
and I have submitted for the record appendix A, which consists of
testimony previously submitted before House Ways and Means ad-
vocating a broad-based gross income, value-added type consumption
tax, that kind of system, for implementation.

I have also included as exhibit A a sample tax form format that
could be used to simplify the administration. I am convinced that is
absolutely critical to make the form simple in connection with an
alternative tax system.

In conclusion, I would like to relate a humorous.message given to
me in 1978 by the then chairman of our accounting department at
California State University in Hayward when he learned that I
was to be testifying before the House Ways and Means Committee
on the 1978 Revenue Act. He said, “Phil, please tell them to reform
the tax laws so that the average CPA with a doctorate in account-
ing can understand it.”

Hearings such as this are very important and a large step in the
right direction, and I commend the chairman for the courage.

Thank you very much.

Senator GrRAssLEY. Thank you.

[Mr. Storrer’s written prepared statement follows:]

37-521 O—84——4
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STATEMENT OF PHILIP P. STORRER
PROFESSOR OF ACCOUNTING AND TAXATION,
CALIFORNIA STATE UNIVERSITY HAYWARD, CALIFORNIA
PREPARED FOR HEARINGS ON PRODUCTIVITY AND THE TAX SYSTEM
JUNE 18, 1984
HEARINGS BEFORE SENATE FINANCIAL COMMITTEE
THE HONORABLE CHARLES E. GRASSLEY, CHAIRMAN

Uncertainty Of The Tax System And Its Effect On
Business Particularly Small Business

Background

Businesses must deal with governmental requlation as a regular
and pervasive part of conducting their activities, American
business has developed an efficient means of so doing. In short,
businesspeople can and do contend with a great deal of
governmental intervention, but they cannot cope effectively with
uncertainty.

The Federal Income Tax System is full of technical and procedural
complexities which defy comprehension and create growing
uncertainties . In the words of an Ex-Internal Revenue Assistant
Chief of the Examination Division, now in private practice as a
Certified Public Accountant:

"Tax planning is not possible in the current environment
with one monumental tax change after another. Internal
Revenue Service agents cannot be adequately trained; and we,
as tax advisors, cannot stay current."

Technical Uncertainties

It is quite simple to illustrate the adverse effect of the
technical complexities of our tax laws. Since 1969, Congress has
enacted 159 different public laws modifying the Internal Revenue
Code. Forty-seven of these have been passed since 1980. As a
result, private sector tax professionals are in a perpetual state
of confusion regarding not only the proper interpretation of
various code provisions, but effective dates for implementation
of new sections and phase out of old ones.

The backlog of Treasury Requlation projects continues to stand as
a monument to this uncertainty. During March of this year the
backlog of projects was reduced by a net of 4 from 381 to 377.
Many of these projects interpret provisions vital to business o
decisions. Some such as the sa2ction 385 Regqulation Project,
recently withdrawn in frustration, have been on the drawing
board since 1969,
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In recent years the Internal Revenue Service has adopted several
technical and procedural positions which have resulted in
congressional moratoria instructing the service to modify or
suspend rulings, and reqgulations pending congressional review.
These moratoria effect fundamental business areas such as fringe
benefits, commuting rules, and independent contractor status.
Congress has been intending to resolve these issues since 1976 in
the case of fringe benefit regulations and commuting rules and
1978 in the case of independent contractor status. 1In the
meantime, business people must make decisions having to do with
these unresolved issues.

The logjam of court cases also pays tribute to problems of
tevanical complexity. Timely judicial interpretation are a thing
of the past.

Procedural Uncertainties

The Internal Revenue Service has without qguestion an enviable
record of tax administration. We point with pride to the
councry's high level of volunteer compliance for which the
Internal Revenue Service deserves much of the credit. In recent
years, however, the increase in complexities have made the system
unmanageable. Taxpayers have reacted with revolt. They are fed
up with a system they do not understand and with which they
cannot cope. This revolt has resulted in a crippling increase in
the amount so called "must work" for agents and auditors. Tax
administration is adversely influenced by abusive tax shelters,
tax protestors, and most importantly the underground economy.

Current concern in many quarters within the Internal Revenue
Service is how to implement the "must work" programs. To
illustrate, under Rev. Proc. 83-78 the Internal Revenue Service
is notifying investors in abusive tax shelters of an impending
audit should these investors claim tax benefits related to their
investments. Managers within key districts are concerned that
they do not have the necessary manpower to audit all of the
investors who have been sent notices. In other words, the
Internal Revenue Service has an effective weapon but no delivery
system.

The mountain of technical provisions which bury all but a few
Internal Revenue Service auditors and tax advisors is clearly
equaled by the procedural promulgations articulating the "Do's
and Don't's" of tax administration. The Internal Revenue Manual
is a full 9 volumes and over 9000 pages. This manual is
regularly modified to accommodate changes in the Code and changes
in Internal Revenue Service program direction and policies.
Revenue agents are inundated with a wide variety of memoranda
which supplement the changes to the Internal Revenue Manual. It
is quite simply not possible for Internal Revenue Service
auditors to keep pace with these instructions. This results in
an inconsistent application of the law, frustrating the efforts
of auditor and tax advisor alike. I find in my practice an ever
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increasing number of auditors and agents who are not only unaware
of what the Internal Revenue Manual provides but unable to
research issues within it., When an Internal Revenue Service
manager and/or the National Office issues a memorandum it will be
ineffective unless, first, it is read by those to whom it is
directed and secondly, it is interpreted the way it was intended
by its author. Internal Revenue practices and policies, as
published, are as a result of this confusion radically different
than the practices and policies -as practiced. Appendix "A"
contains a much more detailed technical analysis of problems
concerning: tax administation with specific examples of problems
encountered in my CPA practice.

Diseconomics Of Small Scale Business

There are distinct systematic tax disadvantages to being a small
business person. First, bigger companies seem to be better able
to cope with all types of financial uncertainties. Secondly,
disputes with the Internal Reveuen Service of large amounts are
more susceptible to settlement. Thirdly, small businesses often
cannot afford to pay for professional guidance necessary to
reduce the uncertainties to a manageable level. As a result,
small business people are forced tp play the"tax lottery” and
"take their chances"

Clearly uncertainties abound. In the words of an Ex-Internal
Revenue Service, Group Supervisor now practicing as a Certified
Public Accountant.

"I cannot believe how screwed up the system is. When I was
with the Service, we thought the problems were the
exception. Now that I'm out I see that they are the rule.
Other Ex~-Internal Revenue Service agents and managers share
may feeling."

You never know exactly what they are going to do so it makes
us look like idiots. 1I've been amazed since I ‘vz been out
of the Service how screwed up they are, and ii is getting
worse not better.”

Corrective Action

It is my considered opinion that no amount of money, manpower,
policies or procedures can stem the tide of growing confusion.
The problem will only be solved through a reduction of the tax
rates to take the profit out of cheating and simplification by
substituting a broad based tax for the existing tax base.
Appendix "B" contains a more detailed description of such an
alternative broad based system. Exhibit "A" which follows
depicts in general terms a suggested tax form format to
accommodate such a 3ystem.

Conclusion

In conclusion, I would like to relate a humcrous message given to
me in 1978 by the then chairman of our University Accounting
Department. Upon learning , I would be testifying before House
Ways and Means Committee he said "Phil please tell them to reform
the tax laws so the average CPA with a doctorate in accounting
can understand it."

Hearings such as this are a very large step in the right
direction.
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Senator GrassLEY. Howard, you talked mostly about the corpora-
tion income tax, but would you apply what you said, where applica-
ble, to the individual income tax as well?

Mr. PuaiLLips. Clearly, Senator.

Senator GrRAssLEY. And also for the abolition of the individual
income tax, as you suggested for the corporate tax, or not?

Mr. PuiLLips. Well, the conservative caucus is supporting a piece’
of legislation which has been introduced in the House of Represent-
atives by Congressman Mark Siljander of Michigan, H.R. 5432, a
10-percent flat rate income tax. And we believe that the proposal
which the Congressman has put forward is one which would raise
adequate revenues for the appropriate functions of Government,
while at the same time permitting people to fill out their tax
forms—not in 10 days or 10 hours but in much closer to 10 min-
utes.

We think there is much too much complexity not simply with
corl;l)orate taxation but with respect to the individual income tax as
well.

Senator GrassLEY. One of your accusations against the corporate
income tax was that it is easy to avoid responsibility as that tax is
raised by the Congress. I mean, you really hide the tax increase.

Do you find that same accusation applicable maybe to like a con-
sumption tax—let me not say “consumption tax,” let me say
“value-added tax,” as an example, which is a broad-based tax that
is applied through the economy.

Mr. PuiLLips. Senator, I have a strong bias against creating any
new ways of raising taxes. Our experience has been that when new
tax-raising devices are adopted they do not replace those already in.
force,they are merely added to them. Furthermore, I don’t believe
that the value-added tax is appropriate, in the sense that it would
bear especially heavily on large families which use a disproportion-
ate share of their income as compared to smaller families or single
individuals in terms of consumption. I think it would be a tax that
would militate heavily against lower income people, and it's a tax
that simply, by opening up a new line of raising revenue, tempt
those in public office to find new ways to spend the money.

If we look at the experience of the last several years, we observe
that taxes have indeed been raised despite occasional talk about
tax reductions. In fiscal year 1980, revenues from all sources to the
Federal Government came to $517 billion. It is projected that for
fiscal year 1985 those revenues will come to some $745 billion. And
despite that increase of more than $200 billion annually in reve-
nues to the Federal Government, we are still looking forward—not
with pleasure—to some of the largest deficits in the history of our
Republic. The reason for that is not that taxes are too low but that
spending is too high.

I personally don’t believe that the answer to our deficit is to
raise taxes or to find new sources for collecting taxes; it’s to hold
down spending.

Senator GrassLEY. Senator Haskell, you spoke of what Demo-
crats did to the Tax Code in the way of too many credits; you spoke
about what Republicans had done in the way of ACRS. Is it implic-
it in your comment that the corporate tax code pre-1962, then,
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would take care of most of our problems? I think most of those
"credits have developed since the Tax Code of 1963 or 1964, right?

Senator HAskeLL. I think you would have to go back a little fur-
ther; I think you would have to go back to 1954, I was referring to
investment credit under Kennedy as the Democratic mistake and
fast-depreciation under Eisenhower which led to ACRS, as the Re-
publican mistake.

Probably if you went back——

Senator GrassLEY. All right. It was fast, enhanced depreciation,
not just depreciation generally.

Senator HaskeLL. Oh, no—enhanced depreciation. So if you went
back prior to 1954—this is a top-of-the-head comment—I think at
thatdtime income, that business people regard as income, was
taxed.

I remember when the 1954 Code was passed. 1 had a small utilit;
as a client, and the treasurer couldn’t believe his eyes. He said,
“My God, it’s a tax-free loan from the Government” (he referred to
accelerated depreciation) “Is it going to stay?”

I said, “I don’t know whether it is going to stay or not, but you
might as well take advantage of it.” So that is how it was regarded
at that time, and that was really the kick-off in many ways of what
I consider the disintegration of the simple system.

Senator GrassLey. All right. But in no way are you arguing
against the corporation income tax, per se?

Senator HaskeLL. No; I'm not. However, I feel that we should
make the income tax broad-based and tax corporations and individ-
uals. But we should recognize that the corporate tax is a disincen-
tive—if that is the proper word—to invest in corporate form.

For example, it encourages people to put their money in real
estate or drilling deals, or something like that, rather than listed
securities.

Now, there are solutions to the problem, as I'm sure the chair-
man is very well aware. One solution is follow the Europeans. Give
a credit for dividends paid—up to a specified limit—if half the
income is declared out in dividends, then only half the corporate
income is taxed because the other half is going to be taxed to the
individual.

Now, there are other solutions. But I do want to state that I be-
lieve that the people who talk about the double tax on corporations
have a very worthwhile viewpoint, and I think the probiem should
be addressed.

Senator GrasstEy. I would like to have each of you, if you could
just quickly, tell me, as an alternative to the present tax system
what you would favor, whether it would be a gross income tax, a
national sales tax, consumption tax, value-added tax, flat-rate
income tax, or a combination of those, or none of those, so we could
get you on record, if in fact you are for a change.

I guess you could still be for a simplified corporate tax system
and a simplified income tax system, which would be a modification
of what we have now and which would not be all that new.

Mr. ALEXANDER. Mr. Chairman, I would like to comment first, if
1 can, about treating corporations as partnerships. That'’s an inter-
esting theory; it has been around for about 40 years or so and prob-
ably won’t be adopted.
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Let’s take IBM as our example, a company that pays out a rela-
tively small percentage of its earnings as dividends, not as small as
it used to but nevertheless small. I think a housewife in Des
Moines would be quite surprised if she owned 100 shares of IBM to
find that she was taxed on her tax of IBM’s profits that year,
whether or not it was distributed. Now, that is going to put tre-
mendous pressure on the IBM’s of this country, the companies that
pay out a relatively small percentage of their taxable income in
dividends, to pay out more. And I am not all that sure that is a
good idea. Nor am I sure that a flat-rate tax at a very low rate is a
good idea, unless somehow that is going to be tied to reductions in
spending. And those who want to hold the tax system hostage
through their hoped-for but never-achieved spending reductions I
think are marching in the wrong direction.

I would like to see some reductions in spending, too, but I don’t
think you hold the tax system hostage or do it for that reason. I
support a value-added tax. I think we put just too much on our
income tax, and I don’t think we can produce a broad-based, rea-
sonable, sensible, and understandable income tax in ihis country
unless we have another tax that supplements the income tax in a
fairly major way.

The percentage of aggregate Federal revenues as a part of GNP
has been dropping, not ricing, but the Ipercentage of spending has
held up. So we've got a massive deficit. I am afraid you are going to
keep that until you find some way of coping with it.

Our trading rivals use a value-added tax fairly well in competi-
tion with us, and let’s not forget that Japan, by the way, collects
more in the way of corporate taxes, relatively speaking, than we
do. So they have done pretty well competing with us, despite the
excessive burden of the corporate income tax.

Senator GrAssLEY. Is your value-added tax suggestion in addition
to or a replacement for the personal income tax?

Mr. ALEXANDER. A value-added tax would be a supplement to a
broad-based, lower rates but not flat rate. personal income tax and
a broader based, lower-rate corporate income tax. The aggregate
revenues produced by those two is simply not going to be sufficient
for our country to operate the way that the public or the Congress
expects. .

Given that situation, and given I think the possibility of thinking
that those taxes are going to produce enough revenue to cut back
on our massive deficits, I would hope that a value-added tax at a
lower rate, broad based, would be a sensible supplement to the re-
duced revenues which we can reasonably expect from a broader
based lower rate, personal income-tax and a lower rate broader
based corporate tax, with perhaps an act provision like that to
which Senator Haskell referred, a passthrough, a credit at the indi-
vidual level for part of the taxes paid by the corporation.

Senator GRASSLEY. Senator Haskell.

Senator HaskerLnL. Mr. Chairman, I would favor the broad
based—by that, we mean getting rid of the barriers—personal
income tax, and a broad based business tax—whether it be on part-
nerships or corporations—with progressive rates but obviously
lower than at the present time.
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I personally, as I said before, feel that the double taxation of cor-
porations can be taken care of by following some of the Europeans
on credits for the payouts in the form of dividends.

In summary form, that would be my recommendation, Mr. Chair-
man.

Senator GrAssLEY. Howie.

Mr. PuiLLips. Senator, there are really only four ways, as you
know, that we can deal with the problem of the deficit: We can
either raise taxes, we can inflate the currency, we can borrow
money—or we can cut spending. And the only good solution, in my
view, is to cut spending.

Earlier this year you were a leader in the Senate in favor of a
budget freeze. While I might have had some disagreeme:.ts with as-
pects of that particular freeze, I think the concept of a spending
freeze is a very important one to seriously consider and to move
forward with.

It is important for us to recognize that none of these deficits
which we are encountering today would exist if we had frozen Fed-
eral spending in 1980. In fiscal year 1980, total Federal outlays
were $576.7 billion. For this fiscal year 1985 we are talking about
outlays of $925.5 billion. So, clearly, the deficit problem can be ad-
dressed if we solve the spending problem.

I believe that in order to have a tax system which is fair, we
need to eliminate the corporate income tax, and I think we need to
move forward to a 10-percent flat rate income tax.

I also believe that we need to move toward the kind of constitu-
tional money standard, honest money standard, gold standard,
which will prevent the arbitrary and unpredictable escalation of in-
terest rates which have contributed so mightily, especially in
recent years, to the size of our Federal deficit.

Senator GrassLEY. Thank you. :

Mr. Storrer, you said that you favor the value-added tax. Was
t}f}at?in addition to personal and corporate income taxes or in place
of it?

Mr. Storrer. No, Mr. Chairman. I would favor strongly a flat-
rate consumption-based value-added tax, implemented in a way
which would eliminate the need for nonbusinesses, individuals, to
file a tax return. In other words, only businesses would file. The
way you would do that, very simply is that you would not allow
business to deduct factor payments to households; they would in es-
sence be paying the tax, remitting it—not bearing the burden, but
remitting the tax—on behalf of the households to whom those pay-
ments were made for wages, interest, and rents.

I think I would have a flat rate, because the proportional rate
system appears.to me to be the only system that we could say is
equitable in treating the all members of the public at large.

If you argue in favor of progressivity, it appears to me that the
only way you can do that is on the basis that it makes us feel
better, not economic grounds. And if collectively we think it makes
us feel better to have a progressive rate, that those who make more
ought to pay not only more but progressively more, then, the next
question is, how progressive do you want to make it? And you are
going to have 150 million different responses to that question.
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The second reason is complexity. When you have a progressivity
in your tax system, then you have filing status requirements, and
you instantly sacrifice simplicity for the sake of equity.

Senator GrassLey. I have to stop asking questions, but let me
suggest to you that some of the things that this committee really
ought to be interested in—and I have questions for them and
should probably submit some of them in writing—deal with how
the deliberations of a board of directors or a CEO on spending
money and capital investment, or in some other way, are affected
by the Tax Code?

For that plant manager to keep his inveniory high or to keep it
low, to what extent does the Tax Code enter into that decisionmak-
ing process, and whether or not that affects productivity or not?

And I suppose there are several other examples like that. That is
eventually what this committee has to respond to, the extent to
which the Tax Code inhibits productivity or does not.

We have been dealing with this, and correctly so, in a broad way.
But I think we need answers to those questions. I am going to
decide with my staff later on, but we may submit those to some or
all of you in writing. So thank ycu very much. I am sorry that I
have to move on, because we have twc other very good panels to
hear from.

All right, now. I have another panel that I would like to have all
come at one time.

We have John Meagher, chairman, Basic Industries Coalition;
Donald W. McCambridge, division comptroller for taxes, Bethlehem
Steel Corp., on behalf of the American Iron and Steel Institute; Dr.
Robert C. Holland, president of the Committee for Economic Devel-
opment; and Lana R. Batts, managing director of research and
policy analysis division of the American Trucking Association;
Frederic Howard, chairman of the tax task force, Coalition of Serv-
ice Industries, Washington, DC; and Wilbur D. Holleman, vice
president, tax, the Fluor Corp., on behalf of the National Construc-
tors Association, Washington, DC.

Now, there is one missing. I wasn’t looking up as you were
seated, and I don’t recognize all the faces. Who isn’t here?

Frederic Howard is not here. All right.

What we will do then, we will go in the way I introduced you, if
that is all right. Would you please start out?

STATEMENT OF JOHN MEAGHER, CHAIRMAN, BASIC INDUSTRIES
COALITION, INC., WASHINGTON, DC

Mr. MEAGHER. Thank you, Mr. Chairman.

My name is John Meagher, and I am a vice president of the LTV
Corp. in Dallas, TX, and chairman of the Basic Industry Coalition,
otherwise known as BIC, which is an association of over 25 compa-
nies and trade associations involved in 8 basic industries, estab-
lished in 1983, to provide leadership in governmental policies af-
fecting the continued health and effectiveness of basic industries in
America.

Since the particular focus of the coalition has been to promote
capital formation and tax policy alternatives, which will provide
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the basis for long-term economic growth and vitality, we are par-
ticularly pleased that you scheduled these hearings and grateful
that we have been given the opportunity to present our views.

Before I detail those views, however, I would like to mention
some historical facts about the reason that the Basic Industry Coa-
lition was formed:

It was established by companies in the United States who feel
that they have been discriminated against in our tax laws vis-a-vis
incentives to capital. It is our charter to make attempts to end that
discrimination in order to make our basic industries world-class
competitive and more productive.

.. Very simply, the discrimination is that many companies in this
country don’t get the tax benefits—particularly the investment tax
credit and depreciation—currently, when they purchase equipment
unless you have tax liability on a current basis. The reasons why
they may not have tax liability are many, but in most instances it
is because they have had significant losses and they have tremen-
"dous net operating loss carryovers that will void either currently or
some time in the future their tax liability. When they go out and
buy plant and/or equipment they are paying a significant premium
for that capital. This fact puts these companies at a distinctive
competitive disadvantage vis-a-vis their competitors, both foreign
and domestic.

We feel that it is thig kind of discrimination in the tax law which
goes right to the heart of our ability to compete and be productive.

Our foreign competitors don’t have these kinds of discriminatory
practices; in fact, in most instances they provide lower cost financ-
ing, trade protection, and in many instances generous subsidies to
target industries which have impacts on world markets.

We favor policies which will even up this uneven situation, both
domestically and as far as our international competition is con--
cerned. o Y

‘Recent actions;.b‘; the Congress, unfortunately, have moved in
the opposite direction. In 1981 the Reagan administration proposed
and Congress passed the most pro-capital-tax bill in history. It con-
tained increases in the accelerated depreciation area, research and
development credits for high tech companies, and some other items
such as safe harbor leasing which were an attempt to even the
playing field.

One year later in TEFRA thé Congress took action to reverse
these incentives. It repealed safe harbor leasing, repealed several of
the post-1984 changes in the accelerated depreciation rates, re-
duced the basis for capital items for  ACRS and the investment
credit. And the bill that is currently in conference, that you are
reading about now, will make further reductions in ACRS, repeal
finance leasing, certain energy tax credits, and obviously limit the
use of industrial bonds under which a lot of basic industries do a
great deal of environmental financing.

What does this mean in dollars? Consider safe harbor leasing,
which is perhaps the most efficient investment incentive ever en-
acted for capital-short basic industries. ‘

The-3-years it was in existence it made possible over $60 billion
in new plant and equipment at a revenue cost of $10 billion. Thus,

o
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for every dollar spent of Government money, American industry
spent $5 in new investments in plant and equipment.

This return on investment was generated in the worst recession
in 80 years, with interest rates at historically high levels and with
many companies in loss positions.

While we understand the need for revenue and the severe prob-
lem facing all with regard to the deficit, we also think Congress
and the administration should come to grips with the fundamental
problem we have if we are going to have a productive society.

In that regard, the Basic Industry Coalition has proposed a bill
called The Work Opportunities and Renewed Competition Act of
1983, which can be updated for 1984. It is introduced in the Senate
as S. 1593, and in the House as H.R. 3434.

Very simply, “WORC” allows companies and individuals with al-
ready earned but unused investment credits prior to the year of its
enactment to borrow from the Federal Treasury 85 percent of their
value after the taxpayers have invested their own money in new
plant and equipment in the businesses in which they are already
engaged. Assuming a 1984 enactment date, the reinvestment of
these funds would have to be completed by 1986. h

The taxpayer involved under the bill would be required to pay
back to the Treasury not just the 85 percent, but an additional 15
percent as well beginning in 1987. This would be paid either in the
form of higher taxes or at the rate of 20 percent per year until
repaid; but in any event no later than 1991 it would be repaid.

Why would taxpayers elect such a device? Simply, because they
must make the investments now in order to be competitive later.
They recognize the present value of money and have little choice
but to utilize this provision if they are to expand their capital base.

WORC will raise some revenue for Congress if it will let us
borrow the money so that we can pay it back later. In the long
term, we think that the Congress must address policies dealing
with the discrimination that we have mentioned here today and
which will allow us to utilize the tax benefits that our investments
supposedly give us.

In this connection, Mr. Chairman, your hearings are important
and a critical first step in dealing ‘with the problem we are con-
cerned with and which we have tried to highlight today.

Thank you very much. I would be glad to answer any questions.

Senator GrassLey. I will wait with the questions until we are
done with the panel.

Donald McCambridge.

[Mr. Meagher’s prepared statement follows:]
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Testimony of John K. Meagher

representing the Basic Industries Coalition, Inc. (BIC)

Mr. Chairman, my name is John K. Meagher, and I am the Vice
President-Government Relations of The LTV Corporation headquartered in Dallas,
Texas. LIV is a diversified operating company involved in steel, energy
products, and aerospace/defense. I am here today representing the Basic
Industries Coalition, Inc. (BIC), an association of over 25 companies and
trade associations involyed in eight basic American industries, which was
established in 1983 to provide leadership in developing goverumental policy
positions to insure the continued health and competitiveness of our basic
industries. Since the particular focus of BIC has been to promote capital
formation and tax policy alternatives which will provide the basis for
long-term economic growth and vitality, we are particularly pleased that you
have scheduled these hearings and grateful that we have been given the
opportunity to present our views, Frankly, Mr. Chairman, this is the first
time any Congressional tax-writing committee has held hearings on the capital
and tax problems facing basic industries, These sessions are as timely as
they are important.

Before I detail our views on how the tax system affects basic industries,
let me provide some historical information about BIC and why it was formed.

BIC was formed by corpanies representing U. S. basic industries who have
been discriminated against by our tax laws vis-a-vis tax incentives to
capital. Its charter is to make attempts to end that discrimination in order

to make our basic industries world class competitive.
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With the enactment of the Investment Tax Credit in 1962, our tax system
has provided most companies with major incentives to modernize, to buy new
plant and equipment. Theoretically, when LTV puts in a new continuous caster,
it is entitled to a 10% tax credit Ly virtue of the purchase of that equipment.

Unfortunately, the practicalities don't always follow the theory. That is
true because the 10% credit is available currently only if the taxpayer has
current tax liability against which to use the credit. If the company happens
to be in an industry like steel which has had serious problems for several
years, it may not pay income taxes currently and thus will be unable to use
the credit. Although the law provides for carrybacks of 3 years and a 15-year
carryforward, the value of the credit diminishes as a function of the time
value of rmoney. As a result, in real terms, it is questionable whether the
tax benefit is really related to the investment and, in fact, may be
detrimental to the extent that it is available to certain competitors.

Simply, our current tax law rewa;ds the rich companies with the ITC and
depreciation allowaiices at the expense of the poorer companies. This ‘is the
discrimination I spoke about and why BIC was formed.

It is our contention that this discrimination - which results in
diminished capital investment and its attendant lower productivity - is at the
heart of the decliné of our industrial strength and the rise in foreign
conpetition. Our foreign competitors not only provide the kinds of incentives
I am Jiscussing, but usually far more including low cost financing, trade
protection, and in many instances, generous subsidies to target industries to

have an impact on world markets.
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The predicament of the American industrial sector has been described in a
recent avalanche of books, articles, TV stories, editorials, etc. The message
has been the same - we must get our policy act together if we are to survive
as a viable world leader and economic entity. While the experts may and do
differ on the solutions, they all acknowledge certain facts:

® Our productivity, until recently, has been declining

at an alarming rate, During the 1970's our productivity -

grew by 20% while Japan's jumped 145%, Germany's 75%,

and France's 77%.

® In the last ten years manufacturing investment in the

United States has fallén behind the countries of our

competitors., Japan has consistently outpaced us by

4 to 5 points. Even the UK is ahead by a similar margin,

® Our employment levels generally are not good. In basic industries,

they are poor. While since 1971 total erployment in the

U. 8. has increased by 2.1%, in basic industries, it has

dropped by .3% and by 4.6% in steel.

® The cost of capital in America is double or uadruple its cost in
foreign countries. In Japan, the cost of capital is 4% - 8% versus

16% - 22% in the Unit-;ed States.

As we in the steel business are well aware, we are competing in a world
economy against companies and governments which must market thei; products in
the United States in order to survive. Our free trade policy and our
discriminatory tax policies offer a double incentive to foreign competition.
On the trade side, they have yenerally free access to our r}arkets, and while
many of them enjoy tax and other capital incentives, many American companies
do not. We have, in effect, placed ourselves in a double disadvantage and

unless these are corrected, we won't be able to compete for very long.

1Y
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We favor policies which will even-up this unev:en situation both
domestically and as far as our international competitive situation is
concerned,

Recent actions by the Congress unfortunately have gone in the opposite
direction. In 1981, the Reagan Administration proposed and the Congress
enacted the most pro-capital tax bill in history. It contained ACRS, an
increase in the R&D tax credit to help high-tech companies and a small item
called safe Harbor Leasing. It recognized the historical disparity between the
U.S. and its trading partners on depreciation levels and access to capital
incentives and essentially corrected it.

One year later, the Tax Equity and Fiscal Responsibility Act of 1982
reduced or eliminated these and other incentives for capital by:

1. Repealing Safe Harbor Leasing ’

2. Repealing the post 1984 changes in ACRS rates

3. Reduciny the basis of capital items for ACRS

and the Investment Tax Credit

If that wasn't enough in the current tax 'bill Congress will doubtless make
further cutbacks. These include:

1. Further reductions in ACRS

2. Repealing finance leasing and energy tax credits

3. Limiting the use of industrial bond financing under

which we do much of our envirommental improvements.

What does this mean in dollars? Consider Safe Harbor Leasing. Perhaps
the most efficient tax incentive ever enacted for capital-short basic
industries, in the three years it was in existence, it made possible over @
billion of new plant and equipment at a revenue cost of nearly $10 billion.
Thus, for every $1 the government spent, American industry spent $5 in new

investment. This incredible return on investment was generated during the
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worst recession in 30 years and with interest rates gt historically high
levels. We did our caster under a Safe Harbor Lease, and we'd do more but the
Congress thought it a give away and decided to ‘junk it.

Let me put this provision in perspective. The American steel —indust:ty
needs $6 billion in new investment to become modern and competitive. 1If the
government would put up $1 billion over a three-year periocd, the industry
could put thousands of workers back into the economy. $1 invested to get $5
in return.

While we understand the need for revenue and the severe problem facing all
relative to the deficit, we also think Congress and the Administration must
come to grips with the fundamental discrimination in the tax law I've
previously discussed.

We have tried to recognize both problems in fashioning a proposal called
The Work Opportunities and Renewed Competition Act of 1983 (WOR:). This
legislation was introduced in the Senate as S 1593 primarily by Senators
Durenberger and Riegle and in the House as HR 3434 by Reps. Conable and Jones.

WORC allows companies and individuals with already earned but unused ITC's
prior to 1983 to borrow from the Federal Treasury 85% of their value after the
taxpayers have invested their own noney in new plant and equipment in the
businesses in which they are already engaged. Assuming an October 1, 1984,
enactment date, the reinvestment of these funds would have to be completed by
1986. The taxpayers involved, under the bill, would be required to pay back
to the treasury not just the 85%, but an additional 15% as well beginning in
1987. This would be repaid either in the form of higher taxes or at the rate

of 20% per year until repaid, but, in any event, no later than 1991,



61

Our estimate of the fiscal impact of the legislation is that by 1991,
there would be a net positive reveuue result of $800 million with about
$1 billion coming in between FY 1986-1988.

This results from the mandatory p;'ayback provision requiring companies
electing to use the reinvestment credit provision to pay back 15% more than
they borrowed.

Why would taxpayers elect such a device? Simply, they nust make
investments now in order to be competitive later. They recognize the present
value of money and have little choice but to utilize this provision if they
are to expand their capital base.

Thus, WORC deals with Congress's problem and that of basic industries,

Obviously, this is a one-time, short-term attempt to deal, in part, with
the discrimination in the law today. It doesn't solve the problem entirely,
but it helps.

In the long term, we believe Congress must address the problem in the
current law of the timing between the utilization of tax beneifts and the
investment to which they are tied.

Investment incentives - such as the Investment Tax Credit (ITC) and
Accelerated Depreciation (ACRS) are intended to front-load the cash flow which
results from new investment. That front-loading occurs where they -
particularly the ITC - can be utilized currently.

One of the rost basic questions is whether the government gets the best
bang for the buck it puts out? Under current law, the answer is

probably -~ no!

37-521 O—84——5
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What should be done about this? One answer is to junk these incentives.
In fact, this has occurred for many industries in this country which
continually spend more in capital than they make and get little or no benefit
from this incentive. The other answer is to change the timing to insure that
the incentive plays a real role in investment.

Obviously, the latter course makes more sense. In our view, Conyress
should address this problem next year when it reviews the tax system. We
think it is fair and important that the playing field be level vis—a—vis
domestic investment, and we believe it ought to be fair vis-a-vis the world
market. In this latter regard, we are presently working on proposals which
will be presented to yéu later in the year to deal with making the

international playing field level.

STATEMENT OF DONALD W. McCAMBRIDGE, MANAGER, TAX LEG-
ISLATIVE ANALYSIS, BETHLEHEM STEEL CORP., BETHLEHEM,
PA, ON BEHALF OF THE AMERICAN IRON AND STEEL INSTI-
TUTE, WASHINGTON, DC

Mr. McCamBripGe. Thank you, Mr. Chairman.

Since I am from the Bethlehem Steel Corp. and John is from
LTV, I am also active in the Basic Industries Coalition as well as
chairman of the American Iron and Steel Institute’s tax commit-
tee. So actually, some of my remarks may restate what John has
said but possibly in a little different way.

The steel industry is energy, labor, and capital intensive, and
therefore likely to be affected by tax policies in those areas.

The Federal income tax policies associated with the taxation of
capital have had a particular impact on the steel industry, and my
summary will concentrate on those areas—specifically, the fact
that the current policies result in the inability of the industry to
realize on a current basis the capital investment incentives intend-
ed by the Congress.

The two principal capital investment incentives are the invest-
ment tax credit and accelerated capital recovery.

Generally, through the late 1970’s the steel industry had a suffi-
cient level of income to realize the current benefits of the capital-
recovery deduction and to permit the current use of most if not all
of the investment tax credits.

A combination of events in the early 1980’s changed all that.
First, the level of capital spending relative to the level of income
eventually resulted in the situation where there was a limitation
gn lt;he use of current investment tax credits even after a carry-

ack.



63

Second, the substantial losses that occurred in the early 1980’s
were carried back, and offset against the profits of the late 1970's,
resulting in a further loss of the availability of tax credits.

Furthermore, the losses resulted in the inability of most compa-
nies to benefit from the intended incentive feature of the ACRS
system. The result is that now, and for the foreseeable future, the
steel industry will not be able to reduce the cost of its capital in-
vestments to the same extent available to more profitable compa-
nies.

Congress recognized this inequity, as John said, and attempted to
deal responsibly with the problem when safe harbor leasing wa
enacted in 1981, The provision, as he said, was repealed shortly
thereafter, but the equity of safe harbor leasing, the intent to level
the playing field, has never really been seriously challenged.

To make matters worse, the financel lease provisions which were
intended as a partial substitute for safe harbor leasing will be sub-

ject to a 4-year suspension, since the deferred provision is the same
in both bills before the conference. And to make matters complete,
the nature of steel capital investments is such that a high percent-

e is for capital rehabilitation of existing facilities and, in general,
almost none of the capital investment qualifies for traditional
guideline leasing.

The net result is that current tax policy does not permit the steel
industry to participate in the capital incentives associated with the
ownership of the assets, and it essentially denies it the opportunity
afforded to other companies to at least share in the benefit of those
incentives with more profitable companies.

The steel industry has a cumulative balance at the end of 1983 of
$1.2 billion of unused investment tax credits which have been
earned but cannot be used only because they exceed the limit al-
lowable, and over $5 billion in excess net operating losses, virtually
all of which occurred in 1982 and 1983.

If the current 85-percent limitation on the use of investment tax
credits had been in effect since 1962, a substantial amount of the
unused credit base would have been used to offset taxes in prior
years. -

The income tax laws have always provided that losses from one
accounting period could be offset against profits from another ac-
counting period in order to recoglpize the cyclical nature of some
businesses. In 1981 as part of ERTA, the lowest period for both in-
vestment tax credit and investment credit was increased ¢~ 15
years in anticipation of tax losses which might result from the

ACRS system.

* In summary, what we need is a policy change which would
permit less profitable companies like the steel companies to obtain
equal access to the prior, current, and future tax benefits associat-

with capital asset incentives. This could be done in a variety of

-ways which would only change the timing of the recognition of the
tax benefits.

John has already gone into at some length the program which
would allow cashing in the existing investment tax credit balance
for a cash payment. Another way would be to permit an extended
net operating loss and investment tax credit carryback as well as a
carryforward. And a third would be to restore some degree of freer
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transferability of current tax benefits through a safe harbor leas-
ing mechanism, or something of that sort.

As I say, this would only change the timing of the recognition of
the tax benefits, but the access to the cash for the steel industry is -
critical at this time.

Thank you, Mr. Chairman.

[Mr. McCambridge’s prepared statement follows:]
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Statement of

Donald W. McCambridge

I am Donald W. Mc Cambridge, Yanager Tax Legislative Analysis
for Bethlehem Steel Corporation and Chairman of the Committe
on Tax for the American Iron and Steel Institute. I am speaking
here today on behalf of the American Iron and Steel Institute,
the principal trade association of the steel industry, whose 57
domestic member companies account for approximately 87 percent
of the raw steel produced in the United States.

‘The purpose of these hearings in part is to examine the
impact of the Federal income tax system on basic industry. Steel
is about as basic as they come. Unfortunately, for many years
the steel industry has not been able to sustain a satisfactory
level of profitability and, therefore, it follows that the
aggregate income tax payments and also the "effective tax rate"
of the industry have not been among the highest of the various
industry groups.

The steel industry is labor intensive, energy intensive,
and capital intensive and therefore is more likely to be aff~cted
by tax policies in those areas.

There are several areas in which Federal income tax policies
associated with the taxation of capital have had a particular
impact on the steel industry. The more important can be
summarized as follows.

1. The inability of the industry to realize annually on a
current basis the capital investment incentives intended by

congress.

2. The inability to realize currently the vlitimate tax
benefit of excess net operating losses and investment tax credits.

3. The perverse effects on the industry of attempts by
Congress to deal with low corporate income tax payments through

the minimum tax.

These are developed more fully below.
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1. Cabital Investment Incentives

The two principal capital investment incentives enacted
by Congress are the investment tax credit and capital cost recovery.
The investment tax credit has been in effect except for two periods
of suspension since 1962, Some form of accelerated depreciation
has been in effect since 1954, culminating with the ACRS system
enacted in 1981. PFor most of that time, generally through the
late 1970s, the steel industry had a sufficient level of income
to realize the current benefits of the capital recovery deduction
and permit current use of most if not all of the investment tax
credits. A combination of events in the early 1980s has changed
that dramatically.

First, the sustained increase in capital spending with
higher depreciation deductions eventually resulted in a limitation
on the use of investment tax credits on a current basis. Second,
the situation was exacerbated when substantial losses incurred in
the earlier years of the 1980s were carried back to reduce or
eliminate the income of the late 1970s resulting in a further
loss of the availability of tax credits. Furthermore, the losses
resulted in the inability of most companies to benefit from the
intended incentive feature of the ACRS System.

The result is that now and for the foreseeable future the
steel industry will not be able to reduce the cost of its capital
investments to the same extent available to more profitable
companies. This lack of equality is inherently wrong as a matter
of tax policy. It deprives less profitable companies of a source
of capital when it is needed the most, thereby discouraging
capital spending and contributing to the liquidation of the
industry. Congress recognized this inequity and attempted to
deal responsibly with the problem when safe harbor leasing was
enacted in 1981. Unfortunately, this provision was repealed
shortly thereafter for political, rather than economic reasons.
The equity of the economic benefit provided to the low profit
company by permitting it to realize some cash benefit from
its investment has never been seriously challenged. To make matters
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worse, the finance lease provisions, which at best would have

been a poor substitute for the flexibility afforded by safe harbor
leasing, would be deferred for four years under similar provisions

of the tax bill currently before the conference committee. We havé

to assume that the deferral may eventually become a repeal. To
make matters complete, the nature of steel capital investments is
such that a high percentage is for capital rehabilitation of
existing facilities very little of which qualifies for traditional
guideline leasing. The net result is that current tax policy

does not permit the steel industry to participate in.the capital Qﬁ
incentives associated with the ownership of assets and essentially
denies it the opportunity afforded to other companies to at least
share in the benefit of those incentives with more profitable

lessor companies.

2. Accumulated Unused Net Operating Losses

‘e

and Investment Tax Credits

Thé combination of events of the last few years has resulted
in the industry having a cumulative balance at the end of 1983 of
$1.2 billion of investment tax credits which have been earned but
could not be used because they exceeded the allowable limits.

In addition, over $5 billion of excess net operating losses have
been accumulated. Bdth of these balances may be carried forward
for 15 years from the daté the tax credit was earned or the loss
incurred to reduce future tax liabilities. Virtually all of the
net operating loss originated in 1982 and 1983 and about half of
the investment tax credit carryover is a direct result of those
losses. In this case, it is not the absence of a reasonable tax
policy which impacts adversely on the industry but rather a
restriction in the application of this valid tax policy due to the
imposition of arbitrary limitations. By way of illustration, »
the original limitation on the use of investment tax credits was
25% of the liaBtlity. This was raised to 50% in 1967 and
beginning in 1979 the limit was raised 10% each year until 1982
when the current 85% limit was established. If the current 85%
limitation had pgen ih effect for all years a substantial_amount
of the unused baiﬁnce would have been used to reduce taxeé{paid

in prior years.

Pt
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There has always been a recognitf%n in the income tax laws
that losses from one accounting period shohld be allowed to
- reduce income from another period in order to recognize the
cyclical nature of some businesses. For many years the total
period was eleven years -- the current year, three back and seven
forward. In 1981 the carryover period was increased to 15 years
in anticipation of tax losses which might be created by virtue
of the excess capital cost recovery allowed by the ACRS system.
The current tax policy therefore is to deal with the rationalization
of income and losses over a 19-year period. Many basic industries,
especially steel, could gain much needed investment capital from
a change which would permit an extended carryback period to cover
taxes already paid, in lieu of the extended carryover period.

3. Minimum Tax

The perverse effect of the minimum tax can be illustrated
by the following example. Percentage Depletion is not an
elective deduction - it is mandatory. However, in recent years
this "deduction"” has actually increased the tax burden of many
companies. The reason is the interrelationship of the minimun
tax with investment tax credits which have been allowed to offset
up to 85% of a company's tax liability. Mathematically, a
‘company with $1,000 of taxable income could owe only $69 of a tax
after the maximum reduction of tax by applying investment tax
credits. . .($1,000 X 46% = $460 - (B5% X 460) = $69. -Now if that
same company has $200 of percentage depletion, the taxable income
would be reduced to $800, and the net tax would be reduced to $55 -
a net tax reduction of $14. However, the amount of the percentage
depletion - $200 - is considered to be a tax preference item.
The excess of this preference amount over the net tax, in this
case $145, is subject to a minimum tax of 15%, or about $22.
The net result of hag}ng to claim an additional "deduction" from
taxable income is to increase the net tax by about 8% of the
deduction. We would obviously be better off without the so-called
"preferential® item. ‘ W

This condition has existed for most steel companies since 1980

and will continue to exist indefinitely into the future.
a8
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Considering that the actual percentage depletion is in the hundreds
of millions of dollars, a large segment of the steel and mining
industry is being severely penalized for a "preference" it does

not enjoy. In the case of the steel industry, the minimum tax

is essentially a tax on capital because it is the investment tax
credit which reduces the tax liability and gives rise to the
minimum tax. It makes absolutely no sense that the industry should
have to pay an artificial minimum income tax while e;rned

credits go unused because they can only be applied against regular
income taxes.

Comprehensive Solution

The steel industry has estimated that during the period
1984-89 all available sources of cash will fall short of the
requirement for capital spending by $1.1-$1.9 billion annually
depending on the level of imports. Changes in tax policy will
not completely eliminate this shortfall but would go a long way
toward resolving the problem. There is one essential policy
change which would be of great assistance over the next five
years during which the industry has such a critical need for cash
with which to finance modernization projects. That policy change
would permit steel companies to obtain equal access to the prior,
current, and future tax benefits associated with capital asset
incentives. This could be done in a variety of ways including
the following:

"l. Permit an extended net operating loss carryback instead
of an extended carryover.

2. Allow accumulated unused investment tax credit carryovers
to be surrendered in exchange for an immediate payment, with the
proceeds to be reinvested in steel assets.

3. Permit an extended carryback of unused investment tax
credits.
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4. Restore freer transferability of current tax benefits
to other taxpayers which have a current tax liability. This
could be accomplished through the restoration of something like
safe harbor leasing, or a capital recovery system which produces
a similar cash result to the taxpayer, while avoiding third party
involvements.

5. Permit accumulated investment tax credits and the tax
effect of net operating losses to be cancelled in exchange for
government securities to mature in 7 to 15 years.

6. Repeal the minimum tax on corporations.

These changes would involve essentially only the timing of
the recognition of tax benefits and do not involve any net
revenue loss to the Treasury over time. The access to the cash
at this time, however, is critical to the continued viability of
the industry. 1In addition we believe these changes would remove
pressures for tax motivated acquisitions and promote equality in
the cost of capital- for taxpayers making similar investments,
regardless of the current level of income.

Senator GrassLEY. Before we go on to Dr. Holland, let me lay on
the table a question that you can be thinking about, because I don’t
want to stop the testimony. But just so I don’t forget it:

Basically, as I listened to your two testimonies, you argue that
we have made some changes that have been beneficial to increased
productivity; you are arguing that they have been modified too
early and that they ought to be changed to continue that trend of
encouraging investment and changes which would bring about pro-
ductivity. I would like to have your analysis on whether departure
from the existing Tax Code to a dramatic change in the corporate
or even the individual tax might not accomplish the same thing, or
whether or not you see in the future, if we are really going to in-
crease productivity and the Tax Code is going to encourage that,
that we do it within the existing framework.

Dr. Holland.

STATEMENT OF DR. ROBERT C. HOLLAND, PRESIDENT,
COMMITTEE FOR ECONOMIC DEVELOPMENT, WASHINGTON, DC

Dr. HoLLAND. Thank you, Mr. Chairman.

I am president of CED, a nonprofit, nonpartisan economic policy
research organization comprised of about 200 of the Nation’s busi-
ness and academic leaders. We appreciate being invited to discuss
our view of the relation of tax policy to productivity.

In a nutshell, CED believes that the United States has a serious
problem of flagging productivity performance. Qur productivity im-
provement since the trough of the 1981-82 recession has been
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heartening, but we think we are still a long way from being out of
the woods.

This recent cyclical upswing in our productivity growth should
not distract us from adopting the kinds of public and private poli-
cies we need to sustain productivity growth at a much higher level
than in the past. And we believe tax policies are an important part
of what needs to be changed to achieve that productivity improve-
ment

I put before you a full text of my statement and a copy of a study
on productivity that CED released last year. A good deal of what I
am going to say rests on that.

In that study we concluded that the United States faces not one
but two serious productivity problems. The first one is the slow-
down in the rate of its own productivity growth in the United
States—slowing down that you can see in the evidence back even
as far as 1966 and 1967. It became progressively worse, and the
decade of the 1970’s was very disappointing.

Even through the beginning of this decade the data were disap-
pointing, until we got what amounts to a conventional cyclical
upturn in productivity. That’s no lasting solution.

The second problem we face is that U.S. productivity growth has
remained significantly worse than that of our major international
competitors. This evidence is capsulized in the chart that is on page
2 of that executive summary I attached to my testimony.

It takes many years for evidence on this complex a subject to ac-
cumulate to convincing proportions, but these figures convinced us
that unless these trends in productivity were reversed, and re-
versed significantly, the United States was condemning itself even-
tually to becoming a second-rate economic power.

Why were we doing so poorly? This study as well as several
others convinced us that under-investment in productive plant and
equipment has been a major source of our productivity problems.
It'’s not the only cause, but a major cause.

As we see it, the primary responsibility for turning that
productivity performance around rests with the private sector: with
management and with labor. But Government can be of significant
help here, and particularly in the area touched on in this hearing,
by reducing the investment-discouraging effects of Government reg-
ulations and of Government taxes.

In the past, Government tax provisions have discouraged really
both sides of the investment equation—they have borne down heav-
ily on private saving, and they have also been discouraging to ex-
penditures on plant and equipment.

I hasten to add that you have recently taken some good steps in
directions that can help remedy this burden. CED has applauded
the introduction and the liberalization of tax deferment on interest
carned through IRA’s. We favor continued efforts to expand that
kind of saving-encouraging change in the tax law. On the invest-
ment side, the adoption of ACRS was in our view a major step for-
ward. We see it as having reduced the cost of capital across all in-
dustries, and this should contribute to long-range iraprovement in
the rate of productivity in the United States. Indeed, we are al-
ready withessing an encouraging step-tg) in the rate of capital in-
vestment in this country. However, ERTA worsened the already
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wide variance in effective tax rates among industries, and you have
heard a few relevant comments here across the table this morning.
. Some of that variance was reduced in TEFRA, but let me empha-

size that we as an organization continue to recommend a tax policy
that is essentially neutral among industries. We believe neutrality
is a very worthwhile goal to strive for.

One way to achieve this is to permit the expensing of capital out-
lays. Adoption of expensing would permit eliminating a number of
special business tax provisions, such as investment tax credits, and
it would also allow a general reduction in the corporate tax rate.

This expensing idea, we must admit, poses the same kind of con-
flicting considerations that tax-writing committees of the Congress
have so often had to deal with. It is a tax change that would en-
courage what we regard as a very important improvement—
namely, increasing the share of the Nation’s total output devoted
to saving and investment, as distinct from consumption.

But expensing would probably also involve a significant loss in
Federal revenue, at least in the short run, and thus deepen an al-
ready huge Federal deficit that badly needs to be reined in.

For this and other reasons, therefore, we are strong supporters of
a determined Federal effort to achieve meaningful basic tax reform
in the coming years. To do our part to help on that tax policy
debate, we have commissioned a careful study-to evaluate the rela-
tive advantages and disadvantages of several alterrffitive types of
reform to the Federal tax structure. We expect to have it available
around year end, and we will be glad to share it with you. We hope
it can help not only ourselves but other concerned citizens and
public policymakers who are interested in achieving a tax struc-
ture that can better serve our combination of national goals.

Thank you.

Senator GrRASSLEY. Ms. Batts?

[Dr. Holland’s prepared statement follows:]
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Statement by
Robert C. Holland, President

Committee for Economic Development

Mr. Chairman, my name is Robert C. Holland. I am
President of the Committee for Economic Development, a nonprofit,
nonpartisan economic policy research organization comprised of
over 200 of the nation's business and academic leaders. It is
the intense personal involvement of such corporate and education
leaders in the development of CED's poli?y recommendations that
distinquishes CED from other business oraanizations.

I very much appreciate being invited to discuss CED's
views on the relation of tax policy to productivity. It is a
subject I believe we are well prepared to address. In a nutshell,
we believe we have had a serious problem of flagging productivity
performance. While the productivity improvement since the trouch
of the recession is heartening, we are by no means out of the
woods. The recent cyclical upswing in productivity growth
should not distract us from adopting the kinds of public and
private policies to sustain productivity growth at a much higher
level than in the past. To achieve this goal will require

economic policies to sustain long-term economic growth.
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We believe tax policies are an important part of what needs to
be changed to achieve that improvement.
I have placed before you a study on productivity entitled

Productivity Policy: Key to the Nation's Economic Future, which

CED released last year. Much of what was said in this
report remains valid today, and a good deal of what I am about
to say rests on the analysis contained in this report.

This report, which was developed under the leadership
. of Bill May, former CEO of American Can and now Dean of the
New York University School of Business, makes a thorough
evaluation of the possible causes of the slowdown in the rate
of productivity growth that had been going on in the United
States for over a decade.

In this report, we concluded that the United States
faced two serious productivity problems, either of which we
believed constituted a serious threat to the nation's ability

to compete internationally.
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The first problem was the slowdown in the rate of productivity
growth in the United States, which had fallen to the rate of
neérly zero by the beginning of this decade before its current
cyclical rebound. The second problem was, despite a general
slowing in the rate of productivity among the industrialized
nations, U.S. productivity growth remained significantly worse
than that of our major international competitors.

The evidence is capsulized ih figure 3 on page 15, and
in figure 4 on page 17 of the CED study.

These figures convinced us that unless these trends
were reversed significantly the United States was condemning
itself eventually to becoming a second-rate eccrnomic power.
Accordingly, we then undertook a review of the various asserted
causes for the slowdown, which included such factors as:

® The decline through the '70s in the rate of

capital formation in plant and equipment, as

affected by levels of saving and investment.



76

A generally low level of investment in
non~defense research and development as

compared to our trading partners.

The changing composition of output between

trade and services.
The changing composition of the labor force.
The dwindling availability of natural resources.

Unfavorable government policies.

4

In addition, we investigated other possible factors,

such as the excessive preoccupation of business with the short

term, a perceived decline in the spirit of entrepreneurship,

the debilitating effects of inflation, the apparent increase in

nonproductive investments, the growing surge of protectionism,

and a variety of others.

After considerable research and debate-~which characterize

CED's approach to issues such as this--we concluded that, while

qovernment can play a supportive role in improving productivity,

the major responsibility for successfully turning productivity

around lay in the hands of manacement and labor.
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A prime area of focus needs to be on expanding the level of
investment in plant and equipment. This study, as well as several
others conducted by CED,convinced us that underinvestment in
productive plant and equipment has been a major source of the
productivity problem.

A second major conclusion that emerged from the study
was that suizable government policy is essential to establishing
the proper environment for these productivity-enhancing changes
to occur, and that misquided government policy had indeed
contributed to the slowdown in the rate of productivity growth
during the decade of the 70s. In our report, we focused on
two major areas of government policy: taxes and regulation.

We felt that changes were required in both areas to allow
any major improvement in productivity. In the area of

tax policy, we concluded the tax code had inhibited the
formation of critically needed plant and equipment; and also

had somewhat negative effects on the level of R and D.

37-521 0—84——6
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On page 47 of the CED report, figure 8 compares the
level of capital investment in the United States to that of
our major trading pactners during the 1970-1977 period. As
you can see, the rate of U.S. investment in manufacturing has
been only about one-third that of the Japanese. Another way
to look at this is to review the level of plant and equipment
provided each worker, which has fallen from an annual rate of
increase of.2.32 percent from 1960 to 1973 to a rate, sincc
then, of barely 0.14 percent.

Although there have been some improvements of
late, these have not been sufficient to spell a marked and
sustained change in the overall trends~-and unless something
is done we will pay the price iﬁ flagging living standards

and lower economic growth.

I want to point to two general areas in which tax

policy affects capital investment and ultimately productivity.
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The first is the general level of saving available :o0 provide
needed capital, the second is the level of productive investment.
In the area of saving, we have long been aware of the
notoriously low rate of saving in the United States as compared
to most of our major trading partners. As recently as 1980
the amount of disposable personal income devoted to saving
in the United States was only 5.6 percent as compared to
21 percent in Japan and an average of 15 pefcent for our
major European competitors.
In the paper on Productivity, CED applauded the
recent liberalization on IRAs and interest rate available
for small savings accounts. In general, the CED would
support continued efforts to expand incentives in these
and other saving-related areas.
The second area in which tax policy is important
to productivity is its impact on incentives to individuals

and corporations to make productive investments.
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For example, with respect to marginal tax rates on capital
gains, although ERTA reduced ;he maximum rate to 20 percent,
the major disincentive, particularly in times of inflation,
remains. Income from capital continues to be taxed on the basis
of apparent rather than real gains on investment. One approach
might be to adjust the value of an asset over a period of time
through the use of the DNP deflator.

A second area of possible change involves ACRS. It
would not come as any surprise that CED strongly supported the
adqption of ACRS. 1In our view, ACRS and accompanying changes
in the investment: tax credit have helped reduce the cost of
capital to all industries, whicl. will contribute to the
improvement in the rate of productivity in the United States
in the future. However, ERTA worsened the already wide variance
in effective tax rates among industries. And while some of this

was reduced in TEFRA, CED continues to recommend a tax policy

that is essentially neutral among industries.
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One way to do this is to permit expensing of capital outlays.
Zdoption of, expensing wogld permit eliminating a number of
speciil busine§s tax provisions, such as investment tax credits,
as well as a general reduction in the overall corporate tax rate.

;.f;is létter idea, we must admit, poses the same kind of
confiicting considerations that the tax-writing committees of
the Congress so often have to wrestle with. It is a tax change
that would encourage what we regard as‘a very important K
improvement: increasing the share of the nation's output devoted
to saving and;}gvestment as distinct from consumption. But it
would also probably_invoive a significant loss of federal tax
revenué, at least in the short run, and thus deepen an already
huge federal deficit that badly needs to be reined in.

For this and other reasons, therefore, we-are strong

supporters of a determined federal effort to achieve meaningful

tax reform in the coming years.
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To do our part to help that tax policy debate, we have
commissioned a careful study to evalugte the relative advantages
and disadﬁantages of several alternative types of reform of

the federal tax structure. We expect to have it available
around year-end, and we shall be glad to share it with you.

We hope it can help not only ourselvés but other concerned
citizens and public policy-makers who are interested in
_achieving a tax structure than can better serve ouy’ combination

of national goals.

. &
ol
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LEYTO OUR ECONCWIC FUTULE m
For most of this century the United States has had the world’s most pri8tctive economy. In

the mid-1960s, however, U.S. productivity-growth rates began to drop sharply, and the
decline continued into the 1980s. Unless this setback can be decisively reversed and a new era
of strong productivity growth launched, the United States faces the serious prospect of lagging
living standards, diminished competitiveness at home and abroad, and an endangered na-
tional security.

In this policy statement, the Committee for Economic Development analyzes evidence
about the causes and consequences of the U.S. productivity problem, and recommends
strategic steps that both the private sector and government can take to increase productivity-
growth rates once again.

DOES PLODUCTIVITY GROWTH REALLY MATTER?

There is a direct link between productivity and living standards. To the extent that total
hours worked and the ratio of workers tc total population both remain constant, trends in per-
capita income depend on changes in average output per worker. Growth in productivity will
mean, in general, higher living standards and a better quality of life.

Productivity increases give business and industry the strength to compete at home and
abroad. Persistently poor productivity performance forces industries and nations to win
business through relatively lower wages and profits instead of through efficient, competitive
ability.

Productivity growth also helps increase public support of and ability to pay for social and
environmental programs and other public services, and it offers the potential, through more
efficient utilization, to help conserve precious natural resources while reducing waste.

2

CAUSES OF POOR PRODUCTIVITY PERFORMANCE

Careful analysis points to a variety of impediments to productivity growth. A low rate of
investment in new plant and equipment has played a major role, with some studies attributing
one_half of the slowdown to this factor. Lower saving and insufficient investment have meant
that factories have incorporated technical advances more slowly.

Government regulation has contributed to the problem. Meeting new standards in health,
environment, and safety has reduced the growth of GNP by using resources that might
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otherwise have been channeled into more productive aclivities. Regulations have also in-
creased business uncertainty and inhibited business decision making.

There are numerous other contributors to the nation’s productivity dilemma, including
inadequate research and development; a rapidly changing labor force; energy price increases
and shortages; inflation; preoccupation of some managers with short-term goals to the detri-
ment of longer-term strategies; an apparent
decfine m‘lhe spinit of enlrepreneursh p; n- Manufacturing Productivity Growth, United
stances of inattention to prgdt{ct quality; and States and Major Competitors, 19601981
growing domestic protectionism and other
public policies that sap the competitive vigor
of U.S. companies. 00 T
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STEPS FOX MANAGEMENT AND LASOR

Although certain public-policy reforms are essential, the private sector—particularly top
management—must take the lead in boosting productivity. No single approach will work for
every firm or industry. Nevertheless, this Committee believes that broad adoption by U.S.
companies of certain guiding principles could do much to reverse recent trends.

< Raising productivity should be made a central goal of long-range busine:s strategy,
alongside such objectives as improved profits, stock-price appreciation, and increased
market share.

© A portfolio of policies ought to be established and explicitly evaluated for its sufficiency to
achieve corporate productivity goals. Productivity-improvement actions can be more
effective when they are coordinated.
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¢ Entrepreneurship, risk-taking, constructive criticism—all of these need to be encouraged
by management at every level, starting with the chief executive.

¢ Real incentives, both financial and nonfinancial, should be given to workers and man-
agers to cooperate with one another and apply their skills and creativity to such long-run
objectives as productivity growth.

¢ Productivity performance, including that of competitors, should be closely monitored,
and the results made available to the appropriate personnel.

In applying these principles, a company can tailor its productivity programs to its own
particular situation. This report examines the experience of several American firms that have
made notable improvements in productivity. CED urges careful study of some of the more
promisiig company applications, which include:

© Gain-sharing systems that tangibly reward productivity improvements or cost-saving
measures by groups of workers; .

o Quality-circle programs involving periodic meetings of workers to discuss ways of raising
productivity;

Total work systems that entail training employees to perform numerous related tasks,
including making budgets and setting goals for their operation;

o

Labor-management participation teams;

-

Improved employment-security programs that permit flexibility in worker reassignment
and retraining in the interest of increased productivity; and

-

* Revised long-term management compensation plans to incorporate rewards for sustained
productivity improvement.

VI'HAT GOVERRAMINT CAN DO

The market economy has the unparalleled ability to facilitate productivity improvements,
but government policies and programs in recent years have impeded market functioning. To
enhance the climate in which American industry can become more productive, CED believes
that reforms are critically needed in four areas of public policy. Government needs to;

¢ Spur saving and investment by making the tax code simpler and less biased in favor of
consumption. For example, government ought to expand the incentives for individuals to
buifd up their retirement savings, and subtract from taxable capital gains that portion due
to inflation. Relevant tax policies, however, should be made more neutral regarding
investments in different industries. One way to move toward neutrality is to allow business
to deduct immediately their outlays for new plant and equipment from taxable income. If
this were done, some special tax arrangements for business would become unnecessary.



87

¢ Provide productivity-enhancing support for private investment and output. Govern-
ments should increase their outlays for the kinds of public infrastructure that play key roles
in private-sector productivity performance.

stimulate technological change through dependable, multi-year funding commitments to
basic research in universities, more flexible depreciation of assets used for applied
research and development, and other measures to encourage innovation by small firms
and entrepreneurs.

-

< End unnecessary regulatory barriers to productivity growth through continued deregula-
tion of those aspects of trucking, airline, and railroad industries and public utilities that are
now adequately disciplined by market competition. Other steps that are needed include
applying more rigorous cost-benefit criteria to regulations; simplifying and accelerating
approvals for “bubble” and “offset” programs governing pollution and allowing new plant
and equipment to be included in these programs; and giving consideration to modifying
antitrust laws that constrain productivity growth, with special focus on those that weaken
U.S. competitiveness in global markets.

1t may be, as some say, that the underlying fault in U.S. productivity performance lies in a
decline in the spirit of workmanship and entrepreneurship. But even if that is true, surely that
spirit only lies dormant, ready to be reawakened. Private measures by management and labor
along with publiczpolicy changes can contribute dramatically to the efficiency of every sector
of the U.S. economy. The key to America’s economic future will be found in the restoration of
needed incentives and adoption of bold, imaginative productivity strategies.

STATEMENT OF LANA R. BATTS, MANAGING DIRECTOR, RE-
SEARCH AND POLICY ANALYSIS DIVISION, AMERICAN TRUCK-
ING ASSOCIATION, WASHINGTON, DC :

Ms. Batts. Thank you.

I am Lana Batts. I am the managing director for research and
policy analysis of the American Trucking Association. ATA wel-
comes the opportunity to comment before your committee on the
tax structure as it relates to productivity, and very specifically as it
relates to productivity in the trucking indystry.

Our statement today focuses upon three areas that we think il-
lustrate just how the U.S. Tax Code fails to take into account or at
least fails to encourage productivity among the different modes of
transportation on an equal basis—and that’s a word you have
heard a lot today.

First of all, we are going to look at the accelerated cost recovery
system and the investment tax credit, then I want to turn to pro-
ductivity, and finally to an area which no one has yet addressed,
discriminatory State taxes and how they are impacting upon pro-
ductivity in Federal taxes.

Many incentives are built into the Federal Tax Code that are in-
tended to encourage industries to improve productivity. Certainly
the accelerated cost recovery system and investment tax credits are
two major areas where the Tax Code is designed to promote pro-
ductivity through capital investment.

Unfortunately, these incentives do not benefit all modes of trans-
portation equally. The trucking industry, for example, has not real-
ized the same benefits as other modes of transportation because of
the basic nature of its productive assets—namely, trucks, tractors,
and trailers.
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Trucks and trailers have very short useful lives of 5 to 8 years,
requirinﬁ them to be replaced much more frequently than rail, roll-
ing stock, or aircraft. The ACRS provisions allow a more costly
railroad locomotive which might have a 20-year useful life to be de-
preciated over the same 5-year life of a truck or a trailer.

Further, trucking companies receive only 6 percent of the invest-
ment tax credit on tractors, while railroads receive the full 10-per-
cent tax credit on locomotives.

Tractors represent the trucking industry’s largest revenue equip-
ment investment, and under the ACRS rules they are depreciated
over 3 years. Equity dictates that the motor carrier industry must
have the option of claiming a 10-percent investment credit coupled
with the 5-year tractor life.

Now, the cumulative effect of the inequities are clearly illustrat-
ed by the effective corporate income tax rate paid by railroads and
motor carriers. According to a 1983 study conducted by the Joint
Committee on Taxation, railroads have the lowest tax rate—2 per-
cent—while truckin% had the highest tax rate of 40 percent over
the period 1980 to 1982. And of the rail and trucking companies
surveyed, railroads had over twice the pre-tax income the trucking
companies, yet those companies paid four times as much income
tax as did their competitors the railroads.

Now, turning to productivity: Both the Motor Carrier Act of 1980
and the Surface Transportation Assistance Act of 1982, which you
are very familiar with, both were intended to allow motor carriers
to operate more efficiently and to provide better service. Yet, be-
cause our industry is less able to recover investment costs through
tax incentives, the reduced cash flow limits the industry’s ability to
invest in new equipment.

Under the Surface Transportation Assistance Act, the trucking
industrly will pay $1.8 billion in additional Federal highway taxes
annually. .

Although the industry sees an offsetting net productivity gain,
this productivity will not be experienced by all fleets. For example,
carriers in the West already have the length and weight limits au-
thorized under STAA. Their only gain was a mere additional 6
inches in width. While it would appear that carriers in the East
had a significant gain, it was not until last week when the Federal
Highway Administration issued it Final Rule on the designated
highway system that carriers knew where they could operate this
new equipment.

Unfortunately, even this very limited highway system is being
challenged in the courts. Yet the trucking industry has been
paying increased fuel and excise taxes since April of 1983 with no
appreciable productivity gains.

s a result of STAA, operating taxes and licenses are the truck-
ing industry’s fastest growing expense item, and we have no con-
trol over them.

Finally, I would like to turn to the area of State tax discrimina-
tion, which has a very substantial impact on the productivity of the
trucking industry. '

A recent study conducted by the State of New York shows that
many state taxes are inequitable. The study concludes: “Where
railroads are not treated the same as motor carriers or air carriers

g
Seedge
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for tax purposes, they are usually treated better than the other
carriers.” ’

The trucking industry is concerned about the rampant State tax-
ation of its interstate activities. Transportation performed on an
interstate basis probably has a greater exposure to tax discrimina-
tion than any other form of business activity.

Now, Congress has long recognized this danger, and it has pro-
vided Federal statutory protection against such discrimination for
the airlines, for the railroads, and for interstate electric utility
companies, but the trucking industry was unsuccessful as we
sought similar protection in the Motor Carrier Act of 1980.

Thus, the motor carriers remain at a competitive disadvantage
because railroads and airlines enjoy a prohibition against all dis-
criminatory State taxation. The trucking industry does not.

In conclusion, as you have heard today, there are a number of
corporate tax proposals being considered both in and cut of Govern-
ment as alternatives to the present tax system. Many of the argu-
ments for the proposals are justified by three major conclusions
which everyone seems to reach and we certainly have reached:

First, our current system is too complicated and too cumbersome,
and it is further exacerbated by the major tax legislation occurring
in each of the last 4 years.

Second, in the transportation industries our currént system
simply does not tax all corporations on an equal basis.

Finally, the present tax system unintentionally impacts produc-
tivity adversely.

ATA is examining the new tax proposals carefully. We welcome
the opportunity to present in greater detail our analy:is of these
proposals at future hearings which we assume ‘this subcommittee
will be holding. We encourage this committee and the Congress to
consider the merits of each of the proposals on the basis of fairness,
equity, and productivity.

We believe that if the tax structure is chosen on this basis, then
all industries will be paying their fair share. I think that is the
purpose for these hearings today.

That concludes my remarks, Mr. Chairman.

Senator GrassLEY. Thank you very much.

[Ms. Batts’ written prepared statement follows:]
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Statement of

Lana R, Batts, Managing Director
Research and Policy Analysis Division
American Trucking Associations, Inc.

Introduction

The American Trucking Associations, Inc. (ATA) welcomes the
opportunity to comment on our present tax system as it relates to
productivity in the trucking industry. This hearing provides the forum to
to discuss this broad and complex subject which, of course, has major
effects on trucking, the transportation industry and our economy.

ATA, with offices at 1616 P Street, N.W., Washington, D.C., is a
federation with affiliated associations in every state and the District of
Columbia. In the aggregate, ATA represents every type and class of motor
carrier, both private and for-hire, which is impacted by the U.S. tax code.

Our statement today focuses on three areas that illustrate how the
present U.S. tax code fails to encourage productivity among the different
modes of the transportation industry on an equal basis:

(1) Accelerated cost recovery S{Stems (ACRS) and investment tax
credits related to shorter lived assets;

(2) Impact on productivity; and
(3) Discriminatory state taxation.

Accelerated Cost Recovery Systems and Investment Tax Credits

Many incentives are built into the federal tax structure that
encourage fndustries to improve productivity. These incentives take many
forms and are designed for different purposes. Two major incentives, the
accelerated cost recovery system (ACRS) and investment tax credit, are
designed to promote productivity through capital investment. The idea, of
course, ts that businesses will reinvest in those capital assets which are
the means of their production at a faster rate if appropriate tax
incentives are available.

Certainly, these tax incentives have contributed much to the
productivity within the transportation industry. Accumulated deferred
taxes as a result of these incentives are already a major source of
investment funds for the transportation industry, and the percenta?e of
assets financed by deferred income taxes is expected to rise sharply in the
coming years. -

Unfortunately, these incentives do not benefit all modes of
transportation equally. The trucking industry, for example, has not
realized the same benefits as other modes of transportation because of the
basic nature of its productive assets, namely trucks, tractors and
tratlers. Trucks and trailers have short useful lives of five to eight
years requiring them to be replaced much more frequently than rail rolling
stock or afrcraft. The ACRS provisions allow a more costly railroad
Yocomotive which might have a 20 year useful life to be depreciated over
the same five year pertod allowed for a truck or trailer. Further,
trucking companies may receive only a 6% investment tax credit on tractors
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while railroads receive a full 10% credit on locomotives. Tractors
represent the trucking industry's largest revenue equipment investment, and
under ACRS rules are depreciated over three years. Equity dictates that
the motor carrier industry should have the option of claiming a 10%
fnvestment credit coupled with a five year tractor life to the present
system.

The cumulative effect of the inequities are clearly illustrated by the
effective corporate income tax rates paid by the railroads and motor
carriers. According to a 1983 study conducted by the Joint Committee on
Taxation, railroads had the lowest U.S. tax rate, 2.0%, while trucking had
the highest U.S. tax rate, 40.3%, for the period 1980-82. (See Table 1).

Of the rail and trucking companies surveyed, the railroads had over twice
the pre-tax income as did trucking companies, yet trucking paid over 4
times the income tax paid by the railroads. (See Table 2),

Impact on Productivity

The Motor Carrier Act of 1980 provided an opportunity for carriers to
expand in areas and markets not previously served., The Surface
Transportation Assistance Act of 1982 (STAA) has allowed motor carriers to
begin to operate more productive equipment on a nationwide basis. Both of
these acts were intended to allow motor carriers to operate more
efficiently and provide better service. Yet because our industry is less
able to recover investment costs through tax incentives, the reduced cash
flow limits the industry's ability to fnvest in new equipment.

Under STAA, the trucking industry will pay an additional $1.8 billion
in federal highway taxes annually. Although the industry may see an
offsetting net productivity gain because of increased size and weights,
this productivity will not be experienced by all fleets, For example,
carriers in the west already had the length and weight limits authorized by
STAA. Their only gain was an additional six inches in width. While it
would appear that carriers in the east had a significant gain, it was not
until last week when the Federal Highway Administration issued its finpal
designated primary highway system that carriers knew where they could
- operate. Unfortunately, even this system 1s being challenged in the
courts. Yet, the trucking industry has been paying increased fuel and
excise taxes since April 1983 with no appreciable productivity gain. As a
result of STAA, taxes are the trucking industry's fastest growing expense
item, making it difficult for the industry to take advantage of
productivity incentives offered by non-tax legislation.

Discriminatory State Taxation

Another tax matter having a direct impact on trucking industry
productivity is discriminatory state taxation, State tax discrimination
and the lack of uniformity among the states sgverely impacts the
productivity of our industry. A recent study conducted by New York state

1. Taxation of Railroads, Other Transportation Companies, and Other
BusTnesses: A Survey of State Laws, State Boarg of Equalization and

Kssessment, State of New York, August, 1983.
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shows that many state taxes are fnequitable as applied to the different
modes of transportation in this country. This study concludes with the
following:

“Where railroads are not treated the same as motor and air carriers
for tax purposes, they are usually treated better than the other
carriers, With respect to motor carriers, railroads are treated
better in the application of five types of taxes and fees; (real
property, income or gross receipts, sales and use, capital stock and
other taxes and feesg and are treated worse in the application of two
types of taxes (personal property taxes and regulatory assessment).”

The trucking industry is concerned about rampant state taxation of its
interstate activities. Transportation performed on an interstate basis
probably has greater exposure to tax discrimination than any other form of
business activity. Congress has long recognized this danger and has
provided Federal statutory protections against such discrimination for the
airlines (49 USC 1513) and the railroads. (49 USC 11503), Similar
protection has ltikewise been afforded to the interstate electric utility
industry (15 USC 391).

The motor carrier industry unsuccessfully sought similar protection
through the Motor Carrier Act of 1980, In 49 USC 11503a, Congress limited
this protection to prohibit discriminatory property taxes only. Thus,
motor carriers remain at a competitive disadvantage because railroads and
afriines enjoy a prohibition agatrist all discriminatory state taxation. As
a result, for example, in New York State, a franchise tax on gross receipts
of interstate transportation companies applies in fact only to motor
carriers.

Conclusion

A number of new corporate tax proposals are currently being considered
both in and out of government as alternatives to the present tax system.
Many of the arguments for these proposals are justified by three major
considerations: o

(1) Our current system is too complicated and cumbersome which is
further exacerbated by major tax legislation occurring in each of
the last four years;

(2) In the transportation industries, our current system simply does
not tax all corporations on an equal basis; and

(3) The present tax system may unintentially impact productivity
adversely.

ATA will be examining new tax proposals carefully over the next few
months. We would welcome the opportunity to present in greater detail our
analyses of these proposals at future hearings of this subcommittee. We
encourage this Committee and Congress to consider the merits of each of
these proposals on the basis of fairness, equity and productivity. We
believe that if a tax structure is chosen on this basis, all {ndustries
will be paying their fair share.
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Table 1: Comparison of U.S. Income Tax Rate on U.S. Income by
Transportation Industry 1980-82

1980-82
Industry 1980 1981 1982 Average
Airlines 3.0 (a) (a) (a)
Railroad 10.7 (7.5) 4,1 2.0
Trucking 37.5 46.1 36.9 40,3

(a) Rate not computed on book loss

Table 2: Comparison of Corporate Income Tax Rates By
Transportation Industry, 1982
(000) omitted

U.S. Income Current U.S. U.S. Tax Rate
Industry Before Tax Tax Expense on Income
Airlines (619,492) (48,428) --
Railroads 1,689,859 68,523 4.1
Trucking 837,646 309,310 36.9

Source: "Study of 1982 Effective Tax Rates of Selected Large U.,S.
Corporations,* Joint Committee on Taxation, November, 1983.

37-521 O—84——17
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Senator GRASSLEY. Let me ask you to comment later on on the
extent to which you can single out for us any negative impact upon
i'our industry from taxes that are directed just at your industry,
ike some of the user taxes and the transportation taxes, as op-

ed to the general corporation tax laws. I think that would be
elpful for our purposes, because I think, and maybe legitimately
8o, you argue that we have to look at all of the taxes impacting on
Kour industry. But I think maybe all of the other testimony we
ave heard today as well as in the other two hearings have dealt
with how personal income tax'laws generally affect corporate deci-
sions.
Mr. Holleman? !

STATEMENT OF WILBUR D. HOLLEMAN, VICE PRESIDENT, TAX,
THE FLUOR CORP., WASHINGTON, DC, ON BEHALF OF THE NA.
TIONAL CONSTRUCTORS ASSOCIATION, WASHINGTON, DC

Mr. HoLLEMAN. My name is Wilbur Holleman. I am a vice presi-
dent of Fluor Corp., and I am here on behalf of the National Con-
structors Association, which is a 80-year old organization of about
650 companies that we think are a major rart of the service indus-
try. Our membership does about everything in the world, but we
are particularly characterized by the fact that many of our mem-
bers are trying to compete overseas. We are an international indus-
try, and we think we are one of the major contributors to a favor-
able balance of trade, which we don’t have; but companies such as
the Fluors and the Bechtels and mani' of the other companies have
veen very productive and very helpful to the general economy.

By the way, I was in law school when the 19564 code came out,
and we got it in little f)aperbacks, because it was still coming out,
and I thought it was incomprehensible. Little did I know. I look
now, and in 4 years we will have had three major tax acts.

Tax law used to be a specialty. It ain’t—it’s a bunch of specialties
now. It just boggles the mind. I mean, that’s the way I make my
living, but I deplore it. I deplore it.

Now, with respect to the service industries but with more respect
to the contractors, we have felt that tax policy really hasn’t been
terribly neutral as a%ainst us. .

For example, in ERTA, which I guess was the biggest tax cut in
history, four-tenths of 1 percent affected our industry favorably,
and that was the taxation of expatriates abroad. And we share that
with other industries that have people abroad.

We are not a capital-intensive industry; we are a collection of
peos»le. We are basically labor companies, and' our purchases of
equipment for our own account are relativeli small. So we are
often failed to be recognized, and I want to talk about five specific
areas:

One is the taxation of our people working abroad, our Americans
working abroad. As you may know, on the Senate floor an attempt
to emasculate 911 was fortunately killed. I hope it never rises
again. I will say no more.

The second is foreign tax credits. And you, sir, are a cosponsor of
Senate bill 1660 which deals with double taxation of the interna-
tional service companies, where both the foreign country taxes us
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for what we do in this country and the United States taxes us for
what we do in this country. And we effectively cannot offset them.

The next item I would like to mention just briefly in addition to
section 911 on our people working overseas and the bill of which
you are a cosponsor, is the taxation of our profits, which are less
than they used to be but are still there.

Just 2 years ago the Congress went through a lot of agony in
TEFRA on our traditional accounting method, which is called
“completed contract.” And some changes were made, but I gues it
basically stayed there. We also have another traditional accounting
method—not as old as that, but it is called “‘percentage of comple-
tion.” And I would like the Congress to know that the Internal
Revenue Service is continuing, despite the fact Congress looked at
this, to attack us on the basis that a great deal of what we do is not
construction. For example, they have ruled that painting is not
construction; they are apparently about to rule that grading an ex-
cavation is not construction. So if you are not in construction you
can’t use percentage of completion, and they say you pay on two
things: You pay on what you've earned, plus any moneys the client
had advanced you—which you may not well have earned; you may
have to return them, and you haven’t incurred the offsetting ex-
penses.

The next to last thing I would like to mention is DISC reglace—
ment. We favor that, but we feel, once again, the peculiar problems
of the engineering construction business have been overlooked. We
are not a manufacturing industry. We don’t have the ty;i)ical kind
of sales office, and so forth.. We would like the economic process
and the foreign presence to recognize us for a change, so that we
can make full use of them, because they are intended to help ex-
ports. We do help exports, and we need all the hel{) we can get.

The last item is a little dinky item, which is payroll taxes. Since
we are people companies, if you know the construction business,
you are always transferring somebody from one job to another for
any number of reasons. Usually this is though a difterent company.
You own the company 100 percent, or 80 percent, or something.
Every time {ou transfer one of these people, even if {ou own all of
it, you double pay social security. It's a small thing, it would seem,
but it is a major irritant and cost to our industry.

We thank the subcommittee and you particularly, Senator, for
listening to our views. .

Senator GrassLey. Thank you.

[Mr. Holleman'’s written prepared statement follows:]
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STATEMENT

— OF
WILBUR J. HOLLEMAN
ON BEHALF OF
THE NATIONAL CONSTRUCTORS ASSOCIATION
BEFORE
THE SENATE FINANCE SUBCOMMITTEE .
ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE

4%

HEARING ON THE IMPACT OF THE
FEDERAL INCOME TAX SYSTEM ON BASIC INDUSTRY,
SERVICE INDUSTRIES, AND THE
INVESTMENT INDUSTRIES

* '‘Jane 18, 1984

Mr.\Chairman and Membe;s of the Subcommittee:
My name ig Wilbur Holleman, and I am Vice
Pre§ident - Tax of Fluor Corporation. I am pleased to
appear before you today on behalf of the National
Constructors Association ("NCA")., NCA has represented
many of America's largest national engineering and
construction companies for over 30 years. We presently
have approximately 50 member companies, who are engaged
in building major process plants and related facilities
for ehgctrical power generation; oil refining, chemicals
and petrochemicals; paper, mining, steel and metals
mmproducéion and fabricating; and other major process and
manufacturing needs here in the United States and

abroad.
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The U.S. engineering and construction industry
is, and traditionally always has been, essentially a
service industry. Our job is ts provide our clients
with the services of the most expert professionals” in
a variety of related areas, including engineering,
design and planning; purchasing and expediting; cost
estimating, scheduling and construction planning;
construction management and overall project management;
and field labor of all kinds. Our industry employs
many white~-collar professionals, as well as highly-
trained blue-collar working men and women, both in the
U.8. and abroad. The U.S. construction industry
includes large international firms, as well as smaller,

local or specialty businesses.

I pgrsonally have worked as a corporate and
tax lawyer in.a variety of positions in our industry
for over 25 years. During that period I have witnessed,
and to some degree participated in, vast historical
developments in our industry, as well as major changes

in the impact of the Federal tax law on the industry.

From my perspective, the U.8. economy, and
the economies of our major trading partners in the
developed world, are increasingly affected by service

businesses like engineering and construction. Many
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economic and business observers have characterized the
U.S., in particular, as fast becoming a "nation of
service~providers."” Certainly our increasing expertise
in high-technology fields, science and profassional
services of all types has made the service sector of
the U.S. economy a major growth area, today aad into

the foreseeable future.

Engineering and construction services play a
major role within the service sector, and in the U.S.
economy at large. Our industry is often viewed as a
barometer of economic trends. In terms of innovation
ahd advancement in technology, the applied engineering
sciences are a key part of America's continued economic

‘health, and our competitiveness in world markets.

Yet, the stark reality is that our Federal
income tax law today is not favorable to service
' businesses. In fact, the tax law is not even economi-~
cally neutral as between service enterprises and
capital-intensive businesses: The tax law clearly
disfavors the service industries. For example, the
Economic Recovery Tax Act of 1981 ("ERTA") legislated.
a total Federal tax decrease for fiscal years 1981-1986

of approximately $749 billion. */ Of that amount, the

¥—7 "General Explanation of the Economic Recovery Tax
Act of 1981," Prepared by the Staff of the Joint
Committee on Taxation, at page 380 et seq.
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ACRS depreciation system -- which benefits only cor-
porate businesses which invest heé&ily in capital goods
and equipment -- was estimated to cost the Federal
treasury over the same period approximately $144.2
billion, or about 20 percent of the total tax decrease.
Engineering and construction firms purchase for their
own account very few capital goods, and thus do not
benefit from ACRS. The sole brovision of ERTA directly
benefiting service businésses, and in fact only those
sarvice companies which do business abroad, was section
911, providing a partial exclusion for foreign earned
income of indlvidual workers. As desoribed below, that
provision is intended to put U.S. workers on an equal
footing with foreigners in competing for foreign projects.
That benefit was estimated to amount to only about
$2.72 billion, or about 1.9 percent of the ACRS benefit
and about 4/10ths of 1 percent of the 1981 bill as a

whole. Surely, the needs of the service sector were

not adequately addressed.

While a portion of the 1981 ACRS benefits
was taken back by Congress in 1982, ngthing additional
was given to service businesses. In fact, as discussed
below, ;ightening of the completed contract method of
accounting -~ which impacts constructors and also

certain high-technology manufacturers =-- added a major
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dent in the service sector's tax posture.

We recognize of course that substantial tax
reduction relief was given to individual taxpayers in
1981. However, that relief does not impact on service
employers, including NCA's member companies. In sum, \
we must all recognize that while the corporate tax has
been significantly lowered for capital-intensive
businesses, on the other hand service businesses, such
as engineering and construction, have not enjoyed

anywhere near the same benefits.

Howaever, let me be clear that in the face of
the large budget deficits now confronting our country,
NCA is not asking for tax relief. We only wish to
portray accurately our tax burden as it now exists. We
strongly believe that in 1985 and future years, when
Congress addresses the need for fundamental tax reform,
further burdens should not be imposed on us, relative

to other business sectors.

There are, moreover, several specific problem
areas we would \like to highlight for this Subcommittee.
These are very important areas, which we believe the
Congress must address, and yhich do not involve any

significant revenue costs to the Treasury.
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1. Section 911, As noted above, section 911 4-
which attempts to equalize the U.8. taxation of Americans
working abroad with the tax treatment imposed by other
nations on their citizens also working overseas -- is
of critical importance to the U.8. engineering and
construction industry. Our industry is one of the
major employers of U.8. citizens in foreign countries,
and our foreign construction projects have been an
important component in U.S. e*port trade and the much-

needed in-flow of foreign capital to the U.S.

Over the last decad; the U.8. share of
international construction awards has shown a dramatic
decline =-- from over 50 percent in the mid-seventies,
to less than 30 percent in 198l1. This loss in share
has been picked up by European, Japanese, and South
Korean companies who have increased their activities,
particularly in the Middle East -~ the world's largest
international construction market. For example, in
1975 the G.s. ranked first in engineering-construction
sales to the Middle East with 45 percent of the awards.
By the end of 1981, the U.S. was ranked third, behind
Europe and South Korea, with only 20 percent of the
market. During this period, Japanese.and South Korean
contractors raised their share of Mideast awards from

12 pa}cent to 30 percent.
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The existing section 911 provisions, which
have been in effect since January 1982, were the
Jproduct of four years of Congressional hearings and
debate and extensive studies by both government agencies
and private organizations, After this most careful and

thorough consideration, Congress modified the tax law:

"to encourage Americans to work abroad,

in order to help promote the export

of U.S. manufactured goods and services.

It was decided that reducing the tax

burden on Americans working abroad will

make American enterprises more competitive
in foreign markets. The Congress determined
that a broad range of activities by :
Americans abroad serves to benefit the U.S.
economy and should be encouraged." **/

Any significant changes in section 911 now,
after only two years, would add greatly to the uncertainty
and risks faced by U.S. companies attempting to do
business in foreign markets and would discourage many
U.S8. firms that could and should be selling U.S. goods
and services abroad from doing so. Moreover, at a time
when U.S. trade defiéits are mounting to $10 billion or
more a month, no significa;t changes should be made in
U.s..tax law that could adversely affect U.8. export

performance. \

%1/ T"Seneral Explanation of the Economic Recovery
ax Act of 1981," Prepared by the Staff of the Joint
Committee on Taxation, at page 43,
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In this year's tax bill, a provision was
stricken on the Senate floor, which would have sub-
stantially eroded section 911, creating grave competi-
tive problems for U.8. firms, great uncertainty and
unfairness. Fortunately, the necessity of leaving
section 911 substantially unchanged was perceived in
time. We commend the Senate for retaining section 911

in its present format.

2. Foreign Tax Credits. Generally, the U.S.

foreign tax credit mechanism works well fcr the service
industry. But in some circumstances involving foreign
technical assistance taxes, double tax burdens are
imposed on U.S. constructors. As noted above, we

face stiffer competition abroad than ever before and
cannot afford to have extra tax burdens. 8, 1550
which is directed at this problem, and which is co-~
sponsored by Senator Grassley, is a measure of vital
importance to the future competitiveness of U.S.

construction firms in international markets.

8. 1550 would solve this inadvertant
technical error in the same fashion used by dur major
competitors (such as the U.K., Canada, Germany) by
allowing a deduction as a cost of doing business.

According to the Treasury's own estimate, this bill
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involves no U.S. revenue loss, and the industry believes
it will raise revenues by as much as $100 million.
Treasury also has recognized that the present mechanisms
of U.S. law and the tax laws of many foreign countries
(particularly developing nations) subject U.8. construc~
tion firms to potential international double taxation.
As part of the pending tax bill this year, Treasury has
agreed to provide the Congress this year with .a detailed
study and alternative proposals to solve this very
serious problem. We urge this Committee to act quickly
to remove the severe trade barrier of international
double taxation.

3. Tax Accounting Methods for Service Businesses.

In }982, the Treasury Department asked Congress to
abolish the long-term contract methods of tax account-
ing, which are the historical and natural methods used
by our industry since the inception of the income tax
law. Congress strongly disagreed with Treasury's
proposals to repeal the methods or to substantially
restriét their use. Following thorough debate and‘
discussion, Congress determined to cure only certain
specified and narrow abuses, but to once again sanction
these accounting methods. 8See section 229 of the Tax

Equity and Fiscal Responsibility Act of 1982 ("TEFRA'"),
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Unfortunately, we believe some personnel
within the Internal Revenue Service have failed to heed
the Congressional mandate. "Through administrative
positions and rulings, the Service continues to attempt
to disrupt and prevent the traditional and consistent
use of these accounting methods, For example, a new IRS
audit position is to deny traditional tax accounting
‘ metﬂzds to major portions of our industry. The IRS
recently published a ruling that painting is not part
of construction. Further, we understand that the IRS
contemplates a similar ruling with respect to gr;ﬁing
and earth moving. The effect of disqualifying major
construction activities of our industry is to deny the
use of both completed contract and percentage of completion
accounting. IRS auditors are asserting that contractors
report not only the profits they have earnéd, but also
client advances which have not been earned and for
which the matching costs may not have been incurred.

Our industry is, and the Congress should be, disturbed
at these IRS positions in light of the ingensive
Congressional review of contractor accounting methods

in TEFRA. While we are not requesting specific legisla-
tion at this time, we believe Congress and staff should

be aware of the continuing controversy in this area.

X
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4. DISC Replacement. The proposed replacement

for DISC {n the Senate tax Bill will definitely help
the balance of trade situation of the United States.
The new Foreign Sales Corporation“prbvisions, unfor-
tunately, may fail to include adequately a number of
critical service functions. Further, the economic
process test in the bill is designed for manufacturing
enterprises, and it should ke relaxed to accomodate the

service industries.

5. Payroll Tax Problems. Payroll taxes are

a major burden of a service business. Yet the present
rules do not facilitate the movement of employeesvfrom
project to project, and in many cases involve the
"doubling up" of payroll taxes as émployees are moved.
Also, the international aspects of the payroll tax lead
to inordinate burdens. These matters should be

addressed and exceés payroll tax burdens mitigated.

In conclusion, NCA wishes to commend the
Chairman and this Subcommittee for its attention to the
service industries. We urge that a realistic evalua-

tion of the tax posture of our industry and of our

contribution to the nation's economic well-being be
kept in the forefront of legislative consideration,

this year and in the years to come.

Thank you.
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Senator GrassLEY. Before we go to the two questions that I previ-
ously laid on the table, let me ask 1?l'ou an immediate question:

You opened your comments with how complicated the Tax Code
has become, and yet speak in terms of bills that are necessary,
maybe to some extent making them even more complicated.

Are we driven to this, to be competitive? I mean, maybe making
the Tax Code more complicated is the only way we are going to be
able to compete as you must compete with your competition over-
seas.

Mr. HoLLEMAN. OK. Well, the two bills I stressed, or the two sec-
tions I stressed—really three of them—deal with our competin
overseas, and that’s a different environment. Section 911 deals wit
that, the double taxation of our services performed deals with that
and DISC deals with that. So you are right, except we are talkin
there about comseting in the international marketplace as oppose
to competing and surviving in the domestic market;l)lace. I hope the
United States has found out we can’t redo the whole world; we are
having enough trouble with our own country.

Senator GrassLey. Well, let’s just suppose that we had the tax
environment that we had when you were in law school. And even
Senator Haskell spoke to this earlier, that most of the mistakes
have been made since then, and he is blaming both Republicans
and Democrats. Would we compete more effectively in that climate,
with a less complicated corporation and individual Tax Code than
we have today? Or would we be less competitive, just from the
standpoint of the Tax Code affecting competition?

Mr. HoLLEMAN. Internationally, in 1954 there was one major
trading company in the world. Internationally at that time there
was one major technology company in the world. The world has
changed since 1954, particularly overseas. I mean, who would have
thought that we would be worried about Japan? My God, it was
still in ruins. And Germany, and so forth. ~

So, internationally I think we should make our companies so
that they can compete with the Germans, the Japanese, the Kore-
ans, the Indonesians, countries that we don’t normally think of.

Now, domestically—domestically—it would be a lot simpler,
things would be a lot simpler, if we reverted to something that
didn’t seem simple at the time, the 1954 code.

I also want to mention, by the way, you know we have about 30
rofessionals. Somebody mentioned State taxes. I can’t imagine
ow a small businessman deals with State taxes—they are all dif-

ferent. I mean, as far as I am concerned they can set their own
rates, but every form is different, every method of allocation is dif-
ferent. You may have to file with three or four different groups in
a State. I don’t see how they can survive. My company can do it
because we can pay peogle like me.

But the Congress ought to look at some kind of standardization—
at least the rules; let them set the rates. This has got to be a major
disincentive to the small businessman, all these forms he fills out,
not just to the Federal Government. I don’t know how they do it. I
guess maybe sometimes they don’t do it is how they do it. I see
some people agree with me [laughing).

Senator GrassLEy. Then we do need a more complicated Tax
Code to compete?
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Mr. HoLLEMAN. Internationally. Well, just a level playing field—
I've been hearing that phrase a lot—because we do have competi-
tion over there, and we didn’t in 1954. I mean there really wasn’t.
Plus, in 1954, because I used to do it, you could get tax exemptions
from these countries, they were so happy to have somebody come
in who had machinery and some know-how to help them rebuild
and get something started. So the international marketplace has
totally changed.

Senator GRASSLEY. Let’s go back to John and Donald on the origi-
nal ?uestion I laid on the table. Would both of you respond to that?
Or if one can do it, OK.

Mr. McCamBRrIDGE. Mr. Chairman, I will start out here, since
John had a chance to go first last time.

I think the %uestion was really whether we needed a dramatic
change in the Tax Code to accomplish-our objectives, and to restate
the objectives of the steel industry, it is to gain equal access to the
investment incentives.

I would say not. In fact, if you want to define “dramatic change,”
first in terms of the tax on goods such as the value-added tax or
the national sales tax, this does not address our problem, because
our problem is unequal access to incentives under the current
income tax laws.

If you define “a dramatic change” as a flat-tax proposal, we
found in examining those flat-tax proposals that have been put
forth that in most cases they are biased against capital in that the
extend the depreciable lives and eliminate the investment tax cred-
its. I think most of them have that in common.

In addition, those flat-tax proposals that even some degree of
graduation have tremendous transition problems if they did not
take into consideration the balance of unused investment tax cred-
its and net operating losses. :

So, I think our objectives not only could be accomplished under
the current laws, but it could be accomplished very simply, because
the poli:g' gruestion has already been asked and has already been
addressed. The policy question is: Should a corporation reduce its
cost of capital by 10 percent when it makes an investment in a
qualified capital asset? And that policy question has been answered
in the affirmative—it should. .

The other side of it is, should income and losses be rationalized
over an extended period of time in order to recognize the cyclical
nature of the business? And again, that policy question has been
answered in the affirmative; we have a 19-year period in which we
deal with the rationalization of income and losses.

All that'’s needed is a change in the timing of the access to those
attributes, which would be revenue neutral over a period of time.
And as bad as things are in the steel industry, as bad as they have
been the last couple of years, during the 15-year carry-forward
period we are going to utilize all of our net operating losses, and
we are going to utilize all of -our investment tax credits. It's on a
first-in-first-out basis and over 15 years. If we can’t utilize those
losses and credits during that period of time, we've got a lot bigger
problems than we know about right now.

So, therefore, I think all you have to do is address the question of
when, and that could be done fairly simply under the current law.
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-~ Senator GrassLEY. All right.

Well then, you know in a very real sense you are saying, within
the existing tax law, particularly if we could change it in the
manner you suggested so that individual corporations could take
advantage of further unused tax credits, as an example, you are I
think saying that the necessary overhead that you have from tax
consultants and the economists who help your board of directors
make decisions is a justifiable overhead and one which you can ac-
complish, and that there is no economic inefficiency from it. I
mean; those things have all developed, we will say, since 1954, and
they are an accepted part of the decisionmaking process and one in
which you take a position different than the economists who say
that that is an ineffective way to encourage investment.

Mr. McCaMBRIDGE. Mr. Chairman, I think -the economists are
more inclined to concentrate on theory and less inclined to address
what the real reasons are—in our case, anyway—what the real rea-
sons are that capital additions have to be made. )

Our machinery is wearing out. We have to replace it, otherwise

~—we will lose a tremendous amount of the market share. And that is
the reason we invest. We don’t skew investments between short-
lived and long-lived assets to get a tax benefit. It is appropriate eco-
nomic theog, but——

Senator GrASSLEY. We can’t take our thought process back 25
years, but if we could maybe we would admit that there were mis-
takes made 25 years ago, and that 10 years aio we realized they
were a mistake, and after 10 more years, which would be about 2
years ago, we finally decided to make some changes. You know, if
we had recognized that something was wrong then we maybe
wouldn’t have had to complicate the things the way we did.

So, all I am suggesting is, maybe we keep on correcting the mis-
takes of the past. It's kind of like a band-aid. Maybe we need some
dramatic change of tax policy that would find us maybe even
better off.

I am not sure that is a question to you, but if it were maybe it
I(vould be one that would be impossible for you to answer. I don’t

now.

Mr. MEAGHER. I would like to say something to that, Senator. I .
am one of these people who would personally demur on the idea of
simplicity in the tax law. I think the tax law is a function of the
complexity in our society. As we sit at this table, the businesses
that are represented here are as diverse as the Members of the
Congress that represent them. They have all sorts of problems that
are unique to themselves, that relate to the kinds of activities, the
kinds of competition they have, the kinds of equipment they buy,
or the people they have, or whatever.

Just in this small panel here you have heard a diversity of prob-
lems cited. And when you go to the kind of a system that says we
are going to do it all the same way, or very similarly, I think that
you are going to encomater serious difficulties which while there is
a great deal of talk about simplicity and the need to act quickly, in
my view, little actual work on it has been done. In that connection,
these kinds of hearings are very helpful. The dialog about what our
system ought to be is important but it is asking questions rather

than providing solutions.

37-521 O-—84——8
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I think you have to deal with the complexity in our society. It
isn’t going to go away; it isn’t 1954 or 1913, it’s 1984, and we have
to look to 1990 and the year 2000 and where we are going to be in
terms of productivity then. And I suspect we will find that we have
a comﬁlex system and have to accept it. But we have to work
through those problems before we jump to something, before we
:grtt % ahrow the baby out with the bathwater. Our system isn’t all

at bad.

On the individual side, 70 percent of the tax;')lgyers are on the
short form, and the short form is really simple. The question that
really has to be asked, it seems to me, is whether or not that 70
percent of the taxpayers are %oing to want to pay more to get the
other 30 percent on the short form.

Senator GrassLEY. Would you go to the question that I had laid
on the table for you? ,

Ms. Barrs. Certainly. In terms of the way I addressed the testi-
mony when we were looking at the trucking industry as a very spe-
cific industry, I think first of all from the Tax Code standpoint you
are looking at an industry which has the highest effective income
tax rate for corporations.

Now, it is one thing if other transportation industries that we
competed with were equally high corporate income *Laxpa‘yers, but
we are not. Our nearest competitor ranks at the bottom of the list.
Now, from a business standpoint it does end up affecting what we
can charge in terms of rates and what they can charge in rates. We
know we have to gay 40 percent to the Federal Government and
the railroads only have to pay 2 percent.

And when we start looking at the other taxes which are not paid
by other industries, as I indicated from the standpoint of the truck-
ing industry, our fastest %rowing expense items are operating taxes
and licenses, which is what is included in taxes with the Surface
Transportation Assistance Act.

Now, it adds $1.8 billion to our operating taxes, but that is only
on the Federal level. As you well know, Senator, each one of the
individual States are now raising their taxes in. order to match
those increased Federal funds. Historically we have paid twice the
rate on the State level as we have paid on the Federal level in
hi%hway user taxes.

for one would not like to see that trend continue, but neverthe-
less we see it happening continually. Where a State used to have a
$5 use fee, they now have a $25 use fee. And I am not talking
about changes since 1954; I'm talking about changes since 1982.

We can’t control that expense item, but it is our fastest growing
expense item,

And then I think, finally, in terms of taxes as we look at it,
them, in terms of small businesses and what has been happening
with the States, we must recognize that trucking companies run in
States that they don’t vote in. Now, we heard earlier that corpora-
tions' don’t vote; well, let me tell you, out-of-State truckers don’t
vote in the States that are raising the taxes. And I imagine from a
politician’s standpoint, that is the most beautiful fantasy they can
ever have, to raise taxes on somebody who can’t vote for or against
them. But that ie what is happening to the truckin% industry
today, and we see it happening in State after State after State.
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The association is putting a lot of money into fighting court cases
in many of these States. We are usually successful, but it is taking
us a long time and a good deal of money to reach that success, and
the States continue to go against us.

So I think when you put all of these together, from the longrun
standpoint of the trucking industry, certainly something has to be
done in order to address the competitive standpoint within the
transportation industries. It is one thing to say all industries and
capital are all taxed differently, but when you take two industries
that are so highly competitive, and the one is at the highest rate
and the other is at the lowest rate, something is dramatically
wrong, because somebody is not paying their fair share. I am not
going to argue what that fair share is. ) )

The other instance is where you have an industry that is going
out into each individual State—and we have compsanies that are
operating certainly in all of the 48 contiguous States and the Dis- -
trict of Columbia—it is not only filling out the forms that is terri-
ble, it is not only the fact that the calender quarters are not the
same, it is not only that the due dates are not the same, it is the
fact that an in-State trucker is benefiting from his vote and the
out-of-State trucker is paying the penalty. That cannot continue.

Does that answer your question? '

Senator GRAsSLEY. Yes, it does.

If you have a comment, go ahead. I was going to say, I am going
to be finished with the questioning, because of time, and I probably
will submit in writing some questions to each of you along the
same line as I suggested to the previous panel.

Dr. HorLranp. I would be glad to respond to your comments in
writing.

Senator GrassLEy. Did you have anything you wanted to add to
any of these other comments? Because if you do, you can do that
right now.

Dr. HoLLaND. Well, I will add this much:

I think, looking at this picture broadly, the biggest problem we
face is that for close to half a century we have evolved too inuch of
a pro-consumption society. As part of that we have evolved a tax
structure that encourages consumption too much. That is what we.
now face. The single most important change we need in the tax
structure, therefore, is to redress the weight of that tax burden so
it is not quite so encouraging to consumption and is a little less dis-
couraging to savin% and investment. And that is the essential
theme that I would like to leave with you.

I believe you can make a fair de%lree of progress in that direction
with the existing Tax Code, with the right kind of changes. But to
make all the kind of changes sought, we think it makes a lot of
sense to take a hard look at those—if I can use an old midwestern
expression—*birds in the bush”: value added, flat tax, and other
new approaches. Consider along with them, how acceptable would
be the kind of changes you would need to make in the existing Tax
Code to be less burdensome on saving and investment. Look at
them all together, and then decide which way we have to move.
But we need to start working on that decision now and make it in
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the next year or two, I think, to serve our purposes well in this
country.
Senator GrassLEy. All right. Thanks to each of you.
' We have a Mr. Seaman who will be the first panelist to come. He
-is taking the place of a Mr. Harkavy. I would ask Mr. Seaman if he
would give us his association when he starts is testimony. Then we
have Frederick D. Hunt, executive director of the Society of Profes-
sional Benefit Administrators; Daniel J. Piliero II, ad hoc commit-
tee for a responsible tax policy; Stephen D. Driesler, executive vice
president of the National Multi-Housing Council; and James P.
Bryant, vice president and director of taxes, of the J.C. Penney Co.
will ask you to start out, Mr. Seaman.

STATEMENT OF JAMES 1. SEAMAN, OPERATIONS MANAGER,
MASTER BUILDERS OF IOWA

Mr. SEAMAN. Thank you, Senator.

My name is Jim Seaman, and I am operations manager for the
Master Builders of Iowa, a chapter of the Associated General Con-
tractors of America, and the past president of the Iowa chapter of
the Risk and Insurance Management Society.

I am here today on behalf of the Risk and Insurance Manage-
Rent Society, commonly known as RIMS, and I will refer to them

at way.

RIMS is a nonprofit organization representing corporate, govern-
ment, and institutional self-insureds and consumers of insurance in
76 chapters located throughout the United States and Canada.

The society commends this subcommittee for looking into the
impact of the Federal tax system on corporate productivity. As risk
managers, our de{)uti members are frustrated that the Tax Code,
in recognizing only the purchase of insurance as a means of deal-
ing with foreseeable risk, has forced them to do their jobs in what
may not be the most effective manner. Often corporations will
choose to purchase commercial insurance, rather than to partially
self insure, even though the latter may be a significantly less ex-
pensive alternative. {? Because only the purchase of commer-
cial insurance qualifies for a tax deduction under the code. As a
result, corporate development and competitiveness is hindered by a
needless drain of capital. Consumers pay a higher price for corpo-
rate goods and services, and the U.S. Treasury is losing much
needed tax dollars.

Recent years have evolved the computer, which enables us as in-
dividuals to do the work that insurance companies have previously
done with ple. As a risk manager, it is my job to devise the
most cost-effective way to protect my employer from the risk of
future losses. Whenever possible I will implement a loss-prevention
program to eliminate or minimize these risks. On certain types of
risks, particularly those of a catastrophic or unpredictable nature,
the purchase of insurance is an essential means of protection. How-
ever, this is not always the case. We might find that our loss histo-
ry for liability claims is relatively consistent at $50,000 annually
for the past 10 years—we know we are going to spend that money.

We could purchase first-dollar insurance coverage that would in-
demnify the corporation for the full extent of its losses; however,
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this approach involves an expenditure by the corporation in the
form of an insurance premium that exceeds the anticipated $50,000
loss by 100 percent. This is because the $100,000 premium reflects
not only the anticipated $50,000 in losses the insurance company
intends to pay out but its necessary profit, overhead, and commis-
sion expenses as well.

Moreover, depending on how we pay the premium, the insurer
will have the cash flow and interest income of my corporation’s
premium dollar until the claim is paid.

Under such circumstances it makes more sense for us to self-
insure such predictable risks. Having my own loss history in front
of me, I can calculate—often with greater accuracy than an insur-
ance company could—what our future losses will be. I have no
need to pay an insurance company additional sums to indemnify
my corporation for anticipa losses which I know will be in-
curred. And, not suprisingly, we would like to earn interest with
these funds as the claims are paid.

One such technique of internal self-insurance funding is to estab-
lish a reserve for losses we don’t know about, yet our loss history
tells us they are there. This method acknowledges the existence of
risk and creates a reserve on the balance sheet.

It should be emphasized that the practice of maintaining re-
serves is not only recognized but in essence mandated by the Fi-
nancial Accounting Standards Board in its FASB standard No. 5.
That states that highly predictable future payments arising from
events that have happened, including self-insured losses, are to be
charged to income in the current period.

Virtually every sizable corporation utilizes some element of self
insurance similar to the risk management principles outlined
above, yet the Tax Code permits a deduction only for premiums
paid to a commercial insurer. The Internal Revenue Service will
only let us take what we spent this year yet know we are going to
spend it later.

I notice I'm getting closer to my ending time, and I've got a long
way to go.

n a $600 million insurance premium, our people can pay $325
million for that, Senator. They can save $275 million. They can do
that because we now understand the numbers business, and what
is unfair about the Tax Code is saying that here is an insurance
company that does $15 million in premiums a year that'’s going tc
pay out between $6 and maybe $15 million in losses. Here, we have
a corporation whose risk manager is handling $15 to $17 million a
year in losses and is going to pay them out over a perfectly predict-
able path, grovable to any IRS agent that would like to sit down
with us and visit about this thing; and yet, we are not allowed to
hold that reserve past December 31. So, it’s pretty unfair.

If the computers had not occurred we wouldn’t have a chance of
doing this in business over a long stretch. If you think about the
$275 million which this corporation saved, it is possible that the
Federal Government might pick up its tax share on that $275 mil-
lion that is not needed to pay the claimants.

So, we would like to ask that we get the same tax treatment as
the insurance industry does if we can prove those losses. We have
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to carry them on our balance sheet; we'd like to move that over
into the tax treatment.

Thank you.

Senator GrassLey. Thank you.

All right, Mr. Hunt?

[Mr. Seaman’s prepared statement follows:]
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This statement submitted for inclusion in the printed record of

the United States Senate Subcommittee on Oversight of the Internal
Revenue Service's hearing on the Impact of the Tax System on Basic
Industry, Service Industries, and Investment Industries, is given

on behalf of the Risk and Insurance Management Society, Ine.,

commonly known as RIMS. RIMS is a non-ptotit organization representing
corporate, governmental, and 1nst1tution;1 self insurers amd consumers
of insurance in 77 chapters located throughout the United States and

Canada. Corporate members include over 90% of the Fortune 1,000 list.

The Society commends this Subcommittee for looking into the impact

of the federal tax system on corporate productivity. As risk managers,
our deputy members are frustrated that the Tax Code, in recognizing
only the purchase of insurance as a means of dealing with forseeable
risk, has forced them to do their jobs in what may not be the most
effective manner. Often the corporation will choose to purchase
commercial insurance, rather than to partially self insure, even

though the latter may be a significantly 1less expensive alternative.
Why? Because only the purchase of commercial insurance qualifies

for a tax deduction under the Code. As a result, corporate development
and competitiveness is hindered by a needless drain of capital. Consumers
pay a higher price for corporate goods and services, and the United
States Treasury is losing much needed tax dollars, as will be explained

below.
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The following brief explanation of the risk management process will
bring this issue into sharper focus. Until relatively reéently.
most corporations handled their business risks by relegating the
purchase of insurance to a clerk. The clerk shopped around until

he or she found what was hoped to be the right coverage at the

most competitive price. Occasionally, a company purchased too
little insurance, but, in general, the corporation was adequately
protected.

Unfortunately, as business risks escalated, it became more difficult
to bu& insurance to cover these exposures. Premiums for standard
coverages have risen astronomically, and many insurance companies
simply refuse to cover high-risk operations. The field of risg
wmanagement has evolved under these circumstances of growing corporate

and governmental liabilitv exvosure.

Risk management is the process of planning, organizing, directing
and controlling the resources and activities of an organization
to cost-effectively minimize the adverse effects of accidental
losses on that organization. In the last 10 years, risk
management has evolved from infancy to maturity, and wmost top

corporations now give high priority to risk management programs.

As the role of risk management and its practitioners has grown, so

has the status of the risk manager; from a clerk relegated to the
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purchase of insurance to an éxpert on risk identification, risk
measurement and evaluation, risk elimination or reduction, and

risk finance. Obviously, not all risk can be eliminated, and it

is the risk manager's charge to devise the most economically efficient
means to deal with an organization's risk of loss. It is this
process, risk finance, which is rapidly changing the insurance

industry.

Today, an increasing number of corporations are financing a major
portion of their losses internally, particularly when such losﬁes
are relatively frequent and predictable. "First dollar" insurancé
purchases, in which coverage is obtained for the full extent of the

loss, is becoming rarer. A brief example explains why.

A supermarket chain might find that its loss history over a 10-year
period for "slip and fall" tort liability claims is relatively
consistent, approximately $500,000 a year. The corporation could
purchase "first dollar" insurance coverage that would cover the
corporation for the ﬁull extent of its losses. However, this approach
involves an expenditure by the corporation in the form of an insurance
premium that exceeds the anticipated $500,000 loss, This is because the
premium reflects not only the anticipated $500,000 in losses the
insurance company intends to pay out, but its profit and overhead as well.

In this situation the field of risk management comes into play to
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determine wﬁat type and percentage of risk should be assumed
internally and, similarly, to determine the type and percentage
of risk that would be more economically efficient to cover with

the purchase of commercial insurance.

One such technique of internal funding is to establish a reserve
for expected losses. This method acknowledges the existence of
risk and creates a reserve on the balance sheet. The IRS has
recognized this technique in Code Section 537(b)(4), which allows
the accumulation of reasonable product liability loss reserves,
without subjecting the reserve to a tax on unreasonable
accumulation of earnings. It should also be emphasized that

the practice of maintaining-a reserve plan is not only recognized
but, in essence, mandated by the Fiﬁancial Accoﬁnting Standards
Board (FASB) in its FASB Standard Number 5 (FASB-5). FASB-5
states that highly predictable future payments arising from events
that bave occurreé& including self-insured losses, are to be charged
to income in the current period. This directive reflects the
FASB's concern that predictable losses éhould be reflected on the

corporate balance. sheet.

Virtually every sizeable corporatinn utilizes some element of self
insurance similar to or based on the risk management techniques and
principles outlined above. Yet the tax ccle permits a deduction

only for premiums paid to a commercial insurer. Similarly, the
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Internal Revenue Service insists on an external transfer of risk
before such a deduction is allowed. Such an approach is not in

the best interests of corporations, government or consumers.

On a microeconomic level, such an approach does not encourage cost
effective behavior by the corporate community. To 1llustrate, a
risk manager faced with the decision to reserve $50,000 for pre-~
dictable losses or to purchase insurance at a much higher brice} may
chonse the latter in order to qualify for the tax deduction. This
type of decision, made by many corporations, has a tremendous 1mpac€

on the national economy.

In terms of the federal budget deficit, it should be made clear that it '
is the U.S. Treasury that loses when the corporate decision to
purchase commercial insurance is made for tax motivated reasons.
First and foremost, the Subcommittee should be aware

that a significant portion of the deduction for insurance premiums
allowed under the code reflects the profit, administrative and
overhead expenses of the insurance company. That portion of the
cost that the corporation would seek to deduct as self insurance
would lower the deduction now obtained through the purchase

of insurance, because neither the profit nor overhead is included.
Thus a lower deduction would be claimed by the corporation reserving
for predictable losses. tﬁan by its counterpart purchasing first

dollar insurance coverage.



121
An added and not insignificant benefit to the Treasury is the fewer
losses incurred by self insureds. An editorial in the

noted trade publication Business Insurance (Nov. 22, 1982, page 8)

stated, flt is quite clear from the experience in the United States
that a company that pays ite losses out of its own pocket in the
first instance is more serious about controlling losses than the
fully insured company." Companies that self insure are aggressive
about loss prevention, because the losses are felt directly on the‘A
corporate bottom line. Besides the tremendous benefit to society
of fewer injuries and losses, the tiscal impact on the United States
Treasury is clear. Fewer losses mean fewer deductions; and fewer

deductions mean more tax dollars taken in.

¥While the government has certainly been a loser because of

the Tax Code's refusal to recognize reserving practices as
eligible for a tax deduction, the corporate community and the
consumer have been hurt as well. Congress and the courts

have been enlarging the scope of corporate responsibility in
almost every area, from product liability to foxic waste. This
has not been without ramifications. The greater the liability
exposure the higher the cost of securing commercial 1nsurance.
coverage, if such coverage is available at all. These higher
insurance costs are passed on to the ultimate consumer of the
insured corporation's products and services. Moreover, the

development of new products and services can be hindered because
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of the excessive cost of insurance coverages for new risk exposures
created by technological advances. Similarly, corporate funds
are being devoted to securing insurance coverage at the expense
of much needed capital investment, This in turn has a detrimental

impact on the competitiveness of American Industry.

It must be rocegnized that the corporate community cannot economically
meet ite growing legal responsibilities solely through the purchase

of commercial insurance. A viable mechanism for self insurance

is essential to deal with these enlarged loss exposures. A qualified
self insurance program permits the corporation to lower imsurance
costs that would otherwise be pessed on to consumers. It encourages
the development of new products and services by providing an
affordable mechanism to insure against certain risks. It frees

funds devoted to insurance purchases for much needed capital investment.
Most importantly, self insurance,combined with the purchase of
insurance coverage, allows the corporation to secure the broadest
coverage at the least cost. Given these facts, it makes no sense

to exclude qualified self insurance reserves as a permissable tax
deduction. Unfortunately, what we have now is Congress and the Courts
expanding corporate liabilities in areas that may extend well into
the 21st Century, and a tax code that recognizes only 19th century

means to meet these responsibilities.
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To rectify this situation, RIMS urges this Subcommittee to reform
the Tax Code to permit corporations who elect to self insure certain
types of risks to receive, with respect to self insurance reserves,
the same tax treatment as if they opted to purchase commercial
insurance. One partial step that the Committee can take to achieve
this tax equity would be to treat self insureds and insureds

the saﬁ§, allowing a deduction for the value of all claim
liabiltties. As the reserves of the self insured and commercial
insurer serve the same purpose and are subjeét to the same claim
liaéélity{"there is no rational reason in differentiating them

for fax purposes. This conclusion, though restricted to

the-are; of workers' compensation, was reached by the United States
Dist;ict Court for the Northern District of California in Kaiser
gtee; vs. the United States, 82-2USTC 9635 (N.D. Cal. 1982).

¥While RIMS believes that such an incremental step toward achieving
equality for the self insurer would be most useful, we would also
urge the Committee to consider the more comprehensive approach
taken by Representative Bill Frenzel in H.R. 2642, introduced on
Q&pril 20, 1983, The bill permits a tax deduction for certain selif
insurance reserves or set-asides and helps provide the assurance that
the tagggzer will be around to pay these loss claims when they

become due. The key to this bill is tax equality; one class

of taxpayer, the self insurer, is treated the same as another
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taxpayer class, the buyers of insurance. With respect to self
insured reserves, they would be treated in the same manner as

reserves established by commercial insurers.

In order to qualify for the tax deduction under H.R. 2642, the
loss reserve funds must be set aside in:

1. A self-insurance trust that would be somewhat comparable

to the trust arrangement that presently exists under Section

501(c)(9) of the Code and is used to provide coverages for

certain employee benefit programs,

2. A standby trust supported by an appropriate surety bond
or letter of credit. This same approach was proposed in
connection with certain environmental liability programs
by the Environmental Protection Agency.

3. Affiliated insurers , or so-called "captives". H.R, 2642

wording follows the definition for affiliated insurers found

in the Federal Risk Retention Act.

4. Unaffiliated insurers,~ Which are commercial insurers that

administer programs for the insured that contain substantial

elements of self insurance.

The test for tax deductibility under an affiliated or unaffiliated

insurer's program would be directly related to premium. If held

in a trust, it would be based on amounts determined in a
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manner acceptable to the Secretary of the Treasury. The

bill also permits amounts to be set aside based upon determinations
made by an independent and qualified actuary or loss reserve
specialist. The amount set aside may also be based on an amount
equal to 90% of what the taxpayer would have to pay a commercial
insurer for coverage of the taxpayer's current liability for
self-insured losses. This amount would be determined on the basis
of a quotation from a licensed insurance carrier or brokerage firm.
There would be an annual recalculation of the liabilities covered

by the trust at the end of each year to determine the adequacy of the
reserves, In the event of a surplus, the ¢xcess in the reserve
would be repatriated to the self insured and treated as gress income

for tax purposes.

If the trust approach is used, the taxpayer's ability to terminate
the trust is strictly limited. Termination is only permissible when:
1. The taxpayer has not taken a deduction for losses self-insured
through the trust in any of the five previous tax years.
2. There are no outstanding claims of 1liability with respect
to the risks the taxpayer self-insured through the trust .,
3. The applicable statute of limitations pas run out on all risks
self-insured through the trust, or the risk is transferred

to a licensed insurer.

37-521 O—84——9
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These strineent termination conditions are desiened to vprotect
potential claimants by providing safeguards that the taxpayer

will be around to pay loss claims when they become due. RIMS

urges this Subcommittee to consider the approach taken in H.R., 2642

as a responsible solution to the needs of thé public, American

industry and the United States Treasury. It would provide the necessary

framework in the Tax Code for the Kaiser case to be implemented

with certitude, consistency, and fairness by the Internal Revenue
Service. It would encourage the formation of sound financial
arrangements for the payment of potential claimants. It would
eliminate the dysfunctional incentive to purchase potentially more
costly commercial insurance to obtain a tax deduction. This would
benefit the Treasury, as a lesser deduction for insurance would

be taken by the corporate taxpayer than if it had purchased
commercial insurance. It would simultaneously benefit the business
community, because it would free capital used for the purchase of
insurance to meet vital operating needs and capital investment

requirements.

On the other hand, what does the status quo offer? The present

federal system of taxation, by restricting the ability of a corporation
té deduct funds reserved on an accurate basis to pay predictable
future losses, ratifies inefficency as a tax policy goal and creates

a tax inequity between self insureds and commercial buyers of in-

surance. The cost to our economy is a permanent inefficiency



127

because corporations will not be able to freely choose whether
to self insure or to proéure commercial insurance based on

economic considerations.

As a result, corporations may pay more for a service, "insurance",
which they could more efficiently handle internally. Consumers

in turn, pay more for goods aud services. Ironically, the Tax
Code, by refusing to recognize the deductibility of self insurance
loss reserves, has discouraged the use of a risk financiog
alternative that would net the government additional revenue by

lowering corporate insurance deductions.

In conclusion, RIMS stresses that we testify before this Subcommittee
today, not as a special interest group looking for tax avoidance
loopholes, but as a Society representing deputy members wishing to
engage in their profession as risk managers in the most effective
manner possible. Reforming the Tax Code so as to give the risk manager
that ability would benefit the consumer, potential claimants, the.

government, and American industry.
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STATEMENT OF FREDERICK D. HUNT, JR., EXECUTIVE DIRECTOR,
SOCIETY OF PROFESSIONAL BENEFIT ADMINISTRATORS,
WASHINGTON, DC

Mr. Hunt. Thank you, Mr. Chairman.

My name is Fred Hunt, and I'm executive director of the Society
of Professional Benefit Administrators. I prefaced mlgr written re-
marks with some background on who and what SPBA and our
members do, so let me just say that we are the national association
of independent third party benefit administration firms, and it is
estimated that one-third of all U.S. workers and a slightly larger
percentage of their dependents, and retireed, are covered by plans
administered by such firms. That makes us the most comprehen-
sive voice, we believe, in the employee benefits community, because
we represent employee benefit plans, employers of all sizes and
ty;‘)ﬁs, unions, and workers.

ith your permission, let me take an extra few seconds to clarify
what might seem contradictory testimony with Mr. Seaman’s. We
actually happen to agree.

He and RIMS are referring to property casualgy insurance and
prohibitions aﬁginst self-funding of that. We of SPBA work with
the human risks of health insurance, disability, pensions, et cetera.
We have been allowed to have self-funding in this field in Internal
Revenue Code, Section 501(cX9). It has worked very well. I should
even point out that it not only saves money for business but it has
also made a lot of extra tax money. So, we are talking about differ-
ent things, but it would seem to support what he says.

Let me explain that employee benefits are to business what the
Department of Health and Human Services, including Social Secu-
rity and medicare, et cetera, are for the Government. It is the way
for conscientious employers to take care of their workers.

Interestingly, one of the largest beneficiaries of private employee
benefit plans 1s Uncle Sam.

Through costshifting and direct replacement of benefits, the pri-
vate benefit system saves the Government each year millions upon
millions of dollars, and I might say, probably more than any reve-
nue loss. Nevertheless, like the Department of Health and Human
Services in the Federal budget, the Treasury estimates that em-
ployee benefits are the largest revenue loss—I think that's the
term—because of current established tax policy.

That, naturally, is a tempting target for tax authorities, even
though pursuing that target, as I mentioned, is really shortsighted
and would end up costing the country more in revenue and also in
lost productivity.

I commend the committee -for having these hearings, and our
comments apply to all of the hearings that you have had and all of
the businesses.

One of the points on which we would specifically commend you is
the use of the term “tax system,” though the committee obviously
is theoretically just for IRS oversight. I think that the IRS prob-
ably gets more blame than they deserve. They are often the thing
that first comes to mind. )

Let me explain, if I may, who we are referring to as the “tax
system” and ‘“tax authorities”: Obviously the Internal Revenue

4
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Service, the Department of Treasury, but also a very important
player in the policy—everybody has been complaining about all of
these new rules and insta ilit)y;—-have been the staffs of the Joint
Committee on Taxation, and the House Ways and Means Commit-
tee, and I have the unhappy task of having to say even the Senate
Finance Committee.

One of the problems that we find is the exact genesis of a lot of
the counterproductive actions and 1propos:sxls is usually purposely
obscured, with each of the groups I have mentioned pointing the
finger elsewhere and saying, “No, they wanted it.” The final prod-
uct is often a piece of legislation which nobody really wanted and
nobody needed, and it’s counterproductive.

One of the sad things is, I often find that the actual Members of
Congress and the industries who are made to suffer the various
overkills that I have been mentioning, are often the last to know
what the true goals or secret agendas might be that are going on.
Thus, I think we have to look at the tax system as everybody who
has their finger in the pie.

We can summarize our report on the tax system with three
simple points:

First, that the tax system for the past 5 years or so has been
guilty of destructive overkill and severe destabilization, which is
about to take its toll. I have been told repeatedly on issues that
such overkill and destablization is not a mistake, but that it has
been a legislative tactic—which again means that you and we are
the pawns. )

Senator GRASSLEY. Are you talking about just the number of bills
that have passed?

Mr. Hunt. No, sir. Often, for example in the VEBA legislation
that happens to be in conference now, the original reason was that
people were discussing, “Oh, the abuses.” There was a very simple
remedy. By removing three words from the IRC description of
VEBA'’s you could have cut all of the abuses immediately. That
could have been the end of it. It turned out as things went on that,
“Well, no, it wasn’t really the abuses.” And it went on and on and
on. These are the sorts of things. We are told, “Here’s what we are
going to try and solve,” and then it ends up being something else.
You know the expressions “throwing the baby out with the bath
water,” or “hitting with a baseball bat instead of a flyswatter,”
those sorts of things, those are the of comments I hear.

One of the problems is that the tax excesses are often sneaky,
and it is also perceived by the public and bK business as an unde-
served punishment or discouragement, and that’s a problem.

I talk to thousands of businesses and workers every year, and the
natives are getting restless.

The second };])oint is that the IRS and other tax authorities are
out of line with the other 70 or so responsible agencies who govern
employee benefits. In fact, not just out of line but diametrically op-
posed. Employee benefits are unique because they have mandated
coequal regulations by many agencies. All of those authorities are
united in their opinion and work toward stronger, well financed
benefits. They are responding to the true worry of underfunding
for promised future benefits; but the shortsighted tax people are
looking at, “Gee, how can we add a few dollars to this bill or this
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proposal?”’ They are suggesting less funding, which puts us in the
middle. Of course, this situation is ludicrous, and it makes Con-
gress look foolish to the people like risk managers and those who
run businesses. We feel we're damned if we do and damned if we
don’t, as to providing employee benefits.

The third and last point relates to the first two, that there is no
national policy, despite 70 different agencies, on employee benefits.
I think that you must decide if employee benefits are a worthwhile
national goal. Every Congress and every administration of every
political persuasion have felt so, and, in fact, where benefits were
perceived to be missing, new benefits were either created or man-
dated, such as Social Security, medicare, et cetera, and this has
been a cost-effective national goal.

Now, the problem that we have found is, if, indeed, this is some-
thing good, we would have to ask, “Please, Senator, call off the
dogs.” We are really being hurt. The effect of this constant tax har-
rassment is devastating.

You asked about corporate decisions. I find one of the things we
have heard here, we are finding more and more businesses saying,
“This is too much trouble; let's dump the employee benefits. Let
them go into Social Security and medicare.” You won't get any
extra revenue for that, either, you know. They will blame it on
Uncle Sam. That’s what’s right around the corner.

So, in conclusion, we can report that the tax system, including
all of the components, not just the IRS, is guilty of misguided over-
kill. We can also report that Uncle Sam, as we say, “speaks with
forked tongue,” with 70 agencies saying one thing and the IRS or
the tax authorities saying the other.

Finally, we would ask that there be an end to this counterpro-
ductive activity by establishing a uniform national policy.

Thank you, Senator.

Senator GRASSLEY. Yes. ‘

I want to thank you for your very outspoken statement as to
what is wrong, and we would hope that where things are clear like
that it will be very definite by anybody else who testifies not only
at this hearing but at any future hearing.

Mr. Hunr. Thank you, Senator.

Senator GrassLey. All right, I think the next person is Mr. Pi-
liero—and I hope I have pronounced that right. Go ahead.

[Mr. Hunt’s prepared statement follows:]
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2033 M Street, NW e Suite 605 ¢ Washington, D.C. 20036 * (202) 223-6413

. TESTIMONY OF THE
Soc1eTy oF PRoFESSIONAL BENEFIT ADMINISTRATORS (SPBA)
TO THE
UniTep States SeNATE CoMMITTEE ON FINANCE
SuBcoMMiTTEE ON OVERSIGHT OF THE INTERNAL REVEMUE SERVICE
June 187H, 1984

THE IMPACT OF THE TAX SYSTEM ON BASIC INDUSTRIES, SERVICE INDUSTRIES, &
INVESTMENT INDUSTRIES

SPBA is the national association :2 Andependent thuad party contract
benefit adminlstration firms...often nicknamed "TPAs". 1t is estimated that
one-thind (1/3) of all U.S. wonkers and dependents are covered by plans
administened by such TPA fiams.

SPBA members uvperate much Like independent CPA on Law §inms...providing
continuing professional out-of-house claims and benefit plan administration
for. client employerns and benedit plans. Most of the plans employ at Least
4dome degree of self-funding (self-insurance) usually via an IRC section
501(e)(9) trust. ent plans include those sponsored by conporations of all
s4zes, associations, and union/management jointly-administered Tagt-Hartley
multi-employen plans.

SPBA membership has been growing cons{dtently at an annual rate 0f
100%...with a current roster of almost 300 member firms. Similarly, SPEA
members have seen the market fon their services also expand rapidly...in
Large part because of the Leading role SPBA members have played in successful
cost-containment efforts and cost-efficient administration techniques for health
and pension plans.

Mr. Chairman, my name is Frederick D. Hunt, Jr. 1 am Executive Director
of the Society of Professional Benefit Administrators...more simply known as
SPBA. We appreciate the opportunity to appear today, and we commend the
Committee for looking into this important {and often neglected) question of the
impact of the tax system on industries and the economy. .

Our comments apply to all of the industries under consideration today.
In fact, they apply also to smal) business and the other areas of the economy
you are studing in this series of hearings. You see, the basic, servicei and
investment industries are actually composed of employers with unionized workers,
management, private corporations, and cities/states as employers in those
industries. There is also the question of employee benefits sponsored by trade
associations for the employees uf member companies, who could not achieve cost-
effective basic benefits any other way. A1 of these are suffering attack from
the tax systems for providing needed coverage.
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One very important point which you should draw from these hearings is that
despite what might be the best of intentions...the tax system is quilty of over-
kilt. Repeatedly, you will hear analogies such as "“throwing the baby out with
the bath water", or "using a baseball bat as a fly swatter". Yes, there has been
some mis-use of exotic benefits in employee benefit plans. (I think you wil)
find our members more rabidly against these abuses than the IRS.) Anyone who is
experienced in the employee benefits business could explain some easy adminis-
trative or "surgical" maneuvers which would permanently curtail those abuses.
However, what normally emerges is a Rube Goldberg proposal. Ironically, these
obtuse schemes, whether they come from the IRS, the Joint Committee on Taxation,
a private member of Congress, or (more commonly) a combination of those...the net
effect usually does not achieve the desired goal of stopping the abuse. Nor,
fronically, does it usually net the desired revenue.

We recognize that it is the responsibility of the IRS and other tax author-
ities to collect adequate revenue. We do not argue with that, In fact, in any
proposals we have ever suggested, we try to make sure that the net revenue
c~llected would be greater under our idea than under the IRS proposal. That
should be a deal they can't refuse...but whether because of bureaucratic inertia,
professional vanity, or non-public "“agendas", our revenue-raising or abuse-
defeating proposals are rarely adopted. That inevitably leads some to feel that
the official revenue reasoning which is stated to Members of Congress and the
publjc may not truly reflect the desired goal. Adding insult to injury, many of
these rules, legislative proposals, and changes are implemented in what can only
be perceived as a sneaky manner.

The second important point which you should draw from these hearings is that
the tax authorities are out-of-qtep with the other governmental agencies and
Congressional committees who share co-equal authority over employee benefits and
the industry employers who sponsor employee benefits. As you know, under the
ERISA law, the Department of Labor, Pension Benefit Guaranty Corporation (PBGC),
and the Department of Treasury hold co-equal cooperative authority over employee
benefits. There are also about 70 other governmental agencies, such’as Medicare,
EEOC%iSocia1 Security, etc. who also exercise some authority over employee

enefits.

You should be aware that the Tax authorities...including some members of the
Senate Finance Committee...stand alone against that host of over 70 responsible
government agencies in their impact on employee benefits. While all of the other
government agencies and Congressional authorities are responding to the public
desire for stable well-funded employee benefits...the IRS and Tax Committees of
Congress have had a never-ending stream of rules and proposals which hinder,
cripple, or discourage employers and employees. I have often taken the short
walk from the IRS or Treasury to the Department of Labor, PRGC, or Department of
Health & Human Services. [ am always amazed to hear responsible authorities at
one end of the avenue state “the" wational policy on employee benefits which is
diametrically opposed to "the" national policy as expressed by the IRS/Treasury.

I know that you get caught in the same whiplash here in Congress. You have the
PBGC currently expressing dire warnings about the degree of under-funding of
employee benefit plans. The Department of Labor lobbies to strengthen the benefit
plans and to assure adequate coverage for employees. Meanwhile, the exact
opposite effort is underway from those involved in the tax system. We have always
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assumed that if about 70 government agencies and Congressional Committees agree on
one national policy, they are more apt to be right than the tax authorities who
stand 1solated with their diametrically opposite view. This would all be a funny
Jjoke if it weren't the vital health and retirement of most of the nation's pop-
ulation which was being bandied about. Thus, I hope that this hearing can create a
consistent national policy...either by converting the 70 or so other government,
agegcies...or convincing the tax authorities that they are out-voted by a ratio

of 70 to 1.

The basic question which creates all of this furor is: Are basic employee
Lenefits for health, disability, and pensions stil) a worthwhile national goal?
By the way, since you are examining the entire scope of taxation, I am including
Social Security, Medicare, and benefits for government employees in this question.”
They are inextricably related for the purposes of your comprehensive study and
findings.

Historically, Congress and all modern Administrations have certainly thought
that reliable cost-effective health, disability, and retirement coverage is a

top-priority for the nation. In fact, where coverage was perceived to be missing. . =

for some Americans, government programs were formed...leading to the birth of
Social Security, Medicare, Medicaid, IRAs, and the vast expansion of the benefit
plans covering Federal employees. Thus I don't think anyone can argue with the
premise that employee benefits are a desirable national gca) supported by re-
peated Congresses and Administrations of every party and political persuasion.

Mirroring the growth of government-sponsored employee benefit plans, the
private sector established and expanded the employee benefits which were offered
_to employees and their dependents. Since private benefits plans significantly

lessened Federal expenditures for public benefits, there has never been any
question that benefits should be, deductible as a business expense to the paying
employer and tax free (or deferred) to the employee.

Government policy has also strongly encouraged or insisted that these
, private benefits be adequately funded for future eventualities. That is the
primary activity of the Department of Labor's Office of Pension & Welfare Benefit
Plans (OPWBP) and the Pension Benefit Guaranty Corporation (PBGC). Even today, *
these two government agencies and the Congressional committees with jurisdiction
over employee benefits are demanding stronger benefit plans and more money put
aside by employers now for later promised benefits.

The real worry today is underfunding and under-reserving. Private employee
benefit pTan. must not only face the same inflation and problems which have bank-
rupted the Government plans such as Medicare and Social Security...but private
plans must also constantly assume more and more of Uncle Sam's liabilities. This
is known as cost-shiftin?. For instance, Medicare does not pay its fair share of
medical expenses...so private plans and patients are charged significantly more.
to make up the difference.

Employee benefits have grown rapidly in recent years. This is due not only
to the governmental pressures already mentioned...but also because basic health,
disability, and related basic benefits have become prohibitively expensive or
unavailable for individuals and small groups. A recert study of the cost of

.
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basic health coverage provided by a traditional insurance company cost 71% more
than the same coverage in a self-funded IRC 501(cj(9) employee benefit plan.
Thus, there are two misconceptions: First, that all brands of insurance coverage
for the same risks cost the same. That is not true. Second, there is the mis-
guided belief that such cost-effective health care is available at every corner
insurance agency. That, too is not accurate. 1 confess that until 1 became an
employer myself, I never realized just how tight the market is. Right here in
Washington, OC I asked several friends in the insurance business, who had proved
themselves very capable, to come up with some suggestions. There were few, and,
the agenis were candid enough to tell me that they cost too much for what I would
be getting. So, when you hear those wonderful ads about the Wausau, Nationwide,
and other insurance companies "taking care of all of your business needs"...they
are rot referring to basic cost-effective employee benefits.

The strength of the private sector employee benefit plans has also proved to
be very valuable to the Federal government. The millions of workers who re-
cefve privately-paid employee benefits are not thrust onto the financially
troubled government plans, such as Medicare, Medicaid, and Social Security.

Also, there is cost-shifting...in which some of the responsibilities of govern-
ment-sponsored programs are shifted to private plans to pay.

That is the good news...how private employee benefit plans are strong,
needed, and have been able to forestal) the financial disaster of government
programs. However, in recent years, since about 1979, the Department of Treasury
and some legislators in Tax Committees in Congress have proposed or implemented
restrictions which can only be interpreted as "punishment" of the workers and/
or the employers trying to provide basic coverage. Meanwhile, the rest of the
world, tells us we should be doing more. We feel damned if we do and damned if
we don't provide strong basic benefits.

Wiy have the tax authorities taken this isolated stance? Simple...MONEY!®

_Employee benefits, I understand, are considered the largest "revenue loss" by

the Treasury/IRST..reportedly about $50 billion a year (with pensions representing
about $30 billion of that amount). Obviously, limiting private benefit plans is

a false econdmy, since much greater demands would be put onto government plans
such as Social Security, Medicare, and Medicaid. Also, 1imiting timing of
deduction until current benefits are paid or a funding system similar to that

used by Social Security and Medicare...would rapidly cause the same bankruptcy
for private plans which those government plans currently suffer.

1 should point out that money in employee benefit trust funds does not sit
idly by. It is estimated that over 1/4 of the total investment capital which
makes this country function comes from employez benefit plans. Theé investment
policies and procedures are very carefully monitored by the Department of

TEiv

Labor, so this is a very pos e force in the economy...not some sinister
activity.

We understand that many tax authoriries feel that even if all tax advantages
were removed for employee benefit plans, employers would continue to provide
benefits anyway. DOon‘t count on it! A significant number of employee benefit
and insurance plans would be terminated and not replaced. That, of course, would
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mean that Social Security and Medicare would be swamped almost overnight, and
there would be no other recourse than huge amounts of subsidy to those funds from
Generdl Revenue. Since Social Secutrity, Medicare, and Medicaid are generally
viewed as being less cost-efficient than private employee benefit plans...you
must recognize that any move that hinders or eliminates employee benefits will
cause a huge increase in government spending. We are surprised that too few
people have thought that far ahead to the true consequences of this seemingly
"easy" answer.

If tax advantages were hindered or eliminated, pressure to terminate cover-
age would come from two sides. Ffirst, young healthy, and lower-paid workers
would far prefer ready cash rather than the vague concept of health and retire-
ment security...especially if there is no tax impetus for the coverage.
Ironically, it is these same people who face the most devastating finmancial crisis
if an accident or illness should strike. Just ask the Social Security and Medi-
caid folks what it casts now for those types of people, and how they would like
millions more like them. Upon the withdrawal of the young and healthy workers,
only the old and the sickly remain in the plan. This drives the cost of the
cverage up and up...finally making it impractical. [In insurance terminology,
this is know as "anti-selection".

The other pressure to terminate the plan would come from the employers.
While members of SPBA are in the business of trying to make employee benefit
plans ‘efficient and less complex for sponsoring employers, our SPBA members would
be thé first to tell you that more and more employers are getting fed up with the
red tape and expense. Many employers would love to be able to drop the hassle
and expense of providing benefits to employees...and blame anle Sam.

In closing, we would say that the current impact of the tax system on the
employee benefits of basic industry, service industries, and the investment
industries is divisive and destabilizing. Either the 70 other government agencies
are correct...or the isolated view of the tax authorities is right...but they can
no longer continue this destructive tug of war. This agreement:on government
policy should apply both to administrative issues and funding policy. Do you
want us to avoid the problems of under-funding which have plagued government
plans? As part of that decisfon and the larger question of setting a national
policy, you should consider whether the Federal budget could absorb the huge
health and retirement costs which would descend upon the government if the tax
system continues to be a too) to nibble away at the private benefits system. The
private employee benefit system works for millions upon millions of Americans.

It is cost-effective in its own operations, and has more than paid its own way in
zavfngfﬁedira] programs. As Burt Lance would have said, "If it ain't broke,
on't fix it."

Society of
Professional
Benefit
Administrators

P34
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STATEMENT BY DANIEL J. PILIERO II, AD HOC COMMITTEE FOR
A RESPONSIBLE TAX POLICY, WASHINGTON, DC

Mr. PiLiero. That is correct, Senator, and thank you very much.

My name is Daniel Piliero. I am president of the Ad Hoc Com-
mittee for a Responsible Tax Policy. Senator, we appreciate the op-
portunity to testify.

The Ad Hoc Committee for a Responsible Tax Policy is mostly
concerned with the impact of the Federal tax system on the invest-
ment community and how in the investment community it back-
washes into the basic and service industries. )

The ad hoc committee was organized with the primary goal of
presenting to the Congress the views of taxpayers who have con-
cerns about the proposed changes in tax laws. The initial impetus
and financing for the committee came from taxpayers who are
members of the investment and business communities throughout
the country. The committee is not a membership organization,; it’s
primary goal is to devote attention to responsible tax reform.

Few people would argue against the need for reforming the
present Tax Code in the direction of simplification and equity. It is
very important to try to streamline the “tax system; however,
achieving real and lasting tax simplification is far from a simple
matter.

Congressman Conable observed in an article in the New York
Times in June of this year that the “tax system today is more equi-
table than it was 20 years ago.” According to Mr. Conable “it was
that equity which creates the complexity, and after a while the
complexity itself carries with it the perception of unfairness, al-
though it is not necessarily so.”

According to Congressman Conable:

The popular current flat tax proposal involves not just one rate for everybody but
an exclusion for poor people, then a rate of 14 to 28 percent, graduated twice, plus
the retention of the biggest and most popular tax preferences—the charitable deduc-
tion, mortgage interest deduction, and the real estate tax deduction. This is de-
signed to raise about as much income tax as we are currently raising, or $200 billion
less than we are spending annually. All economic income would be subject to tax.

To compare, you have to look at both sides of ths current income tax, also. As is
widely noted, some wealthy engage in heavy tax sheltering; but on average, accord-
ing to Treasury, the top 10 percent pay 50 percent of the income tax revenues. The
next 40 percent pay 40 percent. The bottom 50 percent pay 10 percent of the total
taxes. That is the profile of a progressive system, based, as intended, on ability to
pay. .

I am quoting Congressman Conable.

Reducing the maximum rate from 50 percent, where it currently is, to 28 percent,
as proposed, would have the tendency to shift the figures towards the lower end of

the economic scale; that is, to lower tax burdens for the rich and to raise them for
the less rich. Are we willing to pay this price for simplification?

Our position essentially is quite similar to that one. We basically
believe—and I think that Secretary of the Treasury Regan last
week commented in a similar fashion when he said that the flat-
rate tax issue has been and continues to be “a snare and a delusion
and, that it generally was going to be”’ in his view, ‘“unfair and in-
efficient.” .

In our judgment, Senator, the flat-rate tax which has been pro-
posed, commonly known as the Bradley-Gephart proposal, would be
very injurious to investment and to business. It would be regres-
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sive, it would tax fringe benefits, it would tax deferred and retire-
ment benefits at their market values, it would have an impact
which would be very adverse to capital formation activities such as
real estate, home ownership, construction, insurance, and domestic
oil and gas exploration. There would be an inevitable reduction in
charitable contributions. There would be an adverse effect on the
market value of collectibles and an adverse effect on municipal
bond funds and a distorition of investment incentive for jobs cre-
.ation..

Our goal would be to achieve simplification in much the fashion
in which we have been proceeding. As has been suggested earlier,
70 percent of Americans are on the short tax form. To suggest that
the 80 pef®ent who are on the long form are in circumstances in
which they cBfhot be improved would be arguing with the obvious.
But to suggest that going to a flat-tax solves the problem, we think
is equally;incorrect.

As H8s“been suggested by a number of those testifying here
today, if we are talking about somebody else’s tax situation, he
probably doesn’t need the tax benefit; “but mine” is different. The
trucking people or others, can explain to you quite clearly why it is
that they are being hurt—or the VEBA people, or whatever.

We-believe that the Tax Code is complex because we have a com-
plex society. We very strenuously urge—and we have submitted a
longer statement and wiil submit more information to the commit-
tee at the Senator’s request—we would very seriously urge the
committee to be hesitant about moving to a flat-rate tax proposal,
because we think it would eliminate significant and much needed
investiént. -

One example. One of our members alone did $2 billion worth of
real estate construction in the sale-leaseback area, which is now an
area which is up in controversial debate. That particular area,
during the period when interest rates were 18 and 20 percent, prob-
ably created more jobs in Iowa and across this country than any
other particular provision of the Tax Code, and all it did was pro-
vide tax benefits which would have been in“the hands of people
who couldn’t have used them and put them in the hands of Ameri-
cans who were willing to make investments and take a chance.
And some of the construction didn’t work out, and they lost.

But now, as we are looking at it with hindsight, “that may not
_have been a wise tax policy.” ’

We have come through the recovery essentially because there
were incentives created for job creation, for investment, for risk-
taking. That is what has made our couritry great and, before we go
and scrap it with some mechanistic flat-rate tax, we welcome the
opportunity to testify before your committee, which we know is
giving serious consideration to the deeper impact of such proposed
changes.

Thank you, Senator.

Senator GRASSLEY. Yes.

Mr. Driesler.

- [Mr. Piliero’s prepared statement follows:]
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Testimony of
Daniel J. Piliero II
President
Ad Hoc Committee for a Responsible Tax Policy
Before the
Senate Finance Committee
Finance Oversight Subcommittee

June 18, 1984

The Ad Hoc Committee for a Responsible Tax Policy appreclates
the opportunity to appear before this Committee to address the
impact of the federal tax system on basic industries, service
industries, and the investment community.

The Ad Hoc Committee was organized with the primary goal
of presenting to Congress the vieﬁs of taxpayers who have
concerns about certain proposed changes in the tax laws., The
initial impetus and financing for the Committee came from
taxpayers who are members of the investment and business
communities throughout the country. The Commlittee 1s not a
membership organization; Ité primary goal is to focus attention
on the concefns of taxpayers in the investment community and
to support responsible tax reform.

Few people would argue against the need for reforming the
present tax code in the direction of simplification and equity.
It 18 very important to try to streamline the tax system.
However, achieving real and lasting tax simplification 1s far
from & simple matter. In an interview in the New York Times on

June 6, 1984 the Honorable Barber B. Conable observed that the
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tax system today is more equitable than it was twenty years
ago. According to Mr., Conable, it is that equity that creates
complexity. "After a while the complexity itself carriles

with 1t the perception of unfairness, although that 1is not

necessarily so."

ANY TAX REFORM MEASURE
MUST BE CAREFULLY CONSIDERED
AND THOROUGHLY EVALUATED TO ASSESS ITS
IMPACT ON BUSINESS AND INVESTMENT

.Theﬁgd Hoc Committee for a Eesponsible Tax Policy sees
significant changes ahead, as early as next year, in our federal
tax system as a result of the Presidential and Congressional
directives to simplify the individual and corporate income
tax. As the Committee members know, the Department of the
Treasury 1s undertaking a comprehensive tax reform study and
will be presenting its findings and recommendations to the
Administration this December. A number of tax reform measures
are belng explored in this study: a flat-rate tﬁx, a value
added tax; a consumption tax; and a national sales tax.

Of these reform measures, the so-called flat-rate tax
concept has received considerable attention. However, a
clogser look at the flat-rate tax theory reveals the significant
adverse impact that such a tax would have on business and
investment. Because the tederal‘tax system impacts so
dramatically upon our business and investment communities,
we believe that a dialogue focusing on the consequences of such

a -possible tax refcrm measure is warranted, and indeed, 1s
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critical to any discussion about how the federal tax system
impacts Industries and Investments.

Simplification of the tax system and the concept of a flat-
rate tax are completely separate issues. While 1t is desirable
to close loopholes in order to reduce tax rates, this can be
accomplished without the massive shift in tax burden involved
in a flat-rate tax. The Honorable Barber B. Conable posed
two very interesting questions at one of the Ad Hoc¢ Committee's
briefings: Why don't we try to evolve from our present system
and not go through the disruptive process that is involved in
total repeal and then re-enactment? Why go through that
disruption 1if you can take some steps that would improve the
public perception of your existing tax law?

THE FLAT-RATE ‘TAX CONCEPT

HAS A DIRECT ADVERSE CONSEQUENCE
ON BUSINESS AND INVESTMENT

The so-called flat-rate tax would eliminate the basic
productivity in our tax system and create additional tax
burdens for business and taxpayers. Additionally, either
(a) revenues would be lost from the overall effect of a -
lowering of taxes whereby increasing the deficit or (b)
important incentives to American business that create jobs
would be lost by a tax system that does not recognige the
entrepreneurial spirit and the entrepreneurial activities of
Americans. We believe that certain fundamental changes in

the American free enterprise system being offered in the
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name of simplicity would deleterious. In fact, Treasury
Secretary Regan addressed the flat-rate tax 1ssuc recently and
acknowledged that such a tax "is a snare and a delusion"
and that a flat tax was unfair and inefficlent.

Specifically, the adoption of a flat rate tax system or
a modified flat rate tax system would result in the elimination
of many exemptions, exclusions, deductions and credits that
are avallable under a current tax law and would have a dramatic
adverse impact on the entire tax system, Individuals and
corporate taxpayers who have followed the design of tax
policymakers and legislatures and engaged in tax preferred
activities with the expectation of receiving continuing or
future tax benefits would also be severely and adversely affected.
If Congress and the Administration contunue to believe that
certain investment activities should be encouraged, that
particular activities should be promoted or prohibited, and
that needy individuals should be protected, then current tax
benefits would have to be replaced with direct cash subsidies
or other legislative relief. If government encouragement is
completely withdrawn from a particular economic activity
that has historically received encouragement through the
current tax system, that activity can be expected to be
adversely affected and, in some instances, almost completely
eliminated.

Deborah H. Schenk, a visiting professor at the New York
Uni-ersity School of Law and a member of the Section of

37-521 0—84——10
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Taxation of the American Bar Assoclation, wrote a very comprehen-
sive article In the April 23, 1984 issue of Tax Notes.

Professor Schenk considered the likely effect of broad-
based, flat-rate taxes on ordinary taxpayers and concluded
that: "Supporters of a flat-rate tax are promising more than
they can deliver." Additionally, Professor Schenk found that
such a system was not likely to be either equitable or simple,
and she cautioned that adoption of flat-rate taxes would
introduce a host of new problems in the tax law: "Fnthuslastic
support of the flat-rate idea based on an unproven premise
of simplicity and fairness is unwarranted," according to the
Professor. Merely because one is against complexity and
iﬁequity does not mean that one should automatically be for
a flat-rate tax."

An article by John Zimmerman, a certified public accountant
specializing In tax work, recently published an article, The

Flat Tax: A Closer Look. Mr. Zimmerman expressed his belief

that tax reform measures such as a flat-rate tax would actually
"be of the greatest benefit to those in the higher income
brackets." Mr, Zimmerman commented on the myth that the rich
avoid paying taxes through loopholes and observed that the myth
"has taken on an aura of an irrefutable truth" when "[t)he
evidence, however, shows quite a different story". For example,
Mr. Zimmerman noted that "Congress and the courts have been
closing off the more abusive shelters" and that while there

L)
are very few left, "there may yet be substantial benefits from
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these investments; however, they involve great risks and,

tf the 1nvestmént 1s a poor one, then the losses will be
greater than the tax savings." As Mr. Zimmerman so correctly
pointed out: "If an activity can be shown not to be engaged

in for profit and its only purpose being tax writeoffs, then
expenses can only be written off to the extent of income earned
from that activity. FExcess expenses cannot be netted against
other income. On the other hand, if a tax shelter turns out

te he n o wise investment, then taxes wili nave to be paild on

the income earned from the shelter."

With respect to the argument that the present progressive
rate %jstem encourages people to invest in wasteful tax
shelters and that a flat rate tax system would encourage people
to invest their money more pgoductively, Mr. Zimmerman noted:
"In fact, I believe just the opposite 1s likely to happen.

Most tax shelters are centered around real estate development

and o1l and gas exploration. Far from being 'wasteful' our
economy depends to a large extent on construction 329 energy
development. People in a 50 percent tax bracket ére encouraged
g;-;ZeQ&;LéIr.;apital ;n such ventures because they know

many of the initial c;sts can be writeen off against taxable
income through real estate depreciation or oll and gas intangible
development costs. If, after one year, the venture is profitable
and they decide to sell their interest, they can get favorable

captial gains tax treatment with a maximum tax rate of 20
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percent-~though sometimes part of the gain may be taxed as

ordinary income."

A SUMMARY OF JUST ONE FLAT-RATE TAX PROPOSAL,
THE "FAIR TAX ACT,"
REVEALS THE DRAMATIC ADVERSE CONSEQUENCES
OF SUCH A MEASURE

Consider, for example, the extraordinary ramifications
that just one of the pending tax reform proposals would have
on the business and investment communities and on individual
taxpayers, The "Fair Tax Act'" would include the following as
"income" for the average taxpayer.

a. Money paid by the employer for group term
l1ife insurance.

b. The amount of premiums paid in by an
employer.

¢. Annual increase in cash surrender value
of life insurance policies.

d., Interest on IDB and mortgage subsidy
bonds.

e, Unemployment compensation.

In addition, under the provisions contained in the "Fair Tax Act"

there would also be:

a. Significant limits on the amount of interest
deductions for individuals,

b. Repeal of accelerated cost recovery system
depreciation and special leasing rules that
are helpful in business and which create
Jobs.

c. Repeal of special capital gains treatment
for individuals and corporations.

d, Repeal of partial income tax exclusion for
interest and dividends.
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The "Falr Tax Act" would do away with favorable capital
gains treatment, repeal percentage depletion and expenses of
intangible drilling costs for oil, gas and geothermal wells, and
eliminate the exclusion for employer provided premiums on health
insurance.

The proposal would substantially revise the depreciation
system for equipment and structures by placing equipment in
one of six classes according to its Asset Depreciation Range
(APRY mia-potint and structures would have a class 1ife of 40
years,

With respect to real estate, the proposals would lengthen
the useful fives for depreciating rental property to 40 years
and eliminate the current system of tax reduce rate taxation
for long term capital gains. Other changes would eliminate
all tax credits for the preservation of historic and ‘other
buildings and would end federal tax exemptions for locally
issued mortgage bonds as well as industrial development bonds
issued after December 31, 1984.

In addition, the "PFalir Tax Act" would significantly
affect the oil and gas leasing industry by repealing both the
expensing of intangible drilling costs and the allowance for
percentage depletion. Instead, intangible drilling costs and
costs now recovered through the depletion allowance would be
written off under the same capital cost recovery method
applicable to equipment in the ten year class. Dry-hole costs

would be deducted -hen the well or property i1s abandoned.
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It 1s evident from the above analysls that such a tax
reform measure would serlously impalr the incentives toMinvest
in productive but risky enterprises such as real estate, oll
and gas, and corporate stocks because high income taxpayers
would no longer be willing to risk their capital when the
incremented tax rate is low. It would be much easier and
safer for those individuals to put the money into treasury
bills or savings accounts. Therefore, those capital formation
1ndt:|str'ws would he adverscely atffrected bLecause the proper and
reasonable incentives for investing in those industries would

be removed from the tax code.

CONCLUSION
The Honorable Barber B. Conable summed up the issue very

well in one of his recent Washington Report newsletters.

Congressman Conable noted: "The popular current flat tax
proposal involves not just one rate for everybody but an
exclusion for poor people, then a rate of 14-28%, graduated
twice, plus the retention of the biggest and most popular
tax preferences--the charitable deduction; mortgage interest
deduction and real estate tax deduction, This 18 designed
to raise about as much income tax as we are currently raising,
or $200 Billion less than we are spending. All economic -
income would be subject to tax.

To compare, you have to look at both sides of the current
income tax also., As is widely noted, some wealthy engage 1in

heavy tax sheltering; but on average according to Treasury
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figures, the top 10% pay S0% of the income tax revenues, the
next U40% pay 40% and the bottom 50% pay 10% of the total
taxes., That's the profile of a progressive system based
as intended on ability to pay. Reducing the maximum rate of
tax from 50% where it currently 1is, to 28% as proposed, -
would have the tendency to shift the flgures towards the
lower end of the economic scale; that is, to lower tax burdens
for the rich and to raise them for the less rich. Are we
willing to pay thils price for simplifteation?”

Certain problems are inherited in a flat-rate tax concept
as a vehicle for tax reform., These problems include:

a. Regressivity,

b. Current taxing of fringe benefits,

c. Taxing of deferred and retirement benefits at
their market value.

d. Adverse impact on capital formation activities,
such as real estate, home ownership and

construction, insurance, and domestic oil and
gas exploration.

e. Inevitable reduction of charitable contributioris.
_ f. . Adverse effect on farket value of correctables.
g. Adverse effect on municiple bond funding.

h. Distortion of investment incentives for Jjob
creation,

Careful thought and much analysis 1s necessary so as not

to sacrifice productivity in the name of simplicity.
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SiATEMENT BY STEPHEN D. DRIESLER, EXECUTIVE VICE PRESI-
DENT, NATIONAL MULTI-HOUSING COUNCIL, WASHINGTON, DC

Mr. DriesLer. I am Stephen Driesler. I am the executive vice
president of the National Multi-Housing Council and I am delight-
ed to be here today.

We are here to testify on the impact of the Federal tax systein
on the investment community in general, and on the impact of in-
vestment in rental housing in specific.

The flow in investment capital into rental housing is strongly de-
pendent upon tax incentives. Without the incentives that are now
in the tax law, the rental housing industry would be unable to ef-
fectively compete in today’s capital markets.

The simple fact is that, with today’s high cost of money, land,
and materials, market rate rents are generally not high enough to
support a return on investment that is competitive with invest-
ments in other assets. Thus, Congress has consistently recognized
that tax incentives were both necessary and desirable as a means
of enhancing the attractiveness of investment in rental housing.

Now, the question is: Why won’t market rents, without these ad-
ditional tax incentives, work in our society today? And obviously
that is a complex question; but there is one simple answer.

We have talked a lot today and have heard a lot of testimony in
support of a neutral r'aying field, that is, of tax rates being neu-
tral. But as long as we have the major distortion in housing in the
Federal Tax Code in this country toward single-family ownership,
rental housing in this country is always going to be at a competi-
tive disadvantage.

The largest single housin% subsidy the Federal Government pro-
vides is the tax incentive for single-family home ownership—the
ability to deduct mortgage interest, real estate taxes, as well as to
defer almost indefinitely any gain recognized by the sale of a
gingtloe&family house, makes it the largest used tax shelter in Amer-
ica today.

In 1931 the cost to the Treasury of the single-family home tax
incentives exceeded $35 billion. Now, we recognize that there are a
lot of public policy reasons, valid reasons, for maintaining these tax
incentives for home ownership.

Our members are not necessarily saying that those tax incen-
tives should be changed; but all we are saying is that we have to
recognize these incentives distort the housing market, and make
rental housing less competitive. Therefore, we need some counter-
balancing in the Tax Code to provide incentives for investment in
rental housing, and to be able to keep rents down and affordable.

At a time when we are all recognizing the necessity of reducing
the Federal deficit, we also have to look at the reality of meeting
the housing needs for all Americans, not just homeowners. We
need afpartments, we need rental housing, to provide the shelter
needs for low- and moderate-income Americans who cannot afford
a single-family home or, for whatever reasons, choose not to buy.

.Now, Mr. Chairman, those needs are starting to be met. I am
here to tell you that the tax incentives the members of this com-
mittee have put into the Tax Code to encoura%e development and
production of rental housing are working. For the first time in over
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a decade we are starting to see significant increases in the produc-
tion of rental housing—market-rate rental housing We are seeing
jobs created, we are seeing housing shortages being abated. Unfor-
tunately, this improved climate may not last. Some of the provi-
sions which are now before conference having to do with partner-
ship provisions, having to do with time-value of money and ac-
counting changes are already having a negative impact. We are al-
ready seeing investors less willing to put their money into rental
housing.

Now, if the private sector cannot attract the capital necessary to
build and maintain apartments, or if the cost of that capital is so
high as to price those rents above what the average renter, who
has an income of less than $10,000, can pay, who is going to pro-
v%\clle the pousing needs for American tenants? And the answer is,
“No one.’

Another question: Who is the ultimate beneficiary of the tax pro-
visions that relate to rental housing? The answer to that is, “Those
who rent.”

This point was underscored recently by a study done by the De-
partment of Housing and Urban Development entitled “Federal
Tax Incentives for Rental Housing.” That HUD study found, and I
quote,

Given the competitive nature of the rental housing market, it is likely that most
of the benefits of rental-specific tax provision accrue to renters.

The study went on to point out, and again I quote:

While the owners of rental property may benefit themselves in the short run from
favorable changes in rental tax provisions; however, an enhanced rate of return will
attract more investment and lead to lower rents than would be obtained in absence
of favorable change. Since renters have lower incomes than other households, the
tax benefits that lead to these decreased rents tend to be progressive in nature.

In summary, Mr, Chairman, rental housing’s ability to compete
in the capital market is dependent upon carefully conceived and
longstanding advantages in the Tax Code which tend to counterbal-
ance those advantages that we give to single-family housing. We
need, in whatever system and whatever changes that this commit-
tee decides to pursue, to maintain that balance so that we will be
able to effectively compete for capital and keep rents low and as
affordable as possible.

Thank you.

[Mr. Driesler’s prepared statement follows:]

.
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TESTIMONY PRESENTED

BY
STEPHEN D. DRIESLER

Mr.. CHATRMAN, MEMBERS OF THE FINANCE COMMITTEE, MY NAME 1S STEPHEN
NrRiesLer AND | AM ExecuTive Vice Presinent ofF THE NaTionaL Muuti Housing
CouticiL. THe NaTronaL MuLtr Housing CouncrL (MMHC) 1s A Non-PROFIT
ORGANIZATION WITH OVER 5,000 MEMBERS REPRESENTING ALL ASPECTS OF THE
MULTIFAMILY HOUSING INDUSTRY. MNATIONAL MuLTt HousinG CounciL MEMBERS
CONSIST OF MANY OF THE MATION’S LARGEST BUILDERS, NEVELOPERS, SYNDICATORS
AND MANAGERS OF RENTAL HOUSING. IT IS FAIR To sAY THAT NMHC's MEMBERS
BUILD, OWN OR GPERATE MORE APARTMENT UNITS THAN ANY OTHER REAL ESTATE GROUP
IN THE COUNTRY TODAY. [N ADDITION, OUR MEMBERS PRIMARILY BUILD AND OPERATE
RENTAL HOUSING WITHOUT DIRECT GOVERNMENT SUBSIDIES.

[ AM HERE TODAY TO TESTIFY AS TO THE IMPACT OF THE FEDERAL TAX SYSTEM
ON THE INVESTMENT COMMUNITY IN GENERAL AND ON INVESTMENT [N RENTAL HOUSING

IN PARTICULAR.

THE FLOW OF INVESTMENT CAPITAL INTO RENTAL HOUSING IS STRONGLY
NEPENDENT UPON INCENTIVES CONTAINED IN THE TAX LAW. WITHOUT THE INCENTIVES
NOW IN THE TAX CODE, THE RENTAL HOUSING INDUSTRY WOULD BE UNABLE TO

EFFECTIVELY COMPETE IN TODAY'S CAPITAL MARKETS.

THE SIMPLE FACT IS WITH TODAY'S HIGH COST OF LAND, MATERIALS AND MONEY,
MARKET RENTS ALONE 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, WE IN THE RENTAL
HOUSING INDUSTRY ARE AT A COMPETITIVE DISADVANTAGE COMPARED TO THE RATE OF
RETURN AN [NVESTOR CAN GET WITH A MONEY MARKET CERTIFICATE OR OTHER LOW OR
“NO RISK” FORMS OF INVESTMENTS. THUS, CONGRESS HAS CONSISTENTLY RECOGMIZED

THAT TAX INCENTIVES WERE A NECESSARY AND DESIRABLE MEANS OF ENHANCING THE
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=z ATTRACTIVENESS OF INVESTMENT I[N RENTAL HOUSINGe

WHY WON'T MARKET RENTS SUPPORT THE COST OF RENTAL HOUSING WITHOUT THESE

ANDED TAX INCENTIVES?

THE ANSWER TO THIS QUESTION LIES, IN PART, WITH THE MAJOR DISTORTION OF
THE HOUSING MARKET TOWARD HOMEOWNERSHIP IN THIS COUNTRY. WE ARE NOT PLAYING

ON A LEVELZFIELD WHEN [T COMES TO HOUSING.

THE LARGEST HOIUSING SUBSIDY GIVEN BY THE FEDERAL GOVERNMENT IS THE TAX
ADVANTAGE OF HOMEOWNERSHIP. THE ABILITY TO DEDUCT MORTGAGE INTEREST AND
REAL ESTATE TAXES AS WELL AS DEFER ALMOST INDEFINITELY ANY TAX ON GAIN
RECOGNIZED FROM A SALE MAKES HOMEOWNERSHIP THE LARGEST USED TAX SHELTER IN

THIS COUNTRY.

In lqﬂlyiﬁémcosr TO THE TREASURY OF TAX SUBSIDIES TO HOMEOWNERS WAS
ESTIMATED AT $35 BILLION. HILE THERE ARE MANY VALID PUBLIC POLICY REASONS
TO SUPPORT ALLOWING THESE DEDUCTIONS, AND WE DO NGT SUGGEST THEY SHOULD BE
MODIFIED, ONE CANNOT IGNORE THE MAJOR IMPACT THESE fo INCENTIVES HAVE ON
THE RENTAL HOUSING MARKET.

As SOCN AS THE TYPICAL TENANT REACHES THE INCOME LEVEL WHERE THEY CAN
AFFORD RENTS HIGH ENOUGH TO SUPPORT NEW CONSTRUCTION, THEY HAVE VERY STRONG
TAX REASONS FOR ;QITcHING FROM RENTING TO HOMEOWNERSHIP. THUS, THE HIGHER
INCOME TENANTS ARE CONSTANTLY SKIMMED OFF THE RENTAL POOL.

" .

THIS IS A MAJOR REASOM WHY THE MEDIAN INCOME OF RENTERS HAS STEADILY

NECLINED UNTIL DEMOGRAPHICALLY RENTERS ARE MORE AND MORE CONFINEN T THE

LOWER ENNS OF THE ECONOMIC SCALE. (ALMOST URZ OF ALL RENTERS HAD INCOMES

oo
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BeLow $10,000.) WHILE AT THE SAME TIME MEDIAN INCOME FOR THE GEMERAL
POPULATION HAS RISEN DRAMATICALLY.

V4

THE ONLY WAY TO PARTIALLY OFF-SET THIS DISADVANTAGE AND TO KEEP RENTS

DOWN AND AFFORDABLE IS THROUGH TAX BREAKS GIVEM TO OWNERS AND INVESTORS IN

RENTAL HOUSING.

AT A TIME WHEN WE ARE ALL FACING THE NECéSSlTY OF REDUCING THE FEDERAL
DEFICIT WE MIST ALSO LOOK AT THE REALITY OF MEETING THE HOUSING NEEDS OF ALL
OR CITIZENS NOT JUST HOMEOWNERS. WE NEED APARTMENTS AND RENTAL HOUSING TO
PROVINE FOR THE SHELTER MEENS OF LOW, MODERATE AND MIDNLE INCOME CITIZEMNS OF
THIS NATION WHO CANNOT AFFORD OR DO MOT CHOOSE HOMEOWNERSHIP. THOSE NEEDS

ARE MOW STARTING TO BE MET.

MR« CHAIRMAN, THE RENTAL HOUSING INCENTIVES WHICH THIS COMMITTEE PUT
INTO LAW ARE WORKING. PRODUCTION IS EXPAMDING. PEOPLE ARE ONCE AGAIN
EMPLOYED [N BUILDING MULTIFAMILY HOUSINGe TIGHT RENTAL MARKETS ARE
BEGINNING TO EASE. FOR THE FIRST TIME SINCE THE MIN-1970's, THE PROMUCTION
OF UNSUBSIDIZED RENTAL HOUSING IS SHOWING SIGNIFICANT INCREASES. REDUCED
INTEREST RATES, PARTICULARLY THOSE AVAILABLE IN THE TAX~EXEMPT MARKET,
COMBINED WITH THE TAX INCENTIVES PROVIDEN BY ACRS, HAVE MADE RENTAL HOUSING
FINANCIALLY FEASIBLE WITHOUT THE NEED FOR DIRECT FEDERAL SUBSIDY. As A
RESULT, WE ARE SEEING THE CRISIS IN RENTAL HOUSING, WHICH WORSENED STEADILY

OVER THE PAST SEVERAL YEARS, BEGIN TO ABATE.

HOWEVER, THIS IMPROVED CLIMATE FOR RENTAL HOUSING MAY NOT LAST TQO MICH
LONGER. THE CURRENT CHANGES IN PARTMERSHIP PROVISIONS, ACCOUNTING CHANGES
AND TIME VALUE OF MONEY PROPOSALS NOW PENDING BEFORE (ONGRESS HAVE ALREADY

BEGUN TO CHANGE THE WILLINGNESS OF INVESTORS TO PUT THEIR MONEY INTO RENTAL

HOUS ING.
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We URGE THE FIMANCE COMMITTEE MOT TO FURTHER JEOPARDIZE THE RENTAL HOUSING

RECOVERY BY ANY ADDITIONAL CHANGES IN THE TAX CODE.

TURING THE PAST FEW YEARS CONGRESS AND THE ADMINISTRATION HAVE EITHER
EL IMINATED OR DRASTICALLY REDUCED FEDERAL RENTAL HOUSING PROGRAMS. THIS IS
ESPECIALLY TRUE IN THE AREA OF NEW CONSTRUCTION. THEREFORE, ANY NEW RENTAL
HOUSING BUILT IN THIS COUNTRY IN THE FORSEEABLE FUTURE MUST COME FROM THE
PRIVATE SECTOR. [F, HOWEVER, THE PRIVATE SECTOR CANNOT ATTRACT SUFFICTENT
CAPITAL TO BUILD OR MAINTAIN APARTMENTS, WHO WILL MEET THE HOUSING NEEDS OF

AMERICA'S RENTERS? THE ANSWER IS NO ONE-

AsK YOURSELF WHO IS THE ULTIMATE BENEFICIARY OF THE PRESENT TAX

ADVANTAGES GIVEN TO RENTAL HOUSING?

THE ANSWER IS THOSE WHO RENT.

THIS POINT WAS CONFIRMED BY A RECENTLY PUBLISHED STUDY BY THE

NEPARTMENT OF HousING AND URBAN NEVELOPMENT ENTITLED FeperaL Tax INCENTIVES

AND RenTAL HOUSING WHICH ACCORDING TO SECRETARY PIERCE, “DOCUMENTS THE CLOSE

AND SIGNIFICANT RELATIONSHIP BETWEEN FEDERAL TAX AND HOUSING POLICIES”.

THis HUD sTupy Founn, “GIVEN THE COMPETITIVE NATURE OF THE RENTAL
HOUSING MARKET, IT IS LIKELY THAT MOST OF THE BENEFITS OF RENTAL-SPECIFIC

TAX PROVISIONS ACCRUE TO RENTERS."

TH1S sTuDY HOTED THAT THE ACRS SYSTEM ENACTED AS PART OF THE Economic
Recovery Tax AcT (ERTA) HAS PRODUCED NET BENEFITS FOR RENTAL HOUSING. [T

FURTHER CONCLUDED THE ULTIMATE BENEFICIARY OF THESE TAX ADVANTAGES [S THE
CONSUMER. AFTER CAREFUL ANALYSIS OF THE NATURE OF THE RENTAL HOUSING
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MARKET, FUND, “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

WOULD BE THE CASE WITHouT ERTA.”

THIS STUDY WENT ON TO POINT OUT, “OWNERS OF RENTAL PROPERTY MAY BENEFIT
BY THEMSELVES I[N 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 NDECREASED RENTS TEND TO BE PROGRESSIVE IN

MATURE."

OBVIOUSLY, THE CONVERSE OF THIS FINDING IS EQUALLY TRUE. ANY CHANGES
IN THE TAX CODE WHICH WOULD REDUCE THE FLOW OF CAPITAL INTO REMTAL HOUSING
OR DRIVE UP ITS COSTS WOULD ULTIMATELY RESULT IN HIGHER RENTS AND SHORTAGES

OF AFFORDABLE HOUSING AND WOULD BE REGRESSIVE IN MATURE.

THE ABILITY OF INVESTORS TO RECOVER THEIR CAPITAL FROM REAL ESTATE IN
GEMERAL AND RENTAL HOUSING IN PARTICULAR IS ESSENTIAL TO THE HEALTH OF OUR

NATIONS APARTMENT INDUSTRY.

[T HAS BEEN ARGUED BY SOME THAT REAL ESTATE GOT "TOO MUCH" OUT OF THE
1981 TAx AcT (ERTA). HOWEVER, INVESTMENT IN STRUCTURES CAME oUT OF ERTA AT

A COMPARATIVE DISADVANTAGE COMPARED TO INVESTMEMNT IN OTHER TYPES OF ASSETS.

THis wAS DOCUMENTED BY A 1981 sTupv vONE FOR THE LiBRARY OF CONGRESS BY
JANE GRAVELLE ENTITLED, "EFFECTS OF THE ACCELERATED (0ST RECOVERY SYSTEM 3Y

AsseT Tyee”.
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THE FINDINGS OF THIS STuDY WERE THAT ACRS wouLD TEND TO SHIFT “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, NOT ONLY BECAUSE OF THE
EFFECTS ON RENTAL HOUSING, BUT ALSO BECAUSE HIGHER INTEREST RATES WILL MAKE
OWNER OCCUPIED HOUSING LESS ATTRACTIVE AND BECAUSE THERE ARE NO OFFSETTING

TAX BENEFITS.

IN SUMMARY, RENTAL HOUSING'S ABILITY TO COMPETE IN THE CAPITAL MARKET
IS VERY NEPENDENT ON CAREFULLY CONCEIVED AND LONG STANDING PROVISIONS IN THE

FENDERAL TAX CODE« THESE PROVISIONS INCLUDE THE:
A)  EXEMPTION FROM THE AT RISK RULE:

B) AN AcceLeraTen CosT Recovery SysTeM (ACRS) WITHOUT FULL RECAPTURE;

AND

C) THE ABILITY TO PASS THESE ADVANTAGES ON TO INVESTORS THROUGH

LIMITED PARTHMERSHIP VEHICLES.

IF ANY OF THESE TAX ADVANTAGES ARE ELIMINATED OR EVEN DECREASED
SUBSTANTIALLY OR [F FURTHER RESTRICTIONS ARE PLACED ON PARTNERSHIPS WHICH
SEVERELY RESTRICT THE ABILITY TO PASS THE BENEFITS OF THESE TAX PROVISIONS
TO INVESTORS THEN RENTAL HOUSING WILL NOT BE ABLE TO EFFECTIVELY COMPETE FOR

CAPITAL.

THERE WILL BE TRAGIC CONSEQUENCES IF THIS HAPPENS. ALMOST U8 OF ALL
RENTERS HAD INCOMES BELoW $10,000. THESE ARE THE PEOPLE AND FAMILIES WHO
WILL BE MOST EFFECTED BY THE INCREASED RENTS AND SHORTAGES OF AFFORDABLE
HOUSING WHICH WOULD SURELY RESULT FROM FURTHER CHANGES IN THE TAX LAW IN

THESE AREAS.

TAX INCENTIVES FOR RENTAL HOUSING ARE A UMIQUE COMBINATION OF CAPITAL
INCENTIVES AND CREATIVE LOW COST PUBLIC POLICY. CHANGES IN THESE INCENTIVES
WOULD SERIOUSLY IMPACT THE QUALITY OF LIFE FOR MILLIONS OF AMERICAN

RENTERS«
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Senator GrassLEY. Thank you.
Mr. Bryant?

STATEMENT OF JAMES P. BRYANT, VICE PRESIDENT, DIRECTOR
OF TAXES, J.C. PENNEY CO., INC., NEW YORK, NY

Mr. BryanTt. Thank you, Senator.

My name is Jim Bryant. I am vice president and director of cor-
porate taxes for the J.C. Penney Co., headquartered in New York.

I am presenting this testimony on behalf of the Retail Tax Com-
mittee of Common Interest, which is composed of 11 major retail
companies and 2 industry associations, listed in the appendix at-
tached to my statement.

Retailing is a large and growing part of the national economy.
Balsled on first-quarter statistics, 1984 retail sales will exceed $1.1
trillion.

Retailing accounts for almost 17 million employed persons na-
tionwide. An efficient retail sector keeps down the cost of products,
exerting a strong pullthrough demand for manufactured goods, and
so stimulating production.

Conversely, an inefficient retail sector would add significantly to
the final cost of the manufactured goods, thereby fueling inflation
and depressing demand, thus impairing the productivity gains
achieved in the manufacturing sector.

Given the crucial role that retailing plays in the economy, its
treatment under Federal tax law is extremely harsh. Of greater
significance is the failure to extend the investment tax credit to
retail buildings, which are our largest fixed capital cost. Even
single-purpose agricultural or horticultural structures, which in-
clude greenhouses, mushroom buildings, and livestock buildings,
are eligible for the credit. But retail buildings, the construction and
operation of which provide significant employment, are not eligible.

Depreciation rules have not benefitted retailing, either. From
1962 until 1981, allowable depreciation on retail structures was
steadily restricted. At the same time, allowable depreciation on ma-
chinery and equipment was steadily liberalized, which benefitted
retailers much less than manufacturers.

In 1981, the accelerated cost recovery system provided a 15-year,
175-percent declining balance depreciation category for all build-
ings. This improved both the rate of depreciation and its simplicity.
Yet, today the congressional conference committee that is consider-
ing the 1984 tax bill has before it a Senate amendment to replace
the 15-year category with a 20-year category, phasing down to 18
gegﬁ. in 1986, allegedly to deal with tax-motivated churning of

uildings. -

Two points have been largely overlooked by policymakers during
the debate over the 15-year category. First, ACRS has not improved
the historical treatment buildings receive relative to machinery
and equipment. The relationship between the 15-year category for
buildings and the 3- and 5-year categories for vehicles and equip-
ment still impose much higher rates of tax on income generated by
productive buildings.

Second, changing the ACRS category will not eliminate tax-moti-
vated real estate churning. Retailers who do not buy and sell build-
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ings for tax benefits but who use them as equipment should not be
stripped of part of the modest benefit of ACRS as part of an effort
to correct a situation in which we do not participate.

As an industry, retailing has paid high effective rates as com-
pared to most manufacturing and financial sectors, historically in
excess of 30 percent. This information has been overshadowed by
press accounts and congressional speeches about low effective tax
rates documented in the same studies, but the facts are still there.

Considerable attention is now being given to fundamental tax re-
forms and alternative tax systems by Federal policymakers. How-
ever, there are many observers who argue that this process will
become intertwined with revenue raising in 1985 and. 1986. One ap-
proach to this would be to impose a surtax during a temporary or
transitional period for an alternative system. The surtax is not eq-
uitable. The surtax would impose the heaviest burden on retailing
and other firms that already pay the highest effective tax rates,
while falling much less heavily, if at all, on equally profitable firms
that utilize an array of deductions, exemptions, and credits to
reduce or eliminate taxable income and/or tax liability.

In conclusion, as Congress and the administration undertake
studies of reforms and alternative systems, existing burdens need
to be recognized. Furthermore, temporary or transitional revenue-
raising measures such as surtaxes must be avoided.

Thank you very much, Senator.

[Mr. Bryant’s prepared statement follows:]

37-521 O--84——11
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* * * * * *

My name is James P. Bryadnt, and I am Vice President and
Director of Corporate Taxes for J. C. Pénney Company, Inc.,
headquartered in New York. I am presenting this testimony on
behalf of the Retail Tax Committee of Common Interest, which is
composed of eleven major retailing companies and two industry
associations. A list of the members is attached as the Appendix
to my statement.

The Committee was formed in 1977 to enable its members to
focus intense attention on tax policies and procedures that are
of general concern to the industry. We appreciate the

Subcommittee's interest in studying the impact of existing tax
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law on various sectors of the economy, and we welcome this
opportunity to present the retailing industry's views to you.
My statement sets forth the following points:

(1) The significance of a modern and efficient retailing
sector to the U.S. economy is often overlooked by
press and policymakers who tend to focus attention on
high technology and/or basic industry issues;

(2) Retailing historically has paid relatively high
effective rates of federal tax, since the industry in
general benefits only modestly from the long list of
exemptions, deductions and credits that have become
fixtures of the Internal Pevenue Code;

(3) Even the 1981 tax reductions were of limited benefit
to the industry, in comparison to its impact on other
sectors; and

(4) Consideration of both near and long-term tax
alternatives or tax increases should not incluade an
proposals -~ such as surtaxes and variations thereo¥
-~ that increase the already high effective rates paid
by the industry.

I. The Significance Of Retailing
To The Economy And The Consumer

Retailing is a large and growing part of the national
economy. Based on first quarter statistics, 1984 retail sales
will exceed $1.1 trillion dollars while total GNP will exceed
$3.5 billion., 1In terms of employment, retailing accounts for one
out of every 7 workers throughout the nation -~ almost 17 million
persons -- in over 1.8 million retail establishments. Retail
trade also is one of the fastest growing employers. From 1978 to
1983, retail employment increased more than 50 percent fagter
than total employment, up 6.3% as compaéed to 4% for the economy

as a whole,
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Retailing is thus a large and impprtant force in the
economy. But its importance does not lie solely in its size, or
in its contribution to the GNP, or in the extent to which it
provides jobs, significant as these measurements may be. Rather,
retailing's importance is structural, and lies in the role it
plays in bringing goods from producer to consumer. The retail
function is essentially a distributional function. Like
transportation and wholesale-distribution, retailing's-pla-e in
the economy lies between production and consumption, linking the
two together. But because retailing does not, except
incidentally, physically transport goods from one place to
another, its function and the value it adds to consumer goods are
often not fully appreciated.

The economic value retailing provides is substantial.
In the first instance, it is the retailer, by placing the order
with the manufacturer, who causes goodé to be brought from the
pPlace of origin to the market where they ultimately will be
consumed. The retailer constructs the store, staffs it with
employees, oruers and pays for and stocks the goods -- all before
the consumer is even aware that many products are even available.
After bringing the goods to market, the retailer displays fhem
along with other, similar goods to facilitate the consumer's
comparison and choice, and offers them for sale at times when and
at locations where those goods are accessible and convenient to
the ultimate buyer.

Thus, the retailer adds economic value to consumer

goods just the same as does the manufacturer when he creates them
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out of raw materials or does the railroad or trucking company
wh;n it transports them. For example, the value of a dress in a
loft in New York's garment center, or of a chest of drawers in a
warehouse in the Carolinas, is much less to a potential consumer -
in, say, New Orleans than the same dress or chest of drawers when
"it is on display at a downtown store or suburban shopping center
just a short distance from his home or office. The retailer
performs these value-adding functions because he can do so more
efficiently than can any individual consumer. The retailer thus
adds value to consumer goods by bringing goods to the consumer
when and where the consumer wants them, and in sufficient variety
to facilitate an informed choice, and in sufficient quantity to
obtain reasonable prices from manufacturers.

This is the sense in which the retailer stands in an
economically pivotal position, between the two ends of the
economy. It is the retailer that provides the path along which
goods flow from the manufacturer to the consymer in a cost~
effective and energy-efficient manner. An efficient retail
sector keeps down the final cost of a product, exerting a strong
"pull-through” demand for manufactured goods and so stimulating
production.. Conversely, an inefficient retail sector would aéd
significantly to the final cost of manufactured goods, thereby
fueling inflation and depressing demand, thus vitiating the -

productivity gains achieved in the manufacturing sector,
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II. The Treatment Of Retailing
Under Federal Tax Law

Given the crucial role that retailing plays in the economy,
its treatment under federal tax laws is extraordinarily harsh.
In fact, the industry's effective tax rates have been relatively
high in comparison to most of the manufacturing and financial

sectors of the economy.

A. Income Tax Issues

Even though retailing is highly labor-intensive and commits
much of the industry's scarce capital to intangibles, retailers
also have large fixed capital costs. The iargest such fixed
capital cost is the retail structure itseélf -- the store,

Federal tax law cannot be accused of having treated this capital
asset with any kind of favoritism. Indeed, such physical assets

seem to have been singled out for intentional penalities.

1. Investment tax credit. Certain "other tangible

property" (as defined in Internal Revenue -the Code) used in
manufacturing, mining, communications, transportation and
utilities qualifies for the investment tax credit (ITC) but such
property does not qualify if it is used in retailing. For
example, paved parking areas at a store or shopp}ng center are
not eligible for the tax credit. 1In contrast, if located at a
manufacturing facility, paved parking areas generally would be
eligible. Similarly, air conditioning systems to maintain

temperature and humidity in manufacturing plants qualify, but air

conditioning systems in retail stores do not qualify.
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Of greatest significance is the failure to extend the ITC
to retail buildings (i.e., stores, warehouses and related retail
facilities)., Capital investment in fixtures, machinery and
equipment qualifies for the credit. Even "single purpose
agricultural or horticultural struc£ures,' which includes
greenhouses and mushroom buildings and livestock buildings, are
eligible for the credit. But retail buildings, the construction
aﬁd operation of which provide significant employment, are not
eligible. Only when a very old or historic building is

 rehabilitated can a retailer utilize a special credit with
respect to the building itself. 1In contrast to other industries,
retailers normally have a relatively larger investment in retail
buildings than in fixtures, machinery and equipment. As a
result, the tax laws as presently structured inordinately favor

industries which invest in equipment and machinery.

2. Depreciation. Depreciation rules have not benefitted
retail buildings either. When the ITC was enacted in 1962,
retail and other structures were thought to enjoy favorable
depreciation rules., At that time, retail structures could be
depreciated under the 200% declining balance method, and
depreciation deductions on structures were not subject to
"recapture," when the building was sold. Also, the depreciable
lives then permitted for structures were perceived by many to be
liberal. From 1962 until 1981. allowable depreciation on retail
structures was steadily restricted. At the same time, allowable

depreciation on machinery and equipment was steadily liberalized,

which benefitted retailers much less than manufacturers.
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In 1964, section 1250 was enacted to recapture, upon
disposition of a structure, the excess of accelerated
depreciation over straightline depreciation. Although not
important to retailers, this ch§nge was a signal that
policymakers did not distinguish between those who use buildings
as "equipment" in their businesses and those who use them as
speculative or inventory assets. Then, section 1250 was made
more stringent by further amendment iqu969. Also in 1969,
depreciation on retail structures was reduced to the 150 percent
declining balance mode.

Furthermore, retail structures were excluded from the
shortening of depreciable lives for machinery and equipment which
occurred in 1962 with the introduction of guideline depreciation
in Revenue Procedure 62-21 and which occurred again in 1971 with
the enactment of the Asset Depreciation Range system.

In 1981, the Accelerated Cost Recovery System (ACRS)
provided a 15-year/175% declining Balance'depreciation category
for all buildings. This improved both the rate of depreciation
and the simplicity of depreciation for retail structures. Yet,

" the new statute was less than one year old before the l5-year
category was subject to attack as being too generous and as
encouraging “chu;;ing“ of buildings for tax shelter purposes.
Today, the Congressional Conference Committee that is considering
the 1984 tax bill has before it a Senate amendment to eliminate
the 15~year category and to replace it with a 20-year category,

phasing down to 18 years in 1986.
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Two points have been largely overlooked by policymakers
during the debate over the 15-year category. First, ACRS has not
improved the historical treatment buildings relative to machinery
and equipment. The relationship between the l5-year category for
buildings and the 3- and 5-year categories for vehicles and
equipment still impose much higher rates of tax.on income
generateéd by productive buildings. Second, changing the ACRS
category will ngf eliminate tax-motivated real estate
"churning.” If that activity truly is a Qyoblem, it should be
addressed by imposing full recapture on depreciation deductions
when a building is sold, rather than allowing investors to
convert ordinary income into capital gain upon the sale.
Rutailers who do not buy and sell buildings for tax benefits, but
who use them as equipment, should not be stripped of part of the
modest benefit of ACRS as part of an effort to correct a

situation in which we do not participate.

I1I., High Effective Tax Rates

As an industry, retailing historically has paid high
effective rates of tax compared to most manufacturing and
“financial sectors. The two principal annual studies of effective
corporate income tax rates (prepared by the staff of the Joint
Committee on Taxation and by the weekly publication TAX NOTES) have
shown the predominantly retailing companies to be paying effective
tax rates well in excess of 30%. This information has been

overshadowed by press accounts and Congressional speeches about
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low effective rates documented in the same studies, but the facts
are still there.

A McKinsey and Company study in 1983 for the American
Business Conference, which included data from 1977 through {981
for mid-sized as well as large retailers indicat;s effective
corporate tax rates of 32.3% and 35.2% respectively for these
groups for the S5-~year period.

The fact that the industry pays relatively high effective
income ;ax rates is not surprising when one considers how little
benefit the industry receives from the major business features of
the Code, such as the ITC and ACRS. The absence of significant
provisions such as tax-exempt income, deductions for intangibles,
and deductions for financial reserves also contribute to keeping
retailing's rates high.

Iv. Surtaxes and Long-term
Tax Restructuring

A. Tax Reforms and Alternatives

Considerable attention is being given to fundamental tax
reforms and alternative tax systeﬁs by'federal policymakers, by
interested taxpayers and organizations, and by the press.
Congressional hearings and the Treasury Department's hearings
around the country this month attest to the importance being
placed on the tax reform and tax alternatives issues, )

The discussion and debate that have already begun to flow
from the work now being undertaken by many groups can be very '
informative and enlightening for both the public and federal

policymakers. The minimum benefit to be derived from all of this
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activity should be a significantly enhanced understanding of the
impact that various tax systems do or can have on a wide range of
economic activities. If we are fortunate, perhaps this process
will actually produce a new, reformed, simplified and/or
otherwise improved structure for generating federal revenues.

But whatever the outcome, this process is too potentially
important for the future of our society and our economy to be
undertaken without a thorough understanding of the problems
generated by the present system, because the cumulative effects
of these problems have been a primary cause of the widespread
support for the current initiatives. In other words, we must not
become so fascinated by the crafting of new systems that we fail
to correct =-- or we actually worsen -- the circumstances which we
set out to address. One such problem is the wide disparity in
gffective tax rates paid by business entities under current law,
as discussed above.

B. Linking Restructuring
To Revenue Raising

gnother potential problem area is the relationship of
revenue raising to tax restructuring. As we understand it, the
primary purpose of various alternative tax systems introduced in
Congress and of the Treasury's current study is to assess
fundamental tax reforms and alternative tax systems; increasing
revenues is not the objective.

However, there are many observers who argue that these two

objectives will become intertwined in 1985 and 1986. Therefore,
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we are taking this opportunity to emphasize one important -~ but
often ignored ~- economic and financial fact:

A surtax or any reiated mechanism would be

the most objectionable and least equitable

means for increasing taxes. By definition,

it would fall heavily on retailing and

others who already pay the highest rates

while barely impacting those who already pay

very little.

A surtax would be a step backward in tax policy develop-
ment. The income tax has developed its numerous exemptions,
deductions and credits in large part as a result of taxpayers'
intense desire to find relief from high nominal tax rates., To
increase those rates through a surtax would only stimulate the
already well-developed capabilities of various groups to seek
relief. What is needed now is a significant reduction in such
stimulation.

This concern is not merely theoretical. There are real,
practical possibilities under which a surtax could be combined
with long-term restructuring proposals that will be seriously
considered in the coming months, Certain new tax systems such as
the "consumable income® varieties would require significant
transitional rules before becoming fully effective. A surtax can
become a very tempting device for raising revenues while the old
systeg‘is being phased out by a new one.

Unfortunately, one such package has already been unveiled.
The recently released Brookings Institution book, Economic
Choices 1984, makes just such a proposal. Chapter 5, entitled

"Reforming the Tax System," suggests the following as a shortrun

program while long-term restructuring is underway:
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Such a program of short-run base
broadening could go a long way toward
meeting the revenue goals set forth in this
book, but it is highly unlikely that a
consensus on these matters can be achieved
very quickly. We therefore urge enactment
of a surtax that when added to the revenues
provided by short-run base-broadening
reforms would assure that the revenue goals
«+s_are met. If half the short-run base-
broadening goals were enacted, they would
meet the revenue goals for 1985 with only a
2 percent surcharge. If none were enacted,
a surcharge of 6 percent would be necessary
to meet these goals. By 1989, however, the
tax increase required to meet these targets
is so large--$108 billion-- that to reach
them would require either a surcharge of 19
percent or enactment of half the base-
broadening measures plus a 10.5 percent
surcharge on personal and corporation
incomes.

Any surcharge would raise rates levied
on a still-distorted tax base and aggravate
the distortion between fully taxed
activities and_partially taxed or exempt
activities. Only the overriding need for
reducing the deficit would justify these
added distortions, even on a temporary
basis. A surcharge would stand out from the
fundamental tax structure, underscoring its
temporary nature, and would emphasize that
work on long-run base broadening must begin
immediately. (Emphasis added)

Pages 90-92

Regrettably, the proposal calls for precisely the wrong
approach, both economically and as a matter of legislative
tactics. Thé "short-run base-broadening" initiatives include
repeal or limitation of several of the features of present law
that contribute to disparities in rates. But coupling these
restrictions with a "temporary" surtax, particularly by proposing
to increase the surtax percentage if reforms are not

accomplished, offers double encouragement'fof beneficiaries of

37-521 O0—84—~—12
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existing law to oppose the reforms. First, if reforms are
defeated or watered down, their relatively low effective rates
will be changed very little. Second, the higher tax burden then
falls on retailing and other businesses which must bear the
surtax, thereby reducing longer-term revenue-raising pressures.
Rather than contributing to a reasonable solution to the
inequities of high effective rates, this approach could make it

worse.

C. Inequities of a Surtax

A surtax is often presented as a simple and equitable means
for increasing taxes on business because it can apply uniformly
to all business taxpayers. This view is probably rooted
primarily in the belief that businesses ~- or at least major
corporations -- all pay low effective rates of tax and therefore
would be rather evenly impacted by a surtax.

But a surtax is not uniformly applicable, for the simple
reason that all businesses do not pay the same or even similar
effective tax rates, as has been outlined above. 1In fact, a
surtax would impose the heaviest burden on retailing and other
firms that already pay the highest effective tax rates while
falling much less heavily -- if at all -- on equally profitable
firms that utilize an array of deductions, exemptions and credits
to reduce or eliminate taxable income and/or tax liability.

Although oversimplified, the following three examples

illustrate this point.
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" VARYING EFFECTS OF A PURE SURTAX

Company Company Company
A B

Corporate Tax Computation C

Net financial income $1,000 $1,000 $1,000
Less tax adjustments for

o ACRS, depletion,

loss reserves, etc. (700) (100) (100)

o exempt income 0 (500) 0

Taxable income 300 400 900

Tax at 46% rate 138 184 414
Less investment tax credit

(ITC) (100) (15) (15)

Tax paid $ 38 $ 169 $ 399

Effective tax rate $ 3.8 $ 16.9 $ 39.9

10% surtax on $ 3.8 $ 6.9 $ 39.9

tax paid
Total effective rate

(regular & surtax) 4.2% 18.6% 43.9%

Although starting with identical financial incomes, the
three hypothetical firms are treated much differently for tax
purpbses. The issue is not whether any specific deduction,
exemption or credit -- or any industry-wide grouping of such
provisions -- is excessive. The retailing industry is not
suggesting that any specific tax provision be changed as a means
of raising someone else's taxes. Our objective is to reduce the
high effective rates that our members pay. Repeal of most of the
provisions that benefit low effective rate taxpayers would also
increase‘taxes somewhat for our members becaiuse virtually all

businesses utilize one or more of these provisions to some
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" extent.

Rather, the issue that we raise for consideration is the
fact that a surtax intensifies the assymmetries in effective tax
rates because it falls heavily on those companies and industries
that are able to realize only a modest benefit from all existing
tax provisions, such as Company C, while falliag very lightly on

those who already realize massive tax benefits.
IV. Conclusion

Over the years, the Internal Revenue Code has been
substantially revised by the addition of exemptions, deductions
and credits that seek to address a variety of social or economic
issues. They may all have been fully justified and may achieve
their intended purpose.

But an unintended effect has been to impose discriminatory
levels of taxation on retailing which has not benefitted to a
significant degree from the current Code. As the tax base was
eroded, nominal rates have remained high in order to produce
certain levels of revenue. Our industry generally has borne the
butden'of those rates.

- As Congress and the Administration undertake studies of
reforms and alternative_systems, existing burdens need to be
recognized. Furthermore, "temporary" or "transitional" revenue

raising measures such as surtaxes must be avoided.
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APPENDIX

MEMBERS OF THE
RETAIL TAX COMMITTEE OF COMMON INTEREST

Allied Stores Corporation
Ascociated Dry Goods Corporation
BATUS Retail Division

Carson Pirie Scott & Company
Carter Hawley Hale Stores, Inc.
The Dayton Hudson Corporation
Federated Department Stores, Inc.
R, H. Macy & Company, Inc.

The May Department Stores Company
J.C. Penney Company, Inc.

Sears, Roebuck and Company
American Retail Federation

National Retail Merchants Asscciation
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Senator GrassLEY. I think one or two people who testified, as I
recall, on this panel suggested that a neutral Tax Code is some-
thing that is very elusive and can’t be accomplished.

For those of you who didn't express that opinion, I would like to
ask if you would agree with those who have already taken that po-
sition; or if you have contrary opinions, state it.

Let’s start over here.

Mr. HunT. I am not sure I understand exactly what you mean by
“neutral.”

Senator GrassrLEY. Well, where decisions are made ‘on the eco-
nomic viability of the investment or the expenditure, as opposed to
having the Tax Code be the determinant in making the investment
or expenditure.

Mr. Hunt. I think the problem our people find is that they are
willing to live with almost anything, and they realize the Govern-
ment needs the money to run, et cetera, et cetera, but what they
really hate is what almost everyone here today has said—the
churning, the constant churning of regulations and laws, the lack
of regulations.

One of the other points which came up, with this hearing in
mind, when we had one of our conventions here, I took the point of
asking our members, “What do you want?” because I knew you
would ask the question. And one of the points which came up was
that the Federal Government does have quite a track record on the
flat tax already. We know how the Federal Government will react,
and we know how people will react. We have the social security
tax, which is essentially a flat tax. And I think from what I heard
over and over again, the people said “The flat tax sounds wonder-
ful—pie in the sky and everything’s fine.” And if you did it, obvi-
ously in our case for employee benefits, for example, you would
also eliminate—as well as any tax advantage for the private ones—
you would fully tax the housing subsidy for military dependents;
you would do away with the Veterans’ Administration. You would
probably do away with social security, so let people go out there
and suffer on their own. That’s one tﬁing, and of course Govern-
ment is not going to let that happen.

The other concept was, “That’s fine; we save 5 percent, 10 per-
cent, and 15 percent,” whatever percent it may be this year. The
Government does not have a very good track record for being con-
sistent. What is to keep it in 5 years from suddenly being double
again and costing much, much more? So I think that is one of the
problems we face in the tax system.

I find our people are caught in the middle because we have a
very complex system for a complex society. Someone today made
the lovely statement, “The more you try to be fair, the more com-
plex it is.” And I think that is very true. The flat tax is certainly a
very appealing idea, if it will work. I don’t think it is practical.

But I don’t know that there is an answer. The Government and
the IRS, bein %robabl the point man in this, has to establish
clear policies. I think a lot of these problems—the tax decisions, for
instance—a lot of them are made blindly now. People would prob-
ably prefer to make them without that in mind. But the way the
operation is now, and frankly the way the administration is—as
you have heard, and we find it is very true, too—the field agents
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just haven’t the damndest idea what is going on down here on Con-
stitution Avenue.

And this is the {)roblem you run into: you end up constantly
playing bumper pool with the rules.

nator GRASSLEY. Mr. Bryant?

Mr. BrRyanT. Thank you.

I think everyone wants to see a fair tax system. I question in our
society whether we can ever achieve that. We have to try to strive
to get as close to that as possible.

I don’t think the answer is to bring in a complete new system
such as a value-added tax or a sales tax, or whatever we want to
call it. If those people proposing this think that a national sales tax
is going to be a very simple thing—you just pass a rate and every-

irlpa s it—I don’t think there are too many people in our socie-
ty that have as much experience in collecting sales taxes as the re-
tailer, and believe me, it is not that simple, and I cannot see the
wisdom of scrapping a system that has been proven. It has its prob-
lems—it has been inung;bed with special-interest irovisions—— ut I
think with a dedicated Congress determined to make our system as
fair and as equitable as possible we can save the present system.

I do not support a consumption tax; I think we are passing the
burden over, then, to the consumer, and we are infringing on let'’s
say the turf of the States, who have a need to raise revenue, and
this has been their source for years. And I don’t think we should
lay a Federal burden off on the States.

I think that we should try to save the system that we have and I
think it is doable.

Thank you.

Senator GrAssLEY. Mr. Seaman.

Mr. SeaMAN. Senator, I was a carpenter for many, many years
and then went intc business for myself. I finally retired in 1972
and went back to work for this outfit in 1975. I never have under-
" stood our tax system, but every time I questioned an accountant of
mine on why he did what he did; I was very impressed with the
fairness of his logic and of the IRS’s logic.

Now, since I am not involved day to day in business anymore, I
have to listes to what business people say. And the message that
this gentleman down at the end has got is unconscionable.

We could possibly come up with a flexible spending account that
could reduce medical costs in this country by untold billions of dol-
lars by simply rewarding a low-salaried person—I mean, that’s a
sensible, logical thing. And for the IRS to step out in the newspa-
per and try to demolish that is unconscionable.

I feel that the tax rules recently—it just depends on whose ox is
ﬁetting gored. I am up here talking about the insurance industr;

eing treated as fairly as they are, because of the changing technol-
ogy that makes this eminently possible and fair to all concerned.
Previous to this time it was not fair, and it was not asked for.

The other thing I caution you about is that I Sﬂent a weekend
with two of my daughters—one married. And I asked them. They
don’t understand the system, and they want that flat tax, because
they are convinced that other people are not paying, and some
people are not paying at all legally. They don’t understand that;
they are incensed about it, they are outraged, they are mad. And 1
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raised pretty straight-thinking children, and I was surprised to
hear these 20- and 30-year old people talking as vehemently about
a problem as this is. I just want to put that out thcre.

Senator GRrASSLEY. It seems to me that that is an everyday reac-
tion by middle income taxpayers, people with $20,000 to $40,000 in-
comes. I think that that is a fair reaction. And that is something
that this committee has to deal with, regardless of the productivity
question, because we have a fairly successful tax system because of
voluntary compliance, and with tax revolts and the underground
economy growing, those are I think some very real example of
people have a lack of credibility in the system, see, and consequent-
ly, an issue that we have to deal with in order to keep the volun-
tary compliance.

If we didn’t have voluntary compliance, I don’t think we would
have a big enough army to enforce it. So the voluntary compliance
has to be a major goal of any tax policies we make, and we have
been losing ground with that.

So, to some respect, a simplification of the tax system I think ad-
dresses that to some extent—not totally. But in the process of
doing that you don’t want to create an economic environment
where productivity is hindered. And I don’t know whether we have
enough evidence get to say that the complicated tax system we
have has hindered productivity; that is what the purpose of these
hearings is, to address that issue. There is always going to be some
trade-off. '

Mr. Piliero, I think you are the one that instigated my question.
Did you have anything in addition that you wanted to say?

Mr. Piuiero. Yes; I would like to react to your last point, Sena-
tor, which is the issue of public protection of our existing tax
system, which is so important.

In 1972, as you know, Senator, TEFRA passed with a 20-percent
floor. The alternative minimum tax—and your daughters might be
interested to know this—guarantees that no American can pay less
than 20 percent. So a flat tax of a sort—if you will, a minimum
alternative flat tax—is in. You can have all the tax shelters in the
world that you want, but you are going to pay a 20-percent tax.
That is there. .

Senator GrassLey. I don’t think the public is reminded of that
often enough. It is not central to their thinking.

Mr. PiLiero. That’s right. K :

Senator GRrRASSLEY. And, hence, they feel that there are people
who aren’t paying tax.

Mr. PiL:ero. And that is not so, after 1982.

Senator GrassLey. You still might find a few hundred people—I
think I have seen some statistics in recent years, because we have
tried to deal a little bit with follow-ons of the minimum tax that
we have passed in four.or five tax bills since then—who try to plug
even further those loopholes. ’

Mr. PiLigro. That is correct; but, essentially——

Senator GrassLEy. Essentially, you are correct.

Mr. PiLiero. We are dealing with no American not paying taxes;
we ?re dealing with every American paying a minimum of 20 per-
cent.

Senator GRASSLEY. Yes.
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Mr. Piuiero. In the areas of investment with which we are most
concerned, oil and gas exploration, you could put your money in
the bank and get a 10-percent return, or you could put your money
into oil and gas exploration and if you lose it you will get certain
write-offs. We think it is in the benefit of our national interest to
encourage oil and gas exploration.

Life insurance payments? We are talking now about taxing the
inside buildup on life insurance policies, whole life. That, in my
judgment, would be very wrong. It would take away the long
money which has been used for development of capital and equip-
ment. Those long-term loans come out of life insurance policies
which will not continue if the inside buildup is taxed.

So, the flat-rate tax proposals, the so-called broadening of the
base, in our judgment is unwise, the elimination of certain key de-
ductions which are aimed at energy, aimed at developing long-term
capital—it is easy to say with a flat-rate tax “let’s just take out a
calculator and we’ll know just how much you owe.” It is a lot more
difficult to administer a very complex country. We do not think the
flat-rate tax is the answer.

Senator GrassLey. Do you have anything to add, Mr. Driesler?

Mr. DriesLER. Two quick points, Mr. Chairman.

First—again, to echo what a number of the panelists have al-
ready said—while the concept of a pure flat-rate tax has a great
deal of political appeal, and we all recognize that, in our own spe-
cific example at least all of the major proposals that I have seen
before the Congress maintain the exemption for single-family home
interest, it maintains the exemption for the real estate property -
tax. That distorts the market within the housing area. There are
other examples that the people on this panel have pointed out.

So you are still having the distortions that will require, as Mr.
Alexander pointed out, you know, “Once A has it, then B wants it,
then C wants it.” If you are going to go all the way, then go all the
way.

The second point is that we have talked a lot about tax simplifi-
cation, and I don’t know that simplification is really what we ought
to be looking at, because simplification is not necessarily more fair,
simplification is not necessarily better—simplification is just
simply simpler. And simplicity for its own sake, as a number of
people here have pointed out, is not necessarily what is needed in
this society, because we are not in a simple society.

Senator GrassLEY. Yes, sir?

Mr. HunTt. Senator, one point which I think several people have
brought up—and I was hoping somebody else would be more dis-
creet in saying it; I tend to be a little bit too candid—I think a lot
of the problems which have come up in all of the hearings you
have -had previously and then on all of the panels today is that the
planning should be done with people like ourselves ahead of time,
and not just being done by theoreticians—be it the Joint Commit-
tee on Taxation, or whatever. So often we find that a bill is popped
on us, or a regulation is popped on us, and we have to respond to
that, rather than sitting down and discussing it.

I have often said, for the regulations where it is fairly simple,
why not have the hearings ahead of time and then come up with

L
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the regulation, rather than vice versa, which is an important point
of what you are saying. )

Also, as Mr. Piliero said, I happen to know that for employee
benefits hotween a fourth and a third of the total investment cap-
ital in this country comes from employee benefits, which I think he
was saying. And this is very carefully monitored by the Depart-
ment of Labor. So this is a very positive point in the investment
industry and probably the largest single source in the investment
ind:;try. It is not a sinister source, because it is so carefully moni-
tored.

Senator GRassLEY. Yes, sir?

Mr. SEAMAN. Senator, you inquired of previous speakers as to the
influence the Tax Code had on business people’s actions.

I would say that any time they are considering making a move,
the first thing they do is to resolve the tax implications—positive
or negative. “If it is positive, we will move ahead; if it’s negative,
- we won't.”” Every action.

If you change something to do with employee benefits, if those
?enefits are no longer deductible, “We’ll no longer pay the bene-

lt.”

If you say that buildings are not going to have any depreciation
included with them, “We'll put up a tent or a bubble; we'll do
. something,” if there is a viable alternative.

- Our first consideration is the tax, because if we don’t figure it
out our competitor is going to, and when he ddes he will whip us in
the marketplace.

Senator GRASSLEY. I want to say thanks to each of you. And as
we review the testimony we have just had, my staff and I will sit
down and decide if there are any followup questions. We will do
that quickly. If there are, we would appreciate answers in writing
within 15 days. Thank you very much. The hearing is adjourned.

[Whereupon, at 12:27 p.m., the hearing was concluded.]

[By diraction of the chairman the following communications were
made a part of the hearing record:] ‘
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Statement of Coalition of Service IS;ZStr1es'(‘$/ﬁ

Before Senator Grassley's Subcommittee

The chiet point that CSI would like to make today 1s best
summed up in that old adage "The only thing worse than paying
taxes 1s paving more than your neighbor". Multisector equity
and activity-specific equity are CS81's tax goals.

CSI represents a broad coalition of service companies.
Our purpose is to educate Congress and the public on the
importance or services in the U.S. and.world economy and to
insure that the interests of our members are duly recognized
in legislation that attects the economy. In the past, I am
. bure you will appreciate, services have been overlooked, and
at times even discriminated against.

Service companies pay a higher than average eftective tax
rate. They are payirg more than their fair share of
America's corporate tax burden. There is simply no justification
tor this ~ political, eccnomi¢c or social -~ and 1t penalizes the
most dynamic and job-intensive pdrt of the economy.

The major reason for this inequity is that when Congress
distributes benerits to america's businesses, 1t ignores most
service industries in tavor of traditional, politically~

_entrenched sectors. Thus, DISC benelits are extended only to

““exporters of goods not services. The RgD credit is only for
laboratory-type research although increasing productivity in
services 19 as much in the national interest as increasing
productivity in manufacturing and pharmaceuticals. ACRS and
the ITC favor heavy equipment and industrial concerns. In fact,
when the Economi¢ Recovery Tax Act was passed in 1981, although
1t was billed as the principal driving torce for the economic
revitalization of America, no incentives were awarded to service
companies.

The popular notion of the level playing tield is also of
great concern to service companies. For example, does it seem
faiv or otherwise make sense that a bank, 1nsurance company and
insurance agency be subject to different tax regimes even though
many of their products are identical? It seems to us that
anyone engaging in a particular economic activity should receive
the same tax treatment for that activity.

Democracy in America began with a tax revolt. If Democracy
means anything, benefits should accrue to the many not the few.
Today's tax system penalizes service businesses, which are the
majority. How long does Congress intend to perpetuate this
inequity? CSI favors a comprehensive overhaul of our corporate
tax system to achieve equity among business sectors and in respect
of each economic activity,
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INTRODUCTION

The Committee for Effective Capital Recovery is a
volunteer coalition of over 600 business firms and more than 50
business associations. It is representative of virtually all
segments of industry including manufacturing, retail, minerals,
tiansportation and utilities. A list of the member companies
and supporting associations is attached (see Appendix A).

The Committee has long been active in efforts to
improve, strengthen and make permanent, capital qost recovery
measures, specifically the investment tax credit and depreci-
ation allowances.

The subject of this hearing is the impact of the tax
system on productivity. Because productivity is inextricably
linked with capital investment, we believe that the most
important aspects of the tax code impacting on our nation's
productivity are the provisions creating incentives for capital
investment.

The Committee for Effective Capital Recovery stands
firmly behind the Accelerated Cost Recovery System and the
improvements in the investment tax credit adopted by Congress
in the Economic Recovery Tax Act of 1981, We believe that the
curtailments made to these provisions in the Tax Equity and
Fiscal Responsibility Act of 1982 should be reversed, specifi-
cally to restore the full benefit of the investment tax credit
and the scheduled increases in the rate of recovery.

Recent findings indicate that the capital recovery

tax provisions are among the most significant factors leading

-
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to our current economic recovery; therefore, the Committee
believes that their maintenance and improvement should be a
priority in dévising any new or alternative tax scheme.

In recent months there has been a dramatic turnaround
in productivity. The disastrous decline in productivity rates
in the United States has finally been halted, largely as a
result of new capital investment. Any adverse change in our
t&k policy pertaining to capital recovery at this time could
throw business planning into disarray, frustrate our national
goal of stimulating savings and investment, and seriously

slowdown our economic recovery.

I. RELATIONSHIP OF PRODUCTIVITY,
CAPITAL INVESTMENT AND THE TAX SYSTEM

Productivity is one of the most important measures of
the health of our economy. Without growth in productivity, our
living standards, both individual and as a nation, cannot rise.
Therefore, factors affecting the rate of productivity are key
to assuring a healthy economic future for the United States.

Productivity is generally measured as the amount of
output per labor hour. According to the Treasury Department,
"the single most important determinant of productivity per
labor hour is the quantity of capital -~ plant and equipment --

1
per worker.*“/ Thus, to put it simply, when the amount of

1/ statement of Charles E. McClure, Jr., Deputy Assistant
Secretary for Tax Analysis before the Oversight Subcommittee of
the Senate Finance Committee, April 13, 1984,

.



183

capital increases at a more rapid rate than the amount of
labor, productivity impréves. There are, of course, a great
many factors that influence the rate of productivity, among
them being government regulations, changes in the make-up of
the work force, availability and cost of energy sourxces, and
expenditures for research and development, all of which play an
important role. No factor, however, has had a more significant
impact on the rate of productivity in the United States than
the rate of capital investment.

In considering the influences on capital investment,
one finds that few factors are more important than our rate of
savings as a nation. According to Department of Commerce
statistics, business savings in 1983 made up approximately 80
percent of the total national savings. Thus, business saving,
which has been increasing steadily in relation to personal
savings, is now the largest factor to be considered in
examining Fotal national savings,

In turn, the major factors impacting upon business
savings are the capital recovery allowances of Lhe Internal
Revenue Code. For 1983, Department of Commerce figures
irdicate that these accounted for approximately 83 percent of
all business savings.

Some history of the capital recovery tax provisions
and the rate of productivity in the United States should help
to amplify the importance of these tax provisions in influ-

encing productivity.
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II. RECENT HISTORY OF PRODUCTIVITY
AND CHANGES IN OUR TAX SYSTEM

The rate of productivity growth for the United States
in the 1970's t'irough mid-1982 was dismal. Productiviby
actually decreased as a percentage change over the latter part
of this time period. By 1979, the United States had fallen
dramatically behind its trading partners, ranking last when
compared with Japan, France, Germany, Canada and the United
Kingdom. At the same time, the United States also ranked last
when comparing United States investment as a percentage of
gross domestic product with that of these same five industri-
alized nations.

In conjunction with this drop in the rate of
productivity growth came high inflation and disappointingly
’ small gains in real income.

A number of studies conducted to determine the cause
of this downward trend in productivity reached the same conclu-
sion: underinvestment in plant and equipment was the major
source of the productivity problem;z/

By 1981, Congress recognized the urgent need for
improved capital recovery measures. Too many’corporations were
paying large federal taxes on illusory profits -- profits that

resulted solely from the impact of inflation. Such taxes led

2/ See e.g., Productivity Policy: Key to the Nation's

Economic Future, Committee for Economic Development (1983).
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to reduced corporate cash flows and inadequate capital invest-
ments. This had a seriously deleterious impact on the economic
health of our nation and its ability to compete with other
nations.

Recognizing that a key to economic recovery was
increased savings and investment in plant and equipment,
Congress adopted the Accelerated Cost Recovery System (ACRS),
i.e., the 10-5-3 year period allowances, as a part of the
Economic Recovery Tax Act of 1981 (ERTA).

These changes in depreciation allowances provided
that the cost of eligible property could be recovered in three,
five, or ten years, depending upon the classification of -
property. The 1981 tax law also made beneficial changes in the
recovery methods by increasing the rate of recovery. Further
increases were scheduled to be phased-in in 1985 and 1986.

Finally, 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 might
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
curtailed.

In the Tax Equity and Fiscal Responsibility Act of
1982 (TEFRA), Congress amended the capital recovery provisions

by requiring a taxpayer to reduce the basis of his assets by 50

37-521 O0—84——13
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percent of the amount of investment tax credits (and other
credits related to the property) or, alternatively, reduce the
investment tax credit directly by two percentage points. Addi-
tionally, TEFRA limited the use of the investment tax credit to
only 85 percent of the reqular tax liability, rather than 90
percent; it also repealed the increased rates of recovery
scheduled to go into effect in 1985 and 1986.

The fact that Congress initiated consideration of
another major tax bill almost immediately after passage of the
substantial and long-overdue changes in ERTA left business
managers in their usual uncertainty vis-a-vis legislation.
There is no doubt that some business investment plans were
adversely affected because the modifications in TEFRA nega-
tively altered the projected rate of return available from
such investment.

However, despite the fact that the 1982 tax changes
may well have delayed the arrival of the recovery, the basic
changes enacted in ERTA were of sufficient positive impact that

the economic recovery is now well underway.

III. IMPACT OF TAX CHANGES ON PRODUCTIVITY AND THE ECONOMY

The statistics on the rate of productivity have shown
a remarkable improvement since mid-1982. 1In fact, the Depart- '
ment of Labor recently reported an increase in productivity for
thé eighteenth consecutive month. Table I on the following
page shows this encouraging trend in productivity rates after a

long decline.
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TABLE 1

Percent Change in Productivity Rate For The Business Sector

Year Quarter Output Per Hour
1984 1 4.1
1983 annual 2.7
1983 4 4.2
1983 3 1.2
1983 2 5.9
1983 1 1.9
1982 annual -0.1
1982 4 3.2
1982 3 1.6
1982 2 -1.6
1982 1 -0.3
1981 annual 2.4
1981 4 -4.1
1981 3 4.7
1981 2 2.2
1981 1 5.9
1980 annual -0.5
1980 4 1.0
1980 3 1.3
1980 2 ~2.9
1980 1 1.5
1979 annual -1.2-
1979 4 -0.6
1979 3 -2.1
1979 2 -2.6
1979 1 -1.9
1978 annual 0.6
1978 4 0.4
1978 3 -0.7
1978 2 1.1
1978 1 0.2

Source: United States Department of Labor, Industry Analytical
Ratios for the Business Sector, May 29, 1984.
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When compared with the productivity levels of other
industrialized nations this same improvement trend can be
noted. Table II below shows the average annual percentage
change in productivity for the U.S. compared with five of our
major trading partners. While the United States ranked a
dismal last in 1979, it is now second only to Canada. Improve-
ment‘hés been steady from the time the ERTA tax changes were
proposed, except for the year TEFRA was enacted.

TABLE I1I B3

Average Annual Increases of OQutput Per Hour in Manufacturing

1960-78 79 80 81 82 83
Japan 9.2 8.9 9.5 5.5 8.1 5.7
France 6.1 4.5 1.5 2.7 5.6 6.1
Germany 5.4 4.7 1.4 2.3 1.7 4.6
Canada 4.0 2.8 -2.2 2.6 =-2.5 6.8
United Kingdom 3.6 1.1 -1.1 6.6 3.0 6.1
United States 2.9 .7 .2 3.5 1.2 6.2
U.S. Rank 6 6 4 3 5 2

Source: U.S. Department of Labor, Office of Productivity and
Technology, Division of Foreign Labor Statistics and Trade,
June 1984.
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The tax changes in the capital recovery allowances
have had a large and favorable impact on the level of invest-
ment. Because capital investment is key to growth in produc-
tivity, these tax changes are most likely largely responsible
for the upswing in productivity rates.

Allen Sinai, Andrew Lin and Russell Robbins of Data
Resources, Inc., analyzed the combined impact of ERTA and
TEFRA, and compared it to what would have occurred in our
economy had pre-ERTA legislation remained in effect. It was
their conclusion that ACRS and the equipment investment tax
credit avoided a more serious decline in business capital out-
lays than might have been expected during the long and sé;ére
economic downturn of 1981-82. Ancd they estimated that addi-
tional investments in plant and equipmént would increase by a
range of $9 billion to $17 billion a year from 1983 to 1985.

Also, according to this study, ERTA has had a major
beneficial impact on savings. In 1981 and 1982, the estimates
of additional savings are $12.7 billion and $31.1 billion. And
for 1983-85, the net effect of the tax law changes is estimated
to be $58.3, $72.3, and $80 billion respectively.

Thus, Sinai, Lin, and Robbins concluded that the
overall impact of the tax changes was very positive:

[I}f there had been no ERTA and no TEFRA,

the U.S. economy would have performed

considerably worse in 1981 and 1982 than

actually was the case. Simulation of a no

ERTA, no TEFRA case . . . lowered growth in

real GNP 0.3 and 1.3 percentage points in

1981 and 1982, For 1982, the resulting

decline of real GNP was 3 percent, by far
the deepest downturn since the early
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1930's. Both personal and business saving
also were down sharply. On balance, it
would appear that the tax changes of the
ERTA and TEFRA programs have been and will
be positive for the U.S. economy . . . 3/

Recently, Charles McClure, Deputy Assistant Secretary
for Tax Analysis at Treasury testified before this Subcommittee
as to the beneficial impact of these tax provisionsé

The changes in taxation of business capital
have lowered costs of capital to capital-
intensive industries, reduced the tax bias
favoring capital in the household sector
over capital used by business, and
increased incentives to invest in more
durable capital. All of these changes
should have beneficial effects on the
growth of productivity in future years. In
fact, real business fixed investment has
grown 12.6 percent in the first four
quarters of the current recovery, compared
to an average of 5.7 percent in the first
year of the five previous recoveries
between 1954 and 1975. 4/

Unfortunately, despite all the concrete evidence of
their benefit to our economy, there are still some who argue

for further curtailment of ACRS and the investment tax credit.

Iv. ARGUMENTS OF OPPONENTS

Tax Simplification

There is growing hue and cry in this country today

for "tax simplification."” The complexities of the present tax

3/ Ssinai, Lin, & Robbins, Taxes, Savings, and Investment:
Some Empirical Evidence, 36 Nat'l Tax J. 321, 344 (1983).

é/ Statement of Charles E. McClure, Jr., Deputy Assistant
ecretary for Tax Analysis, Department of Treasury, before the
?versight Subcommittee of Senate Finance Committee, April 13,
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system have lea some to the conclusion that all deductions,
credits, exclusions, etc. should be eliminated from the tax
code and that this will regult in a more "fair" system of
taxation. \

While such a proposal has a certain superficial
appeal, the difificult and sometimes insurmountable problems
inherent in such an approach quickly become apparent as
policymakers struggle to create a "simple" and "falr" system of
taxation. Almost immediately, there are public announcements
that certain preferences will be protected -~ "Something must
be done to protect homeowners with high interest mortgages,"
"Some provision is necessari'to encourage charitable conpri-
butions" -- and the list will grow as the process:-continues.

It has been said that it would take a person who
knows nothing about tax law to create a "simple" tax system,
This is because there is a history and a rationale behind every
provision in the current tax code. Those who have worked in
the tax field for many years know too much about why a
particular provision is needed to be able to just blithely
throw it away in the name of simplification.

The capital and investment needs of industry and
their impact on the U.S. economy have been closely studied over
many years by botQ private and government economists. In light
of the information gathered, Congress carefully crafted a
response to those needs in the form of capital investment
incentives in the tax code. The investment tax credit has been

in effect, except for two short periods, since 1962, and
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accelerated depreciation allowances have been in effect in some
form since 1954.

Both provisions have been fine-tuned over the years
to meet this country's changing economic needs and they are
well understood. 1In fact, they are a major simplification over
the Asset Depreciation Range system in existence prior to ERTA,
a system which included hundreds of categories of depreciable
property. Having achieved this degree of simplification, what
is needed now in the area of caplital recovery tax provisions is
a period of certainty and stability, not additional changes.
Tax Neutrality

Another argument that has been advanced against the
capital recoveryrpro;isions is that they are not "neutral,”
i.e., that they result in an "inefficient" allocation of
investments because they tend to favor some assets and some
industries over others.

These critics, however, cannot even agree among them-
selves as to the direction in which investments may be skewed
by the incentive provisions. Before this very committee; one
expert complained that while ACRS resulted in increased invest-
ment in long~lived plant and equipment, the provision did not
assist high technology companies that tend to replace plant and:
equipment frequently and prior to their economic obsoles-

5/

cence, On the same day, anothef expert cited evidence that

5/ Statement of Donald C. Alexander before the Oversight
Subcomittee of the Senate Finance Committee, June 18, 1984.
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‘accelerated depreciation and the investment tax credit had
induced investment in short-lived, as opposed to long~lived,
assets.é/ \
. ———hs evidence of this alleged disparity of treatment,
critics cite a 1982 study by the Joint Committee on Taxation of
the average effective tax rates of all companies, But the fact
that there are disparities in the effective income tax rate
among different industries in any particular year should not
come as a surprise to anyone. Of the various factors that
could impact on a company's tax rate in a given year, ranging
fromtthe weather to labor-management relations, ihe impact of
the capital recovery tax provisions is only one influence among
many. It would be a serious mistake to conclude that the
provisions should be eliminated based on these statistics.
Also, those who argue that high technology companies
do not benefit as much as basic industry from the capital
recovery provisions are ignoring two important facts. Fifst,
TEFRA instituted tax credits that remain in effect for research
and development expenditures that go a lony way toward equal-
izing the tax treatment of research intensive industries versus

investment being made by industry is in computers and other

high technology equipment which certainly redounds to the

s/ Statement of Floyd K. Haskell before the Oversight
ubcommittee of the Senate Finance Committee, June 18, 1984,
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benefit of the research and development oriented industries in
the form of direct profits.

Other advocates of a "neutral" tax policy claim that
the present system discriminates between rich and poor compa-
nies because industries which are currently in an economic
slump, such as the steel industry, are unable to benefit at
this time from the capital investment incentives.

Presently, any unused portion of the investment tax
credit may be carried forward for a period of fifteen years.
Increasing profitability due to the economic recovery should
enable many more companies to use the credit, while the value
of unused credits in future years remains higher when inflation
is under control., Of course, reversing some of the neéative
changes made by TEFRA which curtailed the use of the capital
recovery provisions would be extremely beneficial as well.

N But looking at these provisions more broadly, there
is ample evidence to indicate that the current system is far
more efficient and effec;ive than the tax law existing prior to
ERTA, \

One economist, Jane Gravelle of the Congressional
Research Service, has attempted to quantify the "inefficien-
cies" in investment (i.e., the potential of the tax law to
modify the flow of capital between more or less productive
assets). 8he compared the inefficiencies existing dnder ERTA
and TEFRA with those existing prior to ERTA., Her analysis \
considered the effect of tax policy on the allocation of

capital both within the corporate sector and between the
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corporate and non-corporate sectors, thereby considering its
total effect on economy~wide investment uses.

Her results are summarized in Table III below.

TABLE III
ANNUAL EFFICIENCY IN INVESTMENT ALLOCATION*
(Billions of Dollars)

Combined
Effect Effect Effect of

of of ERTA and
Sector Pre~ERTA ERTAX* ERTAN#% TEFRA E‘RA*"* m***
Intra-
corporate
Only 303 3.8 +.5 105 -2.3 -1.3
Econamy-
wldemmy
(Total) 17.4 1.9 =5.5 11,6 -3 =5.8

I All estimates measure impact of relevant law if it had been implemented
n 1980.

**  Baged on depreciation schedule to have became effective in 1986.

*** Dpogitive numbers reflect additional inefficiency, while negative numbers
reflect a reduction in inefficiency. )

Source: Gravelle, i Income Taxat. Effici Allocation of
Inves t, 36 Nat'l Tax J. 297 (1983). The study assumes Cobb~Douglas
prguct on functions, unitary price elasticities of demand for each type of
labor, capital and f£inal output, and exfonential depreciation, Consumer
durables, housing, and inventories are included as investments in non-
corporate sector; education, gold, collectibles and other investments are
excluded. See source for assumptions on investment financing, personal tax
rates, and other items. State and local taxes are not considered.
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Gravelle found that tax law prior to ERTA caused in
1980 an inefficiency or distortion in the allocation of corpo-~
rate investment equal to $3.3 billion. This amount represents
the difference between the allocation of the corporate sector's
investment under such tax law and the "optimum" allocation of
such investment.

8he estimated that under ERTA, the corporate ineffi-
clenocy would have been $3.8 billion" per year, or an increase of
$.5 billion over the pre-ERTA level,

When, however, Gravelle considered the efficiency of
total or economy-wide allocation of investment, she found that
by ERTA's lowering of effective corporate tax burdens relative
to non-corporate taxes, efficiency was increased by a net gain
of 85.5 billion per year.

Aécordingly. this wprk contradicts claims of some
critics that ERTA interfered with efficient flow of investment
between alternative uses.

In the case of TEFRA, while the tax changes increased
"efficiency" of corporate investment ($2.3 billion), the over=-
all effect was not statistically significant ($.3 billion).

Thus, contrary to popular impression, in accordance
with the analysis used by Ms. Gravelle, ERTA 1ﬁproved the
allocation of investment in the economy while TEFRA had little

or no effect on such allocation.

>
o
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VI. CONCLUSION

Growth in productivity in the United States is
essential to achieving higher standards of living and,
ultimately, to improving the quality of our life. 1It is widely
recognized that tax policy may adversely affect productivity by
reducing incentives for capital investment and savings, In
fact, some experts maintain that the low rate of investment in
new plant and equipment was the major factor contributing to
the decline in productivity growth during the past decade and a
halfg.

In 1981, however, Congress made substantial revisions
in the tax code which strengthened the incentives for savings
and investment. As a result, the downward trend in produc-
tivity has been reversed and there are increasing signs that a
strong and lasting economic recovery is underway.

It is important to recognize, however, that an
adverse change in tax policy would again most likely result in
a downswing in productivity and, concomitantly, a downturn in
the recovery. What the country needs now to sustain long-term
economic growth is a stable national policy tﬂat provides a
steady stimulus for corporate savings and investment.

The Committee for Effective Capital Recovery bellieves
that the combined effect of ACRS8 and the investment tax credit,
as envisioned in ERTA, provide the necessary and appropriate
< stimulus for sustained productivity growth. N
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It is our opinion that any atteﬁpt to eliminate or to
weaken these capital investment incentives in the tax code
would create havoc in our economy and portend disastrous
results for U.8. competitiveness overseas. Most industrialized
countries reward savings and investment in some way through
their tax systems. The elimination of the present incentives
in our system would most certainly be a move in the wrong
direction. \

We urge Congress, in its consideration of any major
or structural tax reform proposal, to insure that the system
rewards savings and investment. It is our view that ACRS and
the investment tax credit have an extremely successful track
record in this regard and thus should be included in any such
structural reform. )

In addition, at the earliest practical time, consid-
eration should be given to revising two of the changes to ACRS
made by TEFRA, specifically eliminating the 50 percent basis
reduction and restoring the rates of recovery oriéinally
scheduled to go into effect in 1985 and 1986.
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CERTIIED PUBLIC ACCOUNTANT .
702 Jorwson Siacer Puone 918: 263-8448
P. O. Box 949
BI0 SPRING, TEXAS 797200163
May 30, 1984

Rodrick A, DeArment

Chief Counsel, Committee on Finance

Room SD-219, Dirksen Senate Office Building
Washington, D, C. 20510

Re: Oversight of the lntemai Revenue
Service Tax Impact on Small Business

Gentlemeon:

The impact that Federal Income Taxes has on small business is terri-
fic. Ase the small businessman grows from being the sole proprietor and
the only employee of his business and as he hires employees, he discovers
that his overhead govs up more than what he can increase the prices of the
products and/or services that he is selling, He also discovers that due
to tho tremendous tax burden that he is unable to m%mm,
pay the interest on his notes, and pay. the Federal Income s that is
dus on the profits that he must make in order to make his note paymenta,
Aftor he has paid his Federal Income Taxes and hie note payments, there is
very little, if any, money left for the individual to pay for food, oclothing
and shelter, which is of vital importance to a person's liwelihood,

He also discovers that ho is faced with a long term recovery of costs
in the form of depreciation, A small businessman should be permitted to
charge off all of his expenses inoluding the cost of the capital items that
he purchases. This in turn would provide an income tax deduction that would
enable the man to make his note payments and have money left over to live on
without any tax burden for the short-run period until his notes were paid off.

The small businessman {s the key to new jobs. The only way that new
jobs are developed is for an individual to quit his job, start a small
business of his own, and as the business grows, then the man must hire
personnel to help him take care of the business. This is what really
creates jobs. When you look at our Federal Income Tax system, you will
find that dus to all rules and regulations that an individual must follow,
it absolutely does not pay for an individual to go into business for him-
self. In othgr words, Congress is responsible for the propagation of all
these rules and regulations, which in turn has discouraged the formation

of many, many new jobs. WM to zero if Congress
would got off the backs o sma inessman encourage him to get
bigger and encourage him to hire more individuals. Your present rules and
regulations do just the opposite of this,
Thank you for your time,

Yours truly,

Aspuotll e ——

Certified Public Accountant
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