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THE IMPACT OF TAX REFORM ON FINANCIAL
INSTITUTIONS AND THE MINING INDUSTRY

THURSDAY, SEPTEMBER 26, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:30 a.m. in room SD-

215, Dirksen Senate Office Building, Hon. Bob Packwood (chairman)
presiding.

Present: Senators Packwood, Chafee, Durenberger, Symms,
Grassley, Long, Bentsen, Baucus, and Bradley.

[The press release announcing the hearing and background mate-
rial on taxing of financial institutions follow:]

[Prom Release No. 85-068 August 9, 1985]

TAX REFORM HEARING BEFORE THE FINANCE COMMIrEE TO CONTINUE IN SEPTEMBER
AND OCTOBER

Further hearings before the Senate Committee on Finance on the Presidept's tax
reform proposal will continue in September and Octobor, Chairman Bob Packwood
(R-Oregon) announced today.

"The Committee made significant progress in its tax reform hearing schedule in
June and July," Senator Packwood stated. "Although the Committee will focus
much of its attention on deficit reduction in the month of September, tax reform
hearings will continue and will take us further toward our goal of getting a tax
reform bill to the President before the end of this session of Congress."

The hearings announced by Senator Packwood today include:
On Tuesday, September 24, the Committee will hear from public witnesses on the

impact of tax reform on tax-exempt bonds.
On Thursday, September 26, public witnesses will present their views on the

impact of the President's tax reform proposal on financial institutions and on the
mining industry.

On Tuesday, October 1, the Committee will receive testimony on the impact of the
tax plan on the insurance industry.

On Wednesday, October 2, witnesses representing the public will present testimo-
ny on the projected effect that tax reform will have on American business generally
and, in addition, its impact on the foreign tax provisions. -

On Thursday, October 3, the Committee will consider the views of public wit-
nesses on the impact of the President's tax reform proposal on our nation's regulat-
ed industries, as well as those provisions relating to the United States' possessions
and its territories.

All of the hearings scheduled by the Committee will begin at 9:30 a.m. in Room
SD-215 of the Dirksen Senate Office Building.
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TAX REFORM PROPOSALS:
TAXATION OF FINANCIAL INSTITUTIONS

FOR THE USE

OF THE

COMMITTEE ON WAYS AND MEANS
AND THE

COMMITTEE ON FINANCE

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION
This pamphlet' is prepared by the staff of the Joint Committee

on Taxation for the House Committee on Ways and Means and the
Senate Committee on Finance in connection with the respective
committee review of comprehensive tax reform proposals. This
pamphlet is one of a series of tax reform proposal pamphlets, and
it describes and analyzes tax provisions and proposals relating to
the taxation of financial institutions.

The pamphlet describes present-law tax provisions and the tax
reform proposal made by President Reagan ("The President's Pro.
posals to the Congress for Fairness, Growth, and Simplicity," May
1985, referred to as the "Administration proposal"), the 1984 Treas-
ury Department recommendations to the President ("Tax Reform
for Fairness, Simplicity, and Economic Growth," November 1984,referred to as the "1984 Treasury report"), Congressional proposals
(identified by the primary sponsors), and other related proposals.

The first part of the pamphlet is an overview. The second part
discusses specific provisions relating to the taxation of financial in-
stitutions, including a description of present law and the changes
proposed by the Administration, the 1984 Treasury report, and
Congressional members.

This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:

Taxation of Financial Instituions (JCS-38-85), September 12, 1986,
(1)
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I. OVERVIEW
Reserves for bad debts

Commercial banks.-Under present law, a commercial bank is
Permitted a deduction for a reasonable addition to a reserve for
ad debts. The reasonable addition to the reserve is defined as the

amount necessary to increase the reserve balance to a dollar
amount computed under the experience method or the percentage
of eligible loan method. Under the experience method, the addition
to the reserve is the amount necessary to increase the reserve bal-
ance an amount equal to the rate of the taxpayer's average bad
debt experience for that year and the previous five years times the
loans outstanding at the end of the taxable year. Under the per-
centage of eligible loan method, the addition to the reserve is the
amount necessary to increase the reserve balance to a statutorily
set percentage of the outstanding eligible loans as of the end of the
taxable year. The current percentage is 0.6 percent. The percentage
of eligible loan method is scheduled to expire for taxable years
after 1987.

Thrift institutions.-Under present law, a thrift institution (i.e.,
a building and loan association, mutual savings bank, or coopera-
tive bank) also is permitted a deduction for a reasonable addition
to a reserve for bad debts. In addition to either the experience
method or the percentage of eligible loan methods, thrift institu-
tions are allowed a deduction equal to 40 percent of the otherwise
taxable income so long as a specified percentage of their assets are
invested in qualified assets (including home mortgages).

In the case of both commercial banks and thrift institutions, 20
percent of bad debt deductions in excess of those computed using
the experience method is disallowed. In addition, banks and thrift
institutions are allowed a 10-year net operating loss carryback and
a 5 year carryforward (as opposed to the normal rule of a 3-year
carryback and a 15-year carryforward).

The Administration proposal would prohibit deductions for addi-
tions to a reserve for bad debts for all taxpayers, including com-
mercial banks and thrift institutions and allow deductions for bad
debts as they occur. As -a result, the 20-percent disallowance rule of
present law for etcess bad debt deductions would be repealed. The
Administration proposal also would provide commercial banks and
thrift institutions with the same net operating loss carryover rules
as other taxpayers (i.e., a 3-year carryback and a 15-year carryfor-
ward).
Interest on debt used to carry tax.-exempt bonds

Present law disallows the deduction of interest payments on in-
debtedness incurred to purchase or carry tax-exempt obligations.
Under a long-standing judicial and administrative interpretation,

(2)
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financial institution deposits generally are not considered to have
been accepted for the purpose of acquiring or holding tax-exempt
obligations. Thus, a bank or other financial institution may invest
deposited funds in tax-exempt obligations, while continuing to re-
ceive a deduction for interest paid to depositors. This contrasts
with the treatment of individuals and most non-banking corpora-
tions, who are denied an interest deduction to the extent they use
borrowed funds to acquire or hold tax-exempts.

The rules regarding corporate preference items (sec. 291), added
in 1982, reduce by 20 percent the amount of the otherwise allow-
able deduction by financial institutions for interest on debt alloca-
ble to tax-exempt obligations acquired after 1982. This 20 percent
reduction is applied to that portion of the financial institution's in-
terest deduction which is equivalent to the portion of the institu-
tion's assets which is invested in tax-exempt obligations. For exam-
ple, a financial institution that invests 25 percent of its assets in
tax-exempt obligations is denied 5 percent (20 percent) of its other-
wise allowable interest deduction.

The Administration proposal would deny financial institutions
100 percent of interest deductions that are allocable to tax-exempt
obligations acquired on or after January 1, 1986. The amount of in-
terest .allocable to tax-exempt obligations would be determined in
the same manner as under present law. For example, a financial
institution which invests one-third of its assets in tax-exempt obli-
gations would be denied one-third of its otherwise allowable deduc-
tion. The present law (i.e., 20 percent) reduction rule would contin-
ue to apply with respect to tax-exempt obligations acquired after
1982 and before 1986.
Special rules for reorganizations of financially-troubled thrift Insti-

tutions
Tax-free reorganization status.-Under present law, in order for a

merger or other combination of corporations to be completed on a
tax-free basis a significant portion of the shareholders of the com-
bined corporations before the combination must be shareholders
after the combination. Present law also provides special rules in
the case of financially-troubled thrift institutions under which this
test is deemed to be met if substantially all of the depositors of the
financially-troubled thrift institution are depositors in the com-
bined corporations after the combination.

The Administration proposal would repeal this special treatment
effective after 1990.

Net-operating loss deduction.--Under present law, in order for a
successor to a combination of corporations to use the net operating
loss deductions of the predecessor corporations, a significant por-
tion of the shareholders of the loss corporations have to be share-
holders in the successor corporation. Present law provides a special
rule in the case of financially-troubled thrift institutkons under
which this rule is deemed met if substantially all of the depositors
of the loss corporations are depositors of the successor corporation
after the combination.

The Administration proposal would repeal this special treatment
effective after 1990.
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Tax treatment of FSLIC contributions. -Present law provides
that contributions by the Federal Savings and Loan Insurance Cor-
poration to financially-troubled building and loan associations or
cooperative banks are not includible in income nor do they reduce
the basis of any asset.

The Administration proposal would repeal this special treatment
for contributions made after 1990, unless made pursuant to a con-
tract to make contributions entered into before 1991.
Credit unions

Under present law, credit unions (including both Federal and
State chartered credit unions) are exempt from Federal income tax.

The Administration proposal would repeal the tax exemption for
credit unions having assets of $5 million or more, effective for tax-
able years beginning on or after January 1, 1986. Taxable credit
unions would be subject to the same tax rules (including bad debt
treatment) as would apply to thrift institutions.

*1*
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II. SPECIFIC PROPOSALS AND PROVISIONS

A. Reserves for Bad Debts

1. Commercial Banks

Present Law

Under present law, commercial banks2 are allowed to use either
the specific charge-off method or the reserve method in accounting
for their bad debts for Federal income tax purposes. Under the re-
serve method, a bad debt deduction is allowed for the amount nec-
essary to maintain a year-end bad debt reserve balance equal to an

-amount computed under either the "experience" or the "percent-
age of eligible loans" methods.3

Specifl charge-off method
The specific chargeoff method recognizes an expense for bad

debts only as they actually become either wholly or partially
worthless. All amounts receivable are recorded at their full face
value.4 At such time as a receivable is determined to be uncollecti-
ble in whole or in part, the receivable is reduced by the amount of
uncollectibility, and an expense is recognized in an equal amount.
If an amount previously charged-off as uncollectible is later recov-
ered, the recovery is treated as a separate income item at the time
of collection. Wholly worthless amounts are charged-off as a bad
debt deduction for Federal income tax purposes in the year in
which they become worthless. Partially worthless amounts not only
must have become partially worthless for Federal income tax pur-
poses, but must also be charged-off on the taxpayer's books in the
amount of such partial worthlessness before a bad debt deduction
is allowed for tax purposes.

* The bad debt provisions discussed herein apply to domestic and foreign corporations, a sub-
stantial portion of whose business consists or receiving deposits and making loans and discounts,
or of exercising fiduciary powers similar to those permitted national banks, and who are subject
by law to supervision and examination by State or Federal authority having supervision over
banking institutions. Domestic building and loan associations, mutual savings banks or coopera-
tive nonprofit mutual banks are not included in the definition of commercial bank for this pur-
pose.

Code sec. 585.
4 Receivables of banks include the principal amount of loans for both cash and accrual

method banks. Accrued but unpaid Items, including interestand fees, are included in the receiv-
ables of accrual method banks, but not in the receivables of cash method banks. Under present
law, banks may report for Federal Income tax purpoe under either the accrual or cash
method. However, the Administration proposal would restrict the use of the cash method for
larger taxpayers and those currently using methods other than cash for purposes other than
tax. See discussion of the cash method in Joint Committee on Taxation, Tax Reform Proposals:
Accounting lues (JCS-39-85), September, 1985, Part I1. A.

(6)
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Reserve method
In general.-The reserve method records receivables at their full

face value. However, unlike the specific charge-off method, a re-
serve account is set up as an allowance against the eventuality
that some of the receivables may eventually prove to be uncollecti-
ble. The actual deduction for bad debts for any year is the amount
which is necessary to bring the beginning bad debt reserve, adjust-
ed for actual bad debts and recoveries during the year, to the al-
lowed ending balance computed under one of the approved meth-
ods.5 Thus, amounts specifically charged off or recovered are not
items of expense or income per se, but are integral components of
the computation of the deductible addition to the reserve.

The results obtained under the reserve method will differ from
results obtained under the specific charge-off method if ending re-
serve balances change from year to year. Where the beginning and
ending reserve balances are the same, both methods yield the same
net deductible amount. Any increase in the ending reserve balance
as compared to the beginning balance will yield a higher deduction
under the reserve method, while any decrease will yield a lower de-
duction. For an ongoing entity, the sum of deductions claimed for
all years under the reserve method will exceed the sum of deduc-
tions claimed under the specific charge-off method as long as there
is a positive bad debt reserve balance in existence at year end.

Experience method.-Under the "experience method," the maxi-
mum reserve for bad debts is equal to the amount of outstanding
loans which are expected to be uncollectable within the next year.
This amount is determined by dividing the total bad debts in the
current and five preceding taxable years by the sum of the loans
outstanding at the close of each of those years and then multiply-
ing that rate by the amount of outstanding loans. However, the
ending reserve balance need not be reduced to an amount less than
the balance in the reserve at the close of a statutorially determined
base year so long as total loans outstanding at the close of the cur-
rent taxable year are at least as great as loans outstanding at the
close of the base year. If loans outstanding at the close of the cur-
rent year are less than loans outstanding at the close of the base
year, then the minimum reserve under this alternative is limited
to a, proportionate part of the base year reserve which bears the
same ratio as the ratio of loans at the close of the current year
bears to loans at the close of the base year. The base year is the
last taxable year before the most recent adoption of the experience
method.

Taxpayers may use an averaging period shorter than 6 years
with the approval of the Treasury. Treasury has indicated by regu-
lations that a period shorter than 6 years will be appropriate only"where there is a change in the type of a substantial portion of the
loans outstanding such that the risk of loss is substantially in-
creased." The computation must be based on actual experience

* The actual formula is beginning reserve minus actual worthless debts experienced during
the year plus actual recoveries during the year plus deductible addition to reserve equals ending
reserve. The formula is solved for the deductib. addition after all the other amounts are deter-
mined.

s Treas. Rep. sec. 1.585.21X I v,
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during the averaging period. Other evidence indicating a future
change in loss experience may not be used except to reduce the
averaging period.

Percentage of eligible loans method.-Under the percentage of eli-
gible loans method, the loan loss reserve at the close of the taxable
year is equal to a statutorially specified percentage of outstanding
eligible loans at the close of the taxable year, plus an amount de-
termined under the experience method for ineligible loans. The
specified percentage for tax years beginning after 1982 is 0.6 per-
cent. For tax years beginning after 1975 but before 1982, the speci-
fied percentage, was 1.2 percent. For tax years beginning in 1982,
the specified percentage was 1.0 percent. Eligible loans for this pur-
pose generally are loans incurred in the course of a bank's normal
customer loan activities on which there is more than an inoubstan-
tial risk of loss.7

As is the case under the experience method, commercial banks
utilizing the percentage of eligible loans method are permitted, at a
minimum, a balance in the loan loss reserve at- the close of the tax-
able year equal to a base-year level so long as eligible loans have
not decreased from their level in the base year. For tax years be-
gnning after 1982, the base year is the last tax year beginning
before 1983 (the last year before the rate was dropped to 0.6 per-
cent). If eligible loans have decreased below their base-year level,
the minimum bad debt reserve permitted the bank will be reduced
proportionately.8 In addition, the maximum addition for any tax-
able year to the reserve for losses on loans under the percentage
method cannot exceed the greater of either 0.6 percent of eligible
loans outstanding at the close of the taxable year or an amount
sufficient to increase the reserve for losses on loans to 0.6 percent
of eligible loans at such time.

A commercial bank may switch between reserve methods from
one year to another. A commercial bank need not adopt a method
yielding the largest deduction, although the regulations do pre-
scribe minimum deductions.

Under present law, if the bad debt reserve deduction for the tax-
able year determined under the above rules exceeds the amount
which would have been allowed as a deduction on the basis of
actual experience, the deduction is reduced by 20 percent of such
excess (sec. 291). Also, 59-5/6 percent of the deductible excess (after
the 20-percent reduction) is treated as a tax preference for purposes
of computing the corporate minimum tax (sec. 57).

The availability of the percentage of eligible loans method is
scheduled to expire for taxable years beginning after 1987. For tax-
able years beginning after 1987, banks will be limited to the experi-
ence method in computing additions to bad debt reserves. At that

I Specifically excluded from the definition of an eligible loan are a loan to a bank; a loan to a
domestic branch of a foreign corporation which would be a bank were it not a foreign corpora.
tion; a loan secured by a deposit in the lending bank or in another bank if the taxpayer bank
.has control over the withdrawal of such depoeit- a loan to or guaranteed by, the United States, a
geieeon or instrumentality thereof or to a 8tate or political subdivision thereof; a loan evi.
denced by a security; a loan of Federal funds; and commercial puper.

0 There is a further limitation that reduces the bad debt addition under the base year method
when the base year loe reserve is les than the the allowable percentage of base year loans.
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time, the base year for computation under the experience method
will become the last taxable year beginning before 1988.
Determination of worthlessness

The determination of whether a debt is worthless in whole or in
part generally is the same for both the computation of deductions
under the specific charg-off method and adjustments to the re-
serve balance made under the reserve method. Worthlessness is a
question of fact, to be determined by considering all pertinent evi-
dence, including the value of any collateral securing the obligation
and the financial condition of the debtor.9 A debt is not worthless
merely because- its collection is in doubt. So long as there is a rea-
sonable expectation that it eventually may bepaid, the debt is not
to be considered worthless. Wholly worthless debts may be charged
off for Federal income tax purposes only in the year they become
worthless, and not in some later year when the fact of worthless-
ness is confirmed. Partially worthless debts must be charged-off on
the taxpayer's books in order to be charged-off for Federal income
tax purposes. Thus, the charge-off of a partially worthless debt for
Federal income tax purposes occurs in the later of the year in
which the debt becomes partially worthless or is charged-off on the
taxpayer's books. However, the charge-off for Federal income tax
purposes cannot occur any later than the year in which the partial-
ly worthless debt becomes wholly worthless.

Among the factors which may be considered in determining
worthlessness are bankruptcy of the debtor, termination of the
debtor's business, the debtor's death or disappearance, receivership
of the debtor, and a decline in the value of collateral available to
satisfy the debt. None of these factors is in and of itself determini-
tive, however, and a finding of worthlessness must be predicated on
an objective test of all facts and circumstances. 10 Thus, the enter-
i of a debtor into bankruptcy does not by itself establish worth-
lessness. However, if the surrounding facts and circumstances indi-
cate only a de minimis chance of recovery, a debt may be treated
as worthless at that time. 11

A debt is not worthless merely because it has no current liquidat-
ing value if there is a reasonable expectation that it may acquire
value in the future. A business debtor may be able to satisfy its ob-
ligations out of future activities, despite the fact that it is techni-
cally insolvent at the present time. An individual, although cur-
rently insolvent, may generate future income that could pay off the
debt. Where these expectations are reasonable, the debt is not
worthless.

A creditor must normally take all reasonable steps necessary to
collect a debt, including legal action if necessary, before it will be
held to be worthless. However, where the surrounding circum-
stances indicate that a debt is worthless and uncollectible and the
legal action would in all probability not result in satisfaction, a
showing of such facts will suffice, and legal action need not actual-

' Tress. Rep. sec. 1.166-2(a).
1o Denver ond Rio Grande Western Railroad Co. v. Comm'r, 279 F. 2d 868 (10th Cir., 1960).
II Rev. Rul. 71-577, 1971.2 C.B. 129. Allowed a charge-off of a wholly worthless bad debt where

the receiver in bankruptcy notified creditors that, following liquidation, at most one or two
cents on the dollar would be available.
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ly be brought. 1 2 The fact that the debtor refuses to pay or the cred-
itor makes a business decision not to pursue the debtor does not
support a charge-off for Federal income tax purposes. The running
of any applicable statute of limitations is not conclusive in estab-
lishing that a debt has become worthless, unless it is clear that the
debtor would avail himself of that defense.' 3

For banks and other financial institutions regulated by Federal
or State authorities, worthlessness may be presumed for any debts
charged off in -obedience to specific orders of such authorities. Also,
if the institution has previously charged-off a debt as worthless,
and the regulatory authorities confirm in writing that they would
have ordered such charge-off if they had audited the institutions
books on the date of the charge-off, the presumption will apply. 1 4

Background

Legislative history
Since 1921, banks have been allowed to establish reserves for bad

debts for Federal income tax purposes. Originally, the bad debt re-
serve was determined in the same manner as for any other taxpay-
er.

In 1947, the Internal Revenue Service issued Mimeograph 6209
(1947-2, C.B. 26) which provided that a bank was to be allowed to
compute its experience bad debt rate using a 20-year moving aver-
age rule. The effect of the mimeograph was to allow consideration
of bad debt experience during the Depression in determining the
portion of outstanding loans could be expected to become uncollec-
tible and thus includible as a component of the tax reserve. In
1954, the Internal Revenue Service issued Rev. Rul. 54-198 (1954-1,
C.B. 60) which provided that an experience type bad debt reserve
could be computed using any continuous 20-year period since 1928,
or the experience of similar banks for such a period. The effect of
Rev. Rul. 54-198 was to allow banks to permanently use their expe-
rience during the Depression to compute their bad debt reserves for
Federal income tax purposes. At this time, no method comparable
to the present percentage of loans method was allowed.

In 1965, the first percentage of loans method was allowed by the
Treasury. In Rev. Rul. 65-92 (1965-1, C.B. 112), a uniform reserve
ratio equal to 2.4 percent of loans outstanding (other than govern-
ment-guaranteed loans) was established as a replacement for the
special twenty-year period of the earlier rulings. A bank was still
allowed to use the experience method, but the experience to be con-
sidered was limited to the current and 5 preceding tax years. Spe-
cial rules were provided which limited the increase to the reserve
in any one year and which generally preserved higher reserve
levels already in existence using a base year approach similar to
present law. In allowing a uniform reserve ratio based on a per-
centage of loans outstanding, the Internal Revenue Service indicat-
ed that it was attempting to address the problem of large variances
in the bad debt reserves of various banks for Federal income tax

'a Tresa. 1Re. sec. 1.166-2(b).
.uman v. Comminioner, 26 T.C.M. 420 (1967).

'4 (Trees. Rep. ~ec. 1.166-2(d).)
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purposes and also the problem of allowing reserve ceilings which
were not related to the probability of bad debts occurring on out-
standing loans. However, it has been suggested that the 2.4 percent
rate was approximately 3 times the annual rate of bad debtlosses
of commercial banks during the period from 1928 to 1947, the
twenty year period which was most likely to have been used under
Rev. Rul. 54-148. In 1968, eligibility for the 2.4-percent rate was
limited to loans which were considered not to be sufficiently at risk
to justify the use of the standard percentage of loans rate. 15

The Tax Reform Act-of 1969 established the statutory basis for
the present system of computing bad debts for commercial banks.
In the main, this was a codification of the approach developed
under the administrative rulings, combined with a phaseout of the
percentage of eligible loans method over an 18-year period. The
percentage for years beginning after July 11, 1969 and before 1976
was reduced to 1.8 percent. For the period of 1976-1981, a 1.2 per-
cent rate was allowed, and the present 0.6 percent rate established
for years between 1982 and 1987. For taxable years beginning after
1987, the percentage of eligible loans method will be completely
phased out.

The Tax Reform Act of 1969 also provided that the excess of the
bad debt deduction of a financial institution (including a bank) over
the bad debt deduction which would have been allowed under the
experience method is an item of tax preference for purposes of the
corporate minimum tax.

The Economic Recovery Tax Act of 1981 delayed the reduction in
the percentage rate to 0.6 percent by one year, from 1982 to 1983,
and established an intermediate rate of one percent for 1982. The
1982 tax year was established as the base year for all later years,
unless a method other than percentage of eligible loans was used to
compute the bad debt reserves after that time.

The Tax Equity and Fiscal Responsibility Act of 1982 reduced the
bad debt reserve deduction of banks using the percentage of eligi-
ble loans method by 15 percent of the excess of the deduction under
that method over the deduction which would have been allowed
under the experience method. This reduction was part of an across-
the-board cutback in tax preferences. Concurrently, the portion of
actual deduction in excess of experience method constituting a tax
preference for the minimum tax was reduced to 71.6 percent.16 The
Deficit Reduction Act of 1984 increased the cutback of excess bad
debt deductions to 20 percent and decreased the minimum tax pref-
ererice inclusion rate to 59-5/6 percent.

IS Generally, these excluded loans are interbank deposits and loans, loans for which cash col-
lateral is held (not including compensating balance arrangements), unearned discounts or inter-
est receivable included in face amount of loans, debt securities, and "money market" invet-
ments (Federal funds and commercial paper) in addition to the government guaranteed loans
which were excepted under Rev. Rul. 65-92.

16 The 71.6 percent figure is the amount needed to prevent the combination of the corporate
minimum tax and the 15-percent reduction io the deduction from reducing the tax benefit from
a marginal tax dollar of preference by more than it was cutback by the corporate minimum tax
prior to the passage of the 15-percent cutback for a taxpayer at the 46-percent marginal tax
rate, with over $10.000 of regular tax and tax preferences in excess of regular tax liability. See,
Joint Committee on Taxation, General Explanation of (he Tax Equity and Fiscal Responsibility
Act of 1982 (P.L. 97-248) (JCS-38-82). December 31, 1982.
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Financial and regulatory accounting
The financial accounting of banks must be done in accordance

with generally accepted accounting principles (GAAP). For finan-
cial accounting purposes, a reserve method would be required in
almost all instances. The specific charge-off method would not be
allowed. Statement of Financial Accounting Standards No. 517 re-
quires that a contingency account be established whenever it is
probable that an asset has been impaired and the amount of the
loss can be reasonably estimated. As to receivables, FAS 5 provides
that, where it is probable that an enterprise will be unable to col-
lect all of its receivables, its receivable asset has been impaired. In
cases where the potential amount of loss can be reasonably esti-
mated, the liability for the loss contingency should be recorded cur-
rently.

In practice, a financial accountant will generally stratify out-
standing receivables into a number of classes based both on the
type of receivable (consumer loans, business demand loans, home
mortgages, etc.) and on a subjective determination of the risk the
receivable will not be repaid. In making the risk determination,
such factors as available cash flow and underlying value of the
debtor, current value of any collateral securing the receivable, and
timeliness of interest payments will be considered. After the strati-
fication is completed, different bad debt rates will be applied to
each class in order to establish the reserve for bad debt losses re-
quired for that class. The rate used for each class should take into
consideration all relevant conditions existing at the date of the bal-
ance sheet. These considerations include previous collection experi-
ence as well as estimates of the effect of changing business trends
and other environmental conditions. "Mechanical forumulas that
incorporate only collection experience should not- be overempha-
sized.' 18 The ending bad debt reserve for the bank will be the sum
of the reserves computed for each separate class.

For financial accounting purposes, the balance in the reserve for
bad debts is the expected impairment of the value of a bank's re-
ceivables, whenever that impairment will occur. For Federal
income tax accounting purposes, the balance in the reserve for bad
debts, determined under the experience method, is the expected im-
pairment of the value of a bank's receivables which will occur in
the following year. For Federal income tax accounting purposes,
the balance in the reserve for bad debts determined under the per-
centage of eligible loans method is not determined with regard to
any expected impairment of the value of a bank's receivables.

Regulatory accounting generally follows financial accounting
under generally accepted accounting principles (GAAP) with re-
spect to the recording of bad debt-reserves. However, due to the
subjective nature of determining the bad debt reserve under GAAP
the reserve requirements for regulatory and financial purposes
may not always be identical.

I IHereinafter referred to as ("FAS 5").
16 American Institute of Certified Public Accountants, AmdtrVItanks, u1983), p. 62.
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Administration Proposal
The Administration proposal would repeal the use of both the ex-

perience and percentage of eligible loan methods for commercial
banks, effective for tax years beginning on or after January 1,

1986. Under the Administration proposal, deductions for bad debts
would be allowed when the loans are partially or wholly worthless
(i.e., the specific charge-off method would be used). The existing
balance in the reserve for bad debts as of the effective date would
be included in income (recaptured) ratably over a 10-year period,
starting with the first taxable year beginning on or after January
1, 1986. This would place commercial banks on the same footing as
other taxpayers. A special alternative would allow commercial
banks to elect to include the entire balance in the reserve in
income in the first taxable year beginning on or after January 1,
1986.

Other Proposals
i984 Treasury Report

The 1984 Treasury report generally provides for the same treat-
ment as the Administration proposal other than the election to in-
clude the existing reserve balance immediately rather than over 10
years.

.409 and H.R. 800 (Bradley.Gephardt)
The Bradley-Gephardt bill would repeal the percentage of eligi-

ble loans method effective for tax years beginning after December
31, 1986. The experience method would be retained.
H.R. 2222 and S. 1006 (Kemp-Kasten)

The Kemp-Kasten bill would repeal the percentage of eligible
loans methods effectivefor tax years beginning after December 31,
1986. The experience method would be retained.
£ 1263 (Roth) and H.R. 2874 (Flippo.Frenzel)

The bill would reqpuire that bad debt reserves for tax be con-
formed to the bad dent reserve maintained for financial statement
purposes, up to a maximum bad debt reserve of 1.5 percent of total
loans. The greatest tax deduction in any one year would be limited
to 0.5 percent of total loans of the taxpayer at the end of that year.
Any initial increase in the tax reserve due to the conformity re-
quirement would be spread over 6 years. The changes would apply
with respect to taxable years beginning after 1984.

Analysis
Overview

Taxpayers generally are not allowed to deduct future liabilities
or expenses until the event giving rise to the liability or expense
occurs. In the case of loans, the Federal income tax laws since 1921
have allowed taxpayers to deduct additions to bad debt reserves;
that is, to accumulate a bad debt reserve out of pre-tax, rather
than after-tax, income. Absent the special provisions for bad debt
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reserves, taxpayers would not be allowed to deduct a loan loss until
the loan is determined to be wholly or partially worthless. The
main issue is whether the reserve method of accounting for bad
debts more accurately measures the economic income of lenders
than the specific charge-off method that would be required by the
Administration proposal. A related issue is the extent to which ac-
crual accounting principles would require a bad debt reserve for
lenders that use the accrual method of accounting for Federal
income tax purposes. A third issue is the tax treatment of accumu-
lated bad debt reserves on existing loans under the Administration
proposal.
Income measurement

Financial and regulatory accounting
Banks that file financial statements with the Securities and Ex-

change Commission are required to prepare these statements in ac-
cordance with generally accepted accounting practice (GAAP). The
Office of the Comptroller of the Currency, the Federal Reserve
System, and the Federal Deposit Insurance Corporation require
banks under their supervision to file quarterly reports ("call re-
ports"). The accounting standards for call reports aie set forth by
the Federal Financial Institutions Examination Council, and gener-
ally conform to GAAP with respect to bad debts.

Under GAAP, a bank must show a bad debt reserve liability (or
contra asset) for estimated losses on loans recorded as assets on the
bank's books. The bank audit guide issued by the American Insti-
tute of Certified Public Accountants sets forth the following stand-
ard for the provision of adequate reserves: "The amount of the pro-
vision can be considered reasonable when the allowance for loan
losses, including the current provision, is considered by manage-
ment to be adequate to cover estimated losses inherent in the loan
portfolio." 1 9 The reserve is maintained by charges against operat-
ing expenses. At the time that a loan is determined to be noncollec-
tible, it is "charged off." The bank's assets are reduced by the
amount of the loan principal that is unrecoverable, and baddebt
reserves are reduced to the extent of the loss.

Some representatives of the banking industry have argued that
the loan loss allowance provided under GAAP sould be recognized
for Federal income tax purposes. They argue that a bank's allow-
ance for loan losses is subject to review by bank regulators, outside
auditors, and other analysts and should be accepted by the Internal
Revenue Service. The President's tax reform proposal would allow
a bad debt deduction only when a loan is determined to be wholly
or partially worthless. In many caaes, this would occur when a loss
is charged off under GAAP, but could occur later depending on
facts and circumstances.

Economic accrual
To correctly measure income, a bad debt deduction should be ac-

crued at the time that the economic loss occurs. For example, sup-
pose that a bank makes 100 loans at the end of year 1, each

1 9 American Institute of CertifieL Public Accountants, Audit. of Banks, 1983, p. 61.
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amounting to one dollar and each maturing in 2 years (i.e., at the
end of year 3). Assume that it anticipates that 10 percent of the
loans will default each year and it charges sufficiently high inter-
est rates on all 100 loans to make them profitable despite expected
defaults. If the bank's loss expectation is accurate, the value of the
loan portfolio will decline from $100 to $90 over year 2, from $90 to
$81 over year 3, and from $81 to zero at the end of year 3 wh-fi $81
of principal is recovered. In this example, $10 of economic loss ac-
crues in year 2 and $9 accrues in year 3. Correct income measure-
ment would require that the $19 bad debt expense be deducted over
a two year period as it economically accrues.20 This would match
the deduction of loan losses with the inclusion of interest income
which compensates the lender for bearing risk.

If GAAP reserves were respected for Federal income tax pur-
poses, as some commentators have recommended, then a $19 bad
debt deduction likely would be allowed in year 1. Under GAAP, it
can be argued that this is the amount that is necessary "... to cover
estimated losses inherent in the loan portfolio." By contrast, the
President's tax reform proposal would not allow a bad debt deduc-
tion before loan losses are charged off under GAAP. If loan losses
are charged off promptly when they economically accrue, then the
Administration proposal would result in a correct measurement of
income from lending. However, a bank may not promptly charge
off a portion of a loan when its market value drops.2 1 In such cir-
cumstances, the bad debt deduction under the Administration pro-
posal may be delayed beyond the time when the loss economically
accrues.

If bad debts are not promptly charged off at the time loan losses
economically accrue, then the specific charge-off method provided
in the President's tax reform proposal may overstate economic
income and resulting Federal income tax liability. However, modi-
fying the Administration proposal to allow a deduction prior to the
time that a bad debt is charged off would allow lenders to deduct
bad debts before borrowers are required to include forgiveness of
indebtedness income in their taxable incomes. Consistent income
measurement would require that the bad debt deduction of the
lender be coordinated with the forgiveness of indebtedness income
of the borrower.22

Comparison of alternative accounting methods
Table 1 compares the measurement of income from a risky loan

portfolio under (1) a mark-to-market system (i.e., economic accrual),
(2) the experience method in current law, (3) GAAP, and (4) the Ad-
ministration proposal, assuming that loan losses are charged off
(for Federal income tax and books purposes) when they economical-

2o In general, if interest rates are constant over the period, the economic loss arising from
default is equal to the fair market value (FMV) of the portfolio at the beginning of the period,
plus new loans during the period, minus collections during the period, minusth FMV of the
portfolio at the end o the period.

1 9 The GAAP standard does not appear to compel a bank to charge off a loan until the chance
of recovery is very small. Also, the charge off may be delayed until attempts to structure a
work-out arrangement with the borrower completely fail. In addition banks may be reluctant to
promptly charge off defaults because of the adverse effect on reported income.

02 Where the defaulting borrower is solvent, deferred recognition of forgiveness of indebted-
neo income results in a potential revue lose to the Treasury.
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ly accrue. As in the example above, it is assumed that a bank
makes 100 loans at the end of year 1, each in the amount of one
dollar and each maturing in 2 years. The bank anticipates that 10
percent of the loans will default each year and, as a result, it
charges a 20 percent interest rate on all 100 loans, instead of 10
percent that would be charged on a riskless loan. The bank's
income tax rate is assumed to be 50 percent, and interest and tax
rates are constant over the 3-year period.

In this example, the bank earns a 10 percent rate of return on its
pre-tax cashflow after loan losses. Nevertheless, under alternative
methods of accounting for bad debts, the bank's tax liability and its
after-tax cashflow will vary. The impact of alternative accounting
methods on the bank's tax liability can be summarized by the effec-
tive tax rate. The effective tax rate measures the difference be-
tween the pre-tax and after-tax rates of return as a percent of the
pre-tax rate of return.

Table 1 shows that if the bank's bad debt deductions were deter-
mined under a mark-to-market system, the rate of return on its
after-tax cashflow would be 5 percent. Consequently, its effective
tax rate would be 50 percent (10 percent minus 5 percent, divided
by 10 percent) which is the assumed statutory tax rate. The same
effective tax rate would result under the Administration proposal.
However, under the experience and GAAP methods of accounting,
the bank's effective tax rate would be less than 50 percent. This
occurs because bad debt deductions are accelerated relative to the
mark-to-mark method of economic accrual. Under the experience
method, losses are deducted one year earlier than under the mark-
to-market system. Under the GAAP method, loan losses expected
to be incurred in future years may be deducted at the time when
repayment of the loan is recognized to be in jeopardy.



Table .- cash Flows and Effective Tax Rates Under Various Methods of Accounting for Bad Debts

[Loans charged off promptly]

Item Year. Total years Internal rate Effective tax

1 2 3 1to 3 of return rate1

Pre-tax Cashflow ......................................... -$100.00 $20.00 $99.00 $19.00 10.00% NA

Loans made ......................................... 100.00 0 0 100.00
Collections ............................................. 0 0 81.00 81.00
Loss charged off ................................... 0 10.00 9.00 19.00
Loan balance ......................................... 100.00 90.00 0 NA
Interest income .................................... 0 20.00 18.00 38.00

After-tax Cashflow Computed Under
Alternative Methods

1. Mark-to-market ................................ -100.00 15.00 94.50 9.50 5.00 50.0%

Interest income ............................. 0 20.00 18.00 38.00
Bad debt deduction ...................... 0 10.00 9.00 19.00
Taxable income ............................. 0 10.00 9.00 19.00
Tax liability ................................... 0 5.00 4.50 9.50

2. Experience method 2 .......... I... .. .. .. . .. ..  -95.00 19.50 90.00 9.50 5.26 47.4

Interest income ............................. 0 20.00 18.00 38.00
Reserve balance ............................ 10.00 9.00 0 NA
Bad debt deduction ...................... 10.00 9.00 0 19.00
Taxable income ............................. -10.00 11.00 18.00 19.00
Tax liability ........ ! .......................... -5.00 5.50 9.00 9.50



8. GAAPA .............................................. -90.50 10.00 90.00 9.50 5.40 46.0
Interest income ............................. 0 20.00 18.00 38.00
Reserve balance ............................ 19.00 9.00 9.00 NA
Bad debt deduction ...................... 19.00 0 0 19.00
Taxable income ............................. -19.00 20.00 18.00 19.00
Tax liability ................................... -9.50 10.00 9.00 9.50

4. Administration proposal ................. -100.00 15.00 94.50 9.50 5.00 50.0

Interest income ............................. 0 20.00 18.00 38.00
Bad debt deduction ...................... 0 10.00 9.00 19.00
Taxable income ............................. 0 10.00 9.00 19.00
Tax liability ................................... 0 5.00 4.50 9.50

The effective tax rate is computed as the difference between the pre-tax and after-tax internal rates of return divided by the pre-tax
internal rate of return.

2 Assumes that similar loans were made in previous years so that the ratio of charge offs in the current and 5 prior years to the loan --
balance in the current and 5 prior years is 10 percent.

3 Assumes that losses inherent in portfolio are recognized in the year that 'loans are made.
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In summary, the specific charge-off method of accounting for
loan losses, as provided by the Administration proposal, correctly
measures economic income if the lender promptly charges off bad
debts when economic losses are incurred. In this case, lenders that
use the experience method will claim bad debt deductions prior to
the time when they economically accrue, and will reduce their ef-
fective rate of tax. This favors taxpayers that use the reserve
method over taxpayers that use the specific charge-off method. The
experience method favors banks with rapidly growing loan portfo-
lios over banks with stable assets (since the tax benefit from accel-
erating bad debt deductions is larger when these deductions are
growing over time).

Accrual vs. cash accounting
Some have criticized the Administration proposal on the ground

that accrual method taxpayers in effect would be forced to use the
cash method for losses-deducting bad debts only when charged off.
It is argued that proper accrual accounting requires a current re-
serve deduction for losses that are anticipated to occur in order to
match the accrual of interest income.23 In response it can be
argued that in a portfolio of loans of similar risk a higher interest
rate is charged on all loans to compensate for the percentage of
loans that actually default. Interest in excess of the risk-free rate
(risk premium) compensates the lender for the possibility of loss.
Thus, even though the interest on an individual loan that defaults
is accrued prior to the time that the loan is charged off, in a portfo-
lio context, the deduction for charging off a specific loan offsets
risk premium income from the solvent portion of the portfolio (see
Table 1).

The Administration proposal notes that if a deduction were al-
lowed for additions to GAAP reserves, then an interest charge on
reserve balances would be appropriate. This is the method provided
in the Administration proposal in the case of property and casualty
company loss reserves (i.e., the Qualified Reserve Account method).
Under certain circumstances, it can be shown that this method is
equivalent in present value to the specific charge-off method.2 '

Incentive for building reserves
Apart from considerations of proper income measurement, some

have argued that recognizing GAAP loan loss allowances for Feder-
al income tax purposes is desirable because it would create a tax
incentive for banks to increase their bad debt reserves. Under cur-
rent law, banks may be reluctant to increase reserves because of
the adverse effect on income and net worth as reported for finan-

23 The Administration proposal would not change present law rules governing the accrual of
interest income. In some cases, present law requires the accrual of interest due on a loan after
the time bank regulators require that the loan be classified as "nonperforming." Some argue
that the tax rules for the accrual of interest income should more closely conform to regulatory
practices. However, regulator accounting may be conservative in some cases so that income for
regulatory purposes may be less than ecomomic income. The tax accrual of interest income and
bad debt deductions are related-the nonaccrual of due but unpaid interest is equivalent to ac-
cruing such interest and, simultaneously. charging off a bad debt in the same amount.

93, See, Thomas Neubig and C. Eugene Stuerle. "The Taxation of Income Flowing Through
Financial Institutions: General Framework and Summary of Tax Issues," Dept. of the Treasury,
Office of Tax Analysis (September 1983).
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cial and regulatory purposes. However, if these reserves were rec-
ognized for Federal income tax purposes, tax liability would de-
crease when reserves were strengthened.

As a matter of tax policy, it is not clear why it is desirable to
increase reserves stated in financial and regulatory reports. The ac-
counting standards used in preparing these reports may be con-
servative, reflecting bank regulators' concerns about ensuring sol-
vency. To the extent that financial and regulatory accounting
standards are conservative, book income may be smaller than eco-
nomic income which, under the Administration proposal, is the
proper measure of the tax base.

Administrative issues
Some have argued that an important disadvantage of the bad

debt provision in the Administration proposal is that it could result
in an increase in disputes between taxpayers and the Internal Rev-
enue Service. Under the Administration proposal, a deduction for a
bad debt would be allowed only when the debt is determined to be
wholly or partially worthless and charged off the lender's books. It
is argued that disputes may arise regarding when a debt is proper-
ly charged off. However, the same issue arises under current law.
Taxpayers on the reserve method reduce beginning of year reserves
by the amount of bad debts charged off. Under the Administration
proposal, the determination of when a bad debt may be charged off
for Federal income tax purposes would follow the standards in
present law. Under the Administration proposal gnd current law,
taxpayers have an incentive to charge off bad debts quickly for
Federal income tax purposes (in order to reduce taxable income)
and slowly for book purposes (to avoid a reduction in reported
income). Thus, under the-Administration proposal, the same stand-
ards would apply, and the same conflicts would arise, as under
present law.

In response to administrative concerns about the President's pro-
posal, it is noted that in 1983 over half of all banks were, in effect,
on the specific charge-off method. This occured where a bank's re-
serve balance remained at its base year level. Many banks using
the percentage of eligible loans method had frozen reserves as a
result of the decline in the allowable percentage from 1.0 percent,
in tax years beginning in 1982, to 0.6 percent in subsequent years.
Where the reserve remained level, the bad debt deduction is just
equal to the amount charged off for Federal income tax purposes.
For banks in this situation, the specific charge-off method produces
the same bad debt deduction as present law. For such banks, the
administrative burden involved in switching to the specific charge-
off method in the President's proposal would not be onerous.
Transition rule

To prevent banks from deducting losses under the new rules on
loans for which a bad debt deduction was claimed under current
law (thereby obtaining a double deduction), the Administration pro-
posal requires that existing bad debt reserves be recaptured ratably
over a 10-year period beginning with the first taxable year starting
after 1985.
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This transition rule is substantially more generous than simply
requiring banks to use current law rules with respect to existing
loans. The average ratio of tax reserves to net charge offs for FE-
eral Deposit Insurance Corporation (FDIC) banks is estimated to be
less than two in 1983. If this ratio is representative for banks as of
the proposed effective date of the Administration proposal, then re-
quiring current law treatment for outstanding loans would effec-
tively recapture these reserves in less than two years. Thus, over a
5-year time horizon, the revenue gain from the 10-year recapture
rule would be about one-half that of requiring banks to use current
law rules with respect to existing loans.

The Administration proposal includes a provision to tax the
windfall gain of taxpayers who claimed accelerated depreciation de-
ductions at present law tax rates and, under the Administration
proposal, would be taxed on income from this depreciated property
at the proposed lower tax rates. However, the Administration pro-
posal does not tax the windfall gain of taxpayers who claimed bad
debt deductions at present law tax rates and would recapture these
deductions at the proposed lower tax rates. It can be argued that
since bad debt deductions reduced tax liability by 46 cents per
dollar (at the 46-percent corporate rate), these deduction should be
recaptured at 46 cents rather than 33 cents per dollar (at the pro-
posed 33-percent corporate rate). The windfall gain from the pro-
posed rate reduction could be taxed by increasing the amount of
bad debt reserves included ratably in income under the Adminis-
tration proposal by 39.4 percent (the difference between the cur-
rent 46-percent tax rate and the proposed 33-percent tax rate, as a
percent of the proposed tax rate).

2. Thrift Institutions

Present Law
Under present law, thrift institutions are allowed to use either

the specific charge-off method or the reserve method to account for
their bad debt expenses for Federal income tax purposes. Where
the reserve method is selected, the deduction is allowed for an
annual addition to loan loss reserves under the experiencec"
method, the "percentage of eligible loans" method, or, if a suffi-
cient percentage of the thrift's assets constitute "qualified assets,"
the "percentage of taxable income" method.
Experience method

The experience method for thrift institutions is identical to the
bank experience method discussed above.
Percentage of eligible loans method

The computation for thrift institutions under this method is gen-'
erally identical to the method for banks discussed above. However,
the deduction for any year cannot exceed the amount by which 12
percent of the total deposits or withdrawable accounts of the de-

04 The term "thrift institutions" is used herein to refer to mutual savings banks, domestic
building and loan associations and those cooperative banks without capital stock which are orp-
nized and operated for mutual purposes and without profit.
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positors of the thrift at the close of the taxable year exceeds the
sum of its surplus, undivided profits and reserves at the beginning
of such year.
Percentage of taxable income method

Under the percentage of taxable income method, an annual de-
duction is allowed for a statutory percentage of taxable income. 28

The statutory percentage for tax years beginning after 1978 is 40
percent. The percentage of taxable income deduction amount is
added to the reserve in order to determine an ending balance in
the reserve.
- The full 40 percent of taxable income deduction is available only
where 82 percent (72 percent in the case of mutual savings banks
without capital stock) of the thrift institution's assets are qualified.
Qualifying assets include general cash; obligations and securities of
governmental entities including corporations which are instrumen-
talities of governmental entities; obligations of State corprations
organized to insure the deposits of members; loans secured by a de-
posit or share of a member; loans secured by residential or church
real property and residential and church improvement loans; loans
secured by property, or for the improvement of property, within an
urban renewal area; loans secured by an interest in educational,
health or welfare institutions or facilities; property acquired
through defaulted loans on residential, church, urban development
or charitable property; educational loans; and property used in the
business of the association. Where the 82-percent test is not met,
the statutory rate is reduced by three-fourths of one percentage
point for each one percentage point of such shortfall.2 6 For mutual
savings banks without capital stock, the statutory rate is reduced
by 1-1/2 percentage points for each- percentage point that qualified
assets fail to reach the 72-percent requirement. At a minimum, 60
percent of a thrift institution's assets must be qualifying (50 per-
cent for mutual savings banks without stock) in order to be eligible
for deductions under the percentage of taxable income method at
all.-

As in the case for the percentage of eligible loans method, the
deduction for any year under the percentage of taxable income
method cannot exceed the amount by which 12 percent of the total
deposits or withdrawable accounts of the depositors of the thrift at
the close of the taxable year exceeds the sum of its surplus, undi-
vided profits and reserves at the beginning of such year.

A thrift may switch between methods of determining the addi-
tion to its bad debt reserve from one year to another. Such a
change does not, however, result in a change in the balance in the
bad debt reserve account at the beginning of the year in which the
change occurs.

2, Code sec. 593. For purposes of determining the deduction under the percentage of taxable
income method, taxable income is computed without regard to any deduction allowable for any
addition to the reserve for bad debts and exclusive of 18/46 of any net long-term capital gain,
gVins on assets the interest on which was tax-exempt, any dividends eligible for the corporate

vidends received deduction and any additions to gross income from .the thrift's own distribu-
tions from previously accumulatd reserves.

'5 For example, consider a thrift institution (other than a mutual savings bank) which has
only 76 percent of its assets in qualified assets. The shortfall is 7 percentage pointsgs the satu-
tory rate is reduced by 5-1/4 percentage points to 84-8/4 percent of table income.
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Under present law, if the bad debt reserve deduction for the tax-
able year determined under the above rules exceeds the amount
which would have been allowed as a deduction on the basis of
actual experience, the deduction is reduced by 20 percent of such
excess (sec. 291). Also, 59-5/6 percent of the deductible excess (after
the 20-percent reduction) is treated as a tax preference for purposes
of computing the corporate minimum tax (sec. 57).

The availability of the percentage of taxable income method is
not scheduled for expiration under present law. Thrift institutions
will not have the alternative of the percentage of eligible loans
method for taxable years beginning after 1987.

A special recapture provision applies to reserve balances in
excess of the balance computed under the experience method.
When a thrift institution distributes property to its owners, other
than as interest or dividends on deposits, in excess of earnings and
profits accumulated in taxable years beginning after December 31,
1951, the excess is treated as distributed from the bad reserve ac-
count to the extent of the excess of total reserves over experience
method reserves. When such a distribution takes place, the thrift
institution is required to reduce its reserve by such an amount and
simultaneously recognize the amount as an item of gross income.
This process increases current year's earnings and profits, and
causes such distributions to be taxable to the recipient as dividends
in the amount of any excess distributed, rather than as a nontax-
able return of capital or as capital gains.
Determination of worthlessness

The determination of worthlessness of a debt under present law
is the same as for banks discussed above.

Background
Legislative history

Savings and loan associations, cooperative banks, and mutual
saving ;banks were specificall exempted from Federal income tax
prior to 1952 under section 101(2) of the 1939 Code. The Revenue
Act of 1951 defined "bank" to include thrift institutions, thereby
depriving these organizations of their tax-exempt status. At the
same time thrift institutions were deprived of their tax-exempt
status, they were allowed to establish a reserve for bad debts up to
100 percent of taxable income to fund this reserve. Consequently,
although subject to Federal income tax, thrift institutions paid
very little actual tax as a result of the 1951 change.

In the Revenue- Act of 1962, Congress established a statutory bad
debt deduction for thrift institutions that generally were lower
than those permitted under the 1951 Act. A thrift could elect
either an annual addition to reserves of 60 percent of its taxable
income (subject to a maximum loss reserve of 6 percent of qualify-
ing real property loans) or establish a loss reserve of 3 percent of
qualifying real property loans plus a percentage of other loans based
on actual experience. Savings and loan associations and cooperative
banks could take advantage of these provisions only if 82 percent of
their assets were invested in residential real estate, liquid assets,
and certain other qualifying assets (qualified assets test). However,
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mutual savings banks were not subject to the 82 percent of assets
test. The actual experience method was approved as an election for
all thrift institutions and a special 5 percent of loans rate was pro-
vided for the first $4 million of qualifying loans of new mutual
thrift institutions for their first five years of existence.

The Revenue Act of 1962 also established the rule requiring re-
capture of bad debt reserves in excess of the experience method
when distributions to shareholders exceeded current and accumu-
lated earnings and profits. The House Committee on Ways and
Means originally reported a more comprehensive recapture provi-
sion which would have required recapture of bad debt reserves bal-
ances in excess of the balance required under the experience
method on distribution to shareholders, whether or not earnings
and profits were present. This rule was based on a belief that the
special bad debt reserve provisions for thrift institutions were for
the protection of depositors and that distributions should not be
made to shareholders until full income tax had been paid with re-
spect to the profits so distributed.2 7 As passed, however, distribu-
tions were treated as coming from the untaxed reserves, and hence
subject to recapture, only after earnings and profits had been ex-
hausted (present law).

The Tax Reform Act of 1969 established the basics of the present
system. The alternative 3-percent method was eliminated in favor
of the experience and percentage of loan methods applicable to
banks, and the 60 percent of taxable income deduction was phased
down to a 40-percent deduction over 10 years. The qualified assets
test was extended to mutual savings banks (at a 72-percent rate). A
special provision was added which provided that, where the quali-
fied assets test was not met but at least 60 percent of assets were
qualified (50 percent for mutual savings banks), the bad debt deduc-
tion would still be available under the percentage of taxable
income method, but in a reduced amount.

The Tax Reform Act of 1969 also provided that the excess of the
bad debt deduction of a financial institution (including a thrift in-
stitution) over the bad debt deduction which would have been al-
lowed under the experience method constitutes an item of tax pref-
erence for purposes of the corporate minimum tax.

The Economic Recovery Tax Act of 1981 expanded the definition
of organizations eligible for the bad debt rules for thrift institu-
tions to include stock savings banks. The rules applicable to stock
savings banks are the same as those applicable to savings and loan
associations. The Tax Equity and Fiscal Responsibility Act of 1982
reduced the bad debt deducton of thrift institutions using a method
other than the specific charge-off method or the bank experience
method by 15 percent of the excess of the deduction otherwise al-
lowable over the deduction which would have been allowable under
the experience method. This reduction was part of a boarder cut-
back in tax preferences. Concurrently, the portion of the actual de-
duction in excess of the amount allowable under the experience
method constituting a tax preference item for purposes of the mini-
mum tax was reduced to 71.6 percent. The Deficit Reduction Act of

• H. Rep. No. 1447, 87th Congress, 2d Ses. (1962).
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1984 increased the cutback of deduction to 20 percent of the excess
of the deduction over that allowable under the experience method
and decreased the minimum tax preference inclusion rate to 59-5/6
percent.
Financial accounting methodology

The financial accounting methodology for thrift institutions is
the same as for banks.
Regulatory accounting

For regulatory purposes, thrift institutions are no longer re-
quired to maintain specific reserves to offset potential bad debt
losses. Instead, the Federal Home Loan'Bank Board (FHLB) re-
quires that thrift institutions insured by the Federal Savings and
Loan Insurance Corporation (FSLIC) satisfy a minimum net worth
requirement designed to guarantee adequate capitalization of the
institution,2 The present net worth requirement consists of the
sum of the amounts determined under four separate factors. These
are the "base factor" (generally 3 percent of most liabilities), the
"growth factor" (a varying percentage determined by the rate of
growth in liabilities), the 'contingency factor" (including 2 percent
of recourse liabilities, 10 percent of the amount of direct invest-
ment in non-traditional activities, and 20 percent of "scheduled
items")2 9 and the amortization factor (a phase-in of the more re-
strictive application of the net worth rules). For regulatory pur-
poses, net worth consists of all reserve accounts (other than those
related to the valuation of a specific asset), retained earnings and
all capital stock accounts.8 0

The primary focus of regulatory concern is to insure that ade-
quate capitalization exists within an institution to support the level
of activities in which the institution is engaged. The presence of
adequate capitalization minimizes the risk of failure which would
result in the FSLIC being required to fulfill its obligation to the in-
stitution's depositors. This focus is substantially different from the
focus of tax accounting (the measurement of net income in a given
period) or the principle focus of financial accounting (the measure-
ment of the net value of the assets given potential impairment).
For this reason, the amount of the requirement is measured pri-
marily with respect to the amount of the institution's liabilities.
Where asset values are considered (such as through the contingen-
cy factor), it is to measure a potential dimunition in the asset's
value as that dimunition could affect the ability of the institution
to meet its obligations. Total capitalization, including reserve ac-
counts, is measured since it is ability to meet obligations that is the
concern. Had no reserve accounts been maintained, the equity of
the institution would be increased by the amount which would

Of 12 C.F.R. see. 563.18 (1985). The present regulations became effective on March 21, 1985.
Prior to that time, a joint requirement of a reserve for liabilities to depositors in insured ac-
counts and a minimum net worth requirement applied. The change unified the two require-
ments into a single net worth requirement and expanded the elements which are considered in
determining required minimum net worth.

ft Scheduled items include "slow loans" and foreclosed real estate among other items. 12
C.F.R. sec. 561.16.,0 12 C.F.R. sec. 561.18.
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exist in the reserves. So long as the minimum amount of net equity
is kept, distribution of amounts, which would otherwise not have
been available due to their being placed in a reserve, is prevented."

Administration Proposal
The Administration proposal would repeal the use of the experi-

ence, percentage of eligible loans and percentage of taxable income
methods for thrift institutions effective for tax years beginning on
or after January 1, 1986. Under the Administration proposal, de-
ductions for bad debts would be allowed when the loans are partial-
ly or wholly worthless (i.e., the specific charge-off method would be
used). This results in the same treatment for thrift institutions as
for all other taxpayers. That portion of the reserve balance on the
effective date which is equal to the greater of the reserve which
would be required under the experience or percentage of eligible
loans methods will be required to be taken into income ratably
over ten years. At the election of the thrift, the portion of the re-
serve to be included in income can be taken entirely in the first tax
year the proposal is effective.

Other Proposals
1984 Treasury Report

Like the Administration proposal, the 1984 Treasury report
would repeal the use of the three reserve methods. However, the
Treasury proposal would require the inclusion in income over a 10-
year period of the entire reserve amount, not just the greater of
the reserve amounts computed under tle experience or the per-
centage of eligible loans methods. The alternative to elect immedi-
ate inclusion of the reserve amount rather than inclusion over a
10-year period would not'be available.
S. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill would repeal the percentage of eligi-
ble loans method and the percentage of taxable income method ef-
fective for tax years beginning after December 31, 1986. The experi-
ence method would be retained.
H.R. 2222 and S. 1006 (Kemp-Kasten)

The Kemp-Kasten bill would repeal the percentage of eligible
loans method and the percentage of taxable income method effec-
tive for tax years beginning after December 31, 1986. The experi-
ence method would be retained. (The Kemp-Kasten and Bradley-
Gephardt bills are identical with respect to the bad debtfTeserves of
thrift institutions and banks.)
S. 1263 (Roth) and H.R. 2874 (Flippo.Frenzel)

The bill would require that tax bad debt-reserves for commercial
banks be conformed to the bad debt reserve maintained for finan-
cial statement purposes, up to a maximum reserve of 1.5 percent of
total loans. The greatest tax deduction in any one year would be
limited to 0.5 percent of total loans of the taxpayer at the end of
that year. Any initial increase in the tax reserve due to the con-
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formity requirement would be spread over 6 years. The changes
would apply with respect to taxable years beginning after 1984.
The bill would repeal the current experience method and percent-
age of eligible loans method of computing reserves for bad debts of
commercial banks.

Analysis
Overview

Taxpayers generally are not allowed to deduct future liabilities
or expenses until the event giving rise to the liability or expense
occurs. In the case of loans, the Federal income tax laws have since
1921 have allowed taxpayers to deduct additions to bad debt re-
serves; that is, to accumulate a bad debt reserve out of pre-tax
rather than after-tax, income. Absent the special provisions for bad
debt reserves, taxpayers would not be allowed to deduct a loan loss
until the loan is determined to be wholly or partially worthless.

Thrift institutions (i.e., mutual savings banks, domestic building
and loan associations, savings and loan associations, and coopera-
tive banks without capital stock) are granted more favorable Feder-
al income tax treatment in the computation of their bad debt de-
ductions than banks and other creditors. Thrift institutions are al-
lowed to compute the deductible addition to their bad debt reserves
under the percentage of taxable income method in addition to any
of the three methods available to commercial banks (i.e., the expe-
rience method, the percentage of eligible loans method, and the
specific charge-off method).

The bad debt deduction of thrift institutions can be viewed as
comprised of two components: (1) the deduction that would be al-
lowable if thrift institutions were subject to the same rules as com-
mercial banks, and (2) the deduction in excess of this amount. The

-main issue there is whether the reserve method of accounting for
bad debts more accurately measures the economic income of lend-
ers than the specific charge-off method that would be required by
the Administration proposal. To the extent that the percentage of
taxable income method for thrift institutions results in a larger
bad debt deduction than the methods available to commercial
banks, this can be viewed as a tax incentive for encouraging thrift
institutions to specialize in residential mortgage lending and cer-
tain other qualified lending. With respect to the component of
thrift bad debt deductions intended as an incentive for qualified
lending, the main issue is whether or not there should be such an
incentive and, if so, whether the incentive is effective. A second
issue is the Federal income tax treatment under the Administra-
tion's proposal of bad debt reserves accumulated on existing loans.
Incentive component of thrift bad debt reserves

The percentage of taxable income method for thrift institutions
was designed at least in part to encourage residential mortgage
lending. However, the present system is estimated to cost $1 billion
per year in lost Federal tax revenue,31 and may not be well de-

31 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1986.
1990 (JCS-8-85), April 12, 1985.
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signed to achieve its objective. Under present law, commercial
banks and investors other than thrift institutions (which are ex-
cluded from the percentage of taxable income method) are given no
tax incentive to engage in residential mortgage lending. Thrift in-
stitutions with less than 60 percent of assets invested in residential
mortgages and other qualifying assets also have no incentive to in-
crease their mortgage lending, nor do thrift institutions whose
qualifying assets exceed 82 percent of total assets (72 percent for
mutual savings banks). The 10-point difference in the asset require-
ments between savings and loan association and mutual savings
banks appears to create an uneven playing field for competition be-
tween these institutions. Also, to the extent that the present
system encourages thrift institutions to specialize in mortgage
lending (at least up to the 82- and 72-percent levels), it is inconsist-
ent with regulatory policies that encourage greater diversification
of loan portfolios.

The Administration proposal would require banks and thrift in-
stitutions to compute their tax in the same manner as other corpo-
rations, that is, to use the specific charge-off method for deducting
loan losses. The efect of such a change will be to increase the mar-
ginal rate of tax for these institutions from 31.4 percent to 33 per-
cent. The present law tax advantage of thrift institutions relative
to commercial banks and other corporations would be eliminated,
as would the tax incentive for thrift institutions to specialize in res-
idential mortgage lending. If Congress desires to retain a tax incen-
tive for residential mortgage lending, then a generalized tax incen-
tive available to all mortgage lenders could be enacted. However, it
should be noted that one of the present law tax preferences re-
tained by the Administration proposal is the deductibility of inter-
est on loans secured by a taxpayer's principle residence. This tax
expenditure, estimated to reduce Federal income tax revenues by
over $27 billion in fiscal year 1986, provides a substantial incentive
for homeownership and residential mortgage lending. The Adminis-
tration proposal also retains the provisions of present law that
defer and exclude a portion of capital gains realized from the sale
of a principal residence.
Transition rule

The Administration proposal would allow lenders to deduct loans
charged off in taxable years beginning after 1985, even though re-
serve deductions may have been claimed for these loans in prior
tax years. To prevent a double deduction of loan losses, taxpayers
other than thrift institutions would be required to include existing
bad debt reserves in income over a 10-year period beginning with
the first taxable year starting after 1985. In the case of thrift insti-
tutions using the percentage of taxable income method, the incen-
tive portion of bad debt reserves would not be recaptured (i.e., in-
cluded in taxable income). The incentive portion of thrift bad debt
reserves would be determined as the excess of existing reserves
over the greater of reserves computed using the two alternative re-
serve methods available to thrift institutions under present law
(i.e., the experience and percentage of eligible loan methods). Thus,
the transition rule for thrift institutions is more generous than
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that for other lenders since a portion of existing reserves may be
exempted from current tax.

The non-incentive portion of thrift reserves would be recaptured
over 10 years in the same manner as the bad debt reserves of tax-
payers other than thrift institutions. Since the amount subject to
recapture is limited to the greater of reserves computed under the
experience and percentage of eligible loan methods, thrift institu-
tions would have an incentive to rearrange their portfolios in such
a manner as to reduce the amount recaptured and, corresponding-
ly, increase the amount forgiven. Where the percentage of eligible
loans method results in larger reserves than the experience meth-
ods, thrift institutions could reduce the recapture amount by ex-
changing qualified assets (such as home mortgages) for nonqual-
ified assets (such as Government National Mortgage Association
certificates) immediately before the effective date. To prevent this
type of manipulation, the Administration proposal could be modi-
fied to recapture reserves computed according to the percentage of
eligible loans method as of December 31, 1984 (or some other date
prior to release of the Administration proposal), if greater than the
amount otherwise subject to recapture.

The Administration proposal does not tax the windfall gain of
taxpayers who claimed bad debt deductions at present law tax
rates and would recapture these deductions at the proposed lower
tax rates. It can be argued that since bad debt deductions reduced
tax liability by 46 cents per dollar (at the 46-percent corporate
rate), these deductions should be recaptured at 46 cents rather
than 33 cents per dollar (at the proposed 33-percent corporate rate).
The windfall gain from the proposed rate reduction could be taxed
by increasing the amount of bad debt reserves included ratably in
income under the Administration proposal by 39.4 percent (the dif-
ference between the current 46-percent tax rate and the proposed
33-percent tax rate, as a percent of the 33-percent tax rate).

Under present law, distributions to shareholders by domestic
building and loan associations and institutions that are treated as
mutual savings banks, are subject to a tax benefit rule. Distribu-
tions in excess of earnings and profits (accumulated after 1951) are
treated as made out of bad debt reserves for qualifying loans in
excess of reserves determined using the experience method. In ad-
dition, such distributions are included in the gross income of the
payor. The effect of this provision is to recapture the tax benefits
associated with the percentage 'of taxable income method of com-
puting bad debt reserves to the extent that an investor-owned
thrift institution -distributes retained earnings attributable to these
tax benefits. Under the Administration proposal, it is unclear
whether distributions out of bad debt reserves that are not recap-
tured would be subject to the tax benefit rule in present law. Since
the tax benefit rule was part of present law when investor-owned
thrift institutions took advantage of the percentage of taxable
income method, it can be argued that an exemption from this rule
would constitute retroactive tax relief to investors in these institi-
tions.

Some thrift institutions have followed financial accounting proce-
dures which treat the tax deduction for bad debts under the-per-
centage of income method as a reduction in their effective tax rate

56-330 0 - 86 - 2
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rather than as a timing difference. As a result, no amounts cur-
rently exist in their deferred tax reserve accounts to cover the ad-
ditional tax resulting from the Administration's proposal to recap-
ture a portion of the bad debt reserve. It is likely that all addition-
al tax due to recapture would be required to be reported for finan-
cial purposes as an expense in the year the provision becomes effec-
tive, irrespective of the fact that it would be paid over a ten-year
period. A similar approach would likely be required for regulatory
purposes.

A certain level of net worth is required for regulatory purposes.
Thus, it is argued that a sudden decrease in net worth as a result
of the Administration proposal could result in many thrifts failing
to meet regulatory requirements. In response, it is argued that the
problem lies not with the Administration's recapture proposal, but
rather with the failure of certain thrift institutions to show a de-
ferred tax liability on their balance sheets. Thus, it is argued, the
problem is one of a failure to follow adequate accounting proce-
dures in the past, and not a problem of tax policy.
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B. Interest on Debt Used to Purchase or Carry Tax-Exempt
Obligations

Present Law and Background

In general
Present law (sec. 265(2)) disallows a deduction for interest on in-

debtedness incurred or continued to purchase or carry tax-exempt
obligations. This rule applies both to individual and corporate tax-
payers. The rule also applies to certain cases in which a taxpayer
incurs or continues interest expense and a related person acquires
or holds tax-exempt obligations (sec. 7701(f)).32

Application to taxpayers generally
The Internal Revenue Service and the courts have consistently

interpreted section 265(2) to disallow an interest deduction only
when a taxpayer incurred or continued indebtedness for the pur-
pose of acquiring or holding tax-exempt obligations.33 They have
employed various tests to determine whether a taxpayer has the
prohibited purpose. In general, when a taxpayer has independent
business or personal reasons for incurring or continuing debt, the
taxpayer has been allowed an interest deduction regardless of his
tax-exempt holdings. When no such independent purpose exists,
and when there is a sufficiently direct connection between the in-
debtedness and the acquisition or holding of tax-exempt obliga-
tions, a deduction has been disallowed.

In Wisconsin Cheeseman, Inc. v. United States, 388 F. 2d 420 (7th
Cir. 1968), an interest deduction was disallowed for a corporation
which took out short-term bank loans to meet recurrent seasonal
needs for funds, pledging tax-exempt securities as collateral. The
court held that the taxpayer could not automatically be denied a
deduction because it had incurred indebtedness while holding tax-
exempt obligations. However, use of the securities as collateral es-
tablished a sufficiently direct relationship between the loans and
the purpose of carrying tax-exempt securities. The court stated fur-
ther that a deduction should not be allowed if a taxpayer could rea-
sonably have foreseen, at the time of purchasing tax-exempts,%that
a loan would probably be required to meet ordinary, recurrent eco-
nomic needs.

32 In addition to interest deductions, present law (sec. 265(1)) denies a deduction for nonbusi-
ness expense& for the production of tax-exempt interest income, which expenses would otherwise
be deductible under section 212. This may include, for example, brokerage and other fees associ-
ated with a tax-exempt portfolio. Present law also disallows deductions for certain expenses of
mutual funds which pay tax-exempt dividends and for interest used to purchase or carry share
in such a fund.

33 Legislative history indicates that Congress intended the purposes test to apply. See, e.g., S.
Rep. No. 617, 65th Cong. 3d Sess. 6.7 (1918); S. Rep. No. 398, 68th Cong., 1st Sees. 24 (1924); S.
Rep. No. 558, 73d Cong., :d Seas. 24 (1934).

(30)
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In Rev. Proc. 72-18, 1972-1 C.B. 740, the Internal Revenue Service
provided guidelines for application of the disallowance provision to
individuals, dealers in tax-exempt obligations, other business enter-
prises, and banks in certain situations. 34

Under Rev. Proc. 72-18, a deduction is disallowed only where in-
debtedness is incurred or continued for the purpose of purchasing
or carrying tax-exempt obligations. This purpose may be estab-
lished either by direct or circumstantial evidence. Direct evidence
of a purpose to purchase tax-exempt obligations exists where the
proceeds of indebtedness are directly traceable to the purchase of
tax-exempt obligations or when such obligations are used as collat-
eral for indebtedness, as in Wisconsin Cheeseman above. In the ab-
sence of direct evidence, a deduction is disallowed only if the totali-
ty of facts and circumstances establishes a sufficiently direct rela-
tionship between the borrowing and the investment in tax-exempt
obligations. A deduction generally is not disallowed for interest on
an indebtedness of a personal nature (e.g., residential mortgages) or
indebtedness incurred or continued in connection with the conduct
of an active trade or business.

Under Rev. Proc. 72-18, when there is direct evidence of a pur-
pose to purchase or carry tax-exempt obligations, no part of the in-
terest paid or incurred on the indebtedness (or on that portion of
the indebtedness directly traceable to the holding of particular tax-
exempt obligations) may be deducted. In other cases, an allocable
portion of interest is disallowed, to be determined by multiplying
the total interest on the indebtedness by the ratio of the average
amount during the taxable year of the taxpayer's tax-exempt obli-
gations to the average amount of the taxpayer's total assets.

Rev. Proc. 72-18 provides specifically that dealers in tax-exempt
obligations are denied an interest deduction when they incur or
continue indebtedness for the purpose of holding tax-exempt obliga-
tions, even when such obligations are held for resale.3 When deal-
ers incur or continue indebtedness for the general purpose of carry-
ing on a brokerage business, which includes the purchase of both
taxable and tax-exempt obligations, an allocable portion of interest
is disallowed. However, the disallowance rule generally does not
apply where indebtedness is incurred to acquire or improve physi-
cal facilities. The revenue procedure does not specify under what
circumstances, if any, a bank is to be treated as a dealer in tax-
exempt obligations.

Application to financial institutions
Allowance of deduction for interest paid on deposits

Legislative history suggests that Congress did not intend the dis-
allowance provision to apply to the indebtedness incurred by a
bank or similar financial institution to its depositors.36 The IRS

34 That is, those situations not covered by Rev. Proc. 70-20, 1970-2 C.B. 499, discussed below.
35 See, Leslie v. Comm 'r, 413 F.2d 636 (2d Cir. 1969),-cert. den. 396 U.S. 1007 (1970). The court

in Leslie held specifically that the exemption of banks under the disallowance provision did notapply toaboeae business.aSeeS. Rep. N. 51", 73d Cong., 2d Sess. 24 (1934); S. Rep. No. 830, 88th Cong., 2d Sess. 80

(1964).
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took the position as early as 1924 that indebtedness to depositors
was not incurred to purchase or carry tax-exempt obligations,
within the meaning of the law. In Rev. Rul. 61-22, 1961-2 C.B. 58,
the IRS restated its position that the provisions of the law "have
no application to interest paid on indebtedness represented by de-
posits in banks engaged in the general banking business since such
indebtedness is not considered to be "indebtedness incurred or con-
tinued to purchase or carry obligations * * within the meaning
of section 265."

Despite this general rule, the IRS has attempted to disallow in-
terest deductions of financial institutions in certain cases. Rev. Rul.
67-260, 1967-2 C.B. 132, provided that a deduction will be disallowed
when a bank issues certificates of deposit for the specific purposes
of acquiring tax-exempt obligations. The ruling concerned a bank
which issued certificates of deposit in consideration of, and in ex-
change for, a State's tax-exempt obligations, the certificates having
approximately the same face amount and maturity dates as the
State obligations.

In Rev. Proc. 70-20, 1970-2 C.B. 499, the IRS issued guidelines for
application of the disallowance provision to banks holding tax-
exempt State and local obligations. Rev. Proc. 70-20 provides that a
deduction will not be disallowed for interest paid or accrued by
banks on indebtedness which they incur in the ordinary course of
their day-to-day business, unless there are circumstances demon-
strating a direct connection between the borrowing and the tax-
exempt investment. The IRS will ordinarily infer that a direct con-
nection does not exist (i.e., a deduction will ordinarily be allowed)
in cases involving various forms of short-term indebtedness, 37 in-
cluding deposits and certificates of deposit; short-term Eurodollar
deposits and borrowings; Federal funds transactions and similar
interbank borrowing; repurchase agreements; and borrowing di-
rectly from the Federal Reserve to meet reserve requirements.
Within these categories, unusual facts and circumstances outside of
the normal course of business may demonstrate a direct connection
between the borrowing and the investment in tax-exempt securi-
ties; in these cases, a deduction will be disallowed. However, IRS
will not infer a direct connection merely because tax-exempt obli-
gations were held by the bank at the time of its incurring indebted-
ness in the course of its day-to-day business.

Under Rev. Proc. 70-20, application of the disallowance provision
to long-term capital notes is to be resolved in the light of all the
facts and circumstances surrounding the issuance of the notes. A
deduction is not to'be disallowed for interest on indebtedness cre-
ated by the issuance of capital notes for the purpose of increasing
capital to a level consistent with generally accepted banking prac-
tice. Types of borrowings not specifically dealt with by the revenue
procedure are to be decided on a facts and circumstances basis. Ad-

37 For purposes of the revenue procedure, "short-term bank indebtedness" means indebted-
ness for a term not to exceed three years. A deposit for a term exceeding three years is treated
as short-term when there is no restriction on withdrawal, other than loss of interest.
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ditionally, Rev. Proc. 72-18, discussed above, is applicable to finan-
cial institutions in situations not dealt with in Rev. Proc. 70-20.38

Since the issuance of Rev. Proc. 70-20, several cases and rulings
have addressed the issue of bank deposits or similar arrangements
which are secured or collateralized by tax-exempt obligations.
These decisions have generally refrained from applying the disal-
lowance provision.

Rev. Proc. 78-34, 1978-2 C.B. 535, allowed a deduction for interest
aid by commercial banks on borrowings of Treasury tax and loan

funds when those borrowings are secured by pledges of tax-exempt
obligations. The IRS took the position that this type of borrowing is
in the nature of a demand deposit.

In Investors Diversified Services, Inc. v. United States, 573 F. 2d
843 (Ct. Cl. 1978), the court found that the use of tax-exempt securi-
ties as collateral for face-amount certificates 9 was not sufficient
evidence of a purpose to purchase or carry tax-exempt obligations
and, therefore, allowed an interest deduction. Noting various simi-
larities between banks and face-amount certificate companies, the
court held that the rationale for the "bank exception" to the disal-
lowance provision was equally applicable to these companies. The
court cited three further grounds for holding the disallowance pro-
vision inapplicable: (1) that the sale of certificates (i.e., borrowing)
was wholly separate from and independent of the company's invest-
ment process, including the acquisition and maintenance of tax-
exempt securities; (2) that the essential nature of the company's
business was the borrowing of money which had to be invested in
order to pay off the certificate holders; and (3) that the company
could not reduce its borrowings by disposing of its tax-exempt secu-
rities, since only the certificate holders had the power to terminate
each certificate.

Finally, in New Mexico Bancorporation v. Comm'r., 74 T.C. 1342
(1980), the Tax Court permitted a bank a deduction for interest

aid on repurchase agreements which were secured by tax-exempt
State and municipal obligations. The court concluded that the re-
purchase agreements were similar to other types of bank deposits,
and were not the type of loans or indebtedness intended to be cov-
ered by the disallowance provision. Furthermore, the bank's pur-
pose for offering repurchase agreements was independent of the
holding of tax-exempt obligations. 40

38 Rev. Proc. 70-20 was modified by Rev. Proc. 83-91, 1983-2 C.B. 618, to provide that a deduc-
tion will generally not be disallowed in the case of repurchase agreements collateralized by tax-
exempt securities (as well as those collaterialized by taxable obligations). This modification was
in response to the decision in New Mexico Bancorporation v. Comm'r, 74 T.C. 1342 (1980) (dis-cussed below).

39 Face-amount certificates are certificates under which the issuer agrees to pay to the holder,
on a stated maturity date, at least the face amount of the certificate, including some increment
over the holder's payments. Present law (sec. 265(2)) provides that interest paid on face-amount
certificates by a registered face-amount certificate company shall not be considered as interest
incurred or continued to purchase or carry tax-exempt obligations, to the extent that the aver-
age amount of tax-exempt obligations held by such institution during the taxable year does not
exceed 15 percent of its average total assets. The Investor Diversified Services case involved a
face-amount certificate company whose tax-exempt holdings exceeded 15 percent of Its total
assets.

40 Rev. Proc. 80-55, 1980-2 C.B. 849, would have disallowed a deduction for interest paid by
commercial banks on certain time deposits made by a State and secured by pledges of tax-
exempt obligations. The revenue procedure concerned banks that participate in a State program
that requires the banks to bid for State funds and negotiate the rate of interest, and requires

Continued
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20-percent reduction In preference items
Under a provision originally added by the Tax Equity and Fiscal

Responsibility Act of 1982 (TEFRA), and modified by the Deficit Re-
duction Act of 1984, the amount allowable as a deduction with re-
spect to certain financial institution preference items is reduced by
20 percent. (The original TEFRA rule provided for a 15 percent re-
duction.) Financial institution preference items include interest on
indebtedness incurred or continued by financial institutions41 to
purchase or carry tax-exempt obligations acquired after December
31, 1982, to the extent that a deduction would otherwise be allow-
able for such interest. Unless the taxpayer (under regulations to be
prescribed by the Treasury) establishes otherwise, the 20 percent
reduction applies to an allocable portion of the taxpayer's aggre-
gate interest deduction, to be determined by multiplying the other-
wise allowable deduction by the ratio of the taxpayer's average ad-
justed basis of tax-exempt obligations during the year in question
to the average adjusted basis of the taxpayer's total assets. For ex-
ample, a bank which invests 25 percent of its assets in tax-exempt
obligations is denied a deduction for $5,000 of each $100,000 of in-
terest paid to its depositors during the taxable year (20 percentX
$25,000 interest allocable to debt used to acquire or hold tax-ex-
empts). For purposes of this provision, interest specifically includes
amounts paid in respect of .deposits, investment certificates, or
withdrawable or repurchasable shares, whether or not formally
designated as interest.

Administration Proposal

The Administration proposal would deny banks, thrift institu-
tions, and other financial institutions a deduction for any interest
payments that are allocable to the purchase or carrying of tax-
exempt obligations acquired on or after January 1, 1986. The
amount of interest allocable to tax-exempt obligations would be de-
termined as it is for purposes of the 20 percent reduction in prefer-
ence items under present law. Thus, a deduction would be denied
for that portion of a bank's otherwise allowable interest deduction
that is equivalent to the ratio of (1) the average adjusted basis
during the year of tax-exempt obligations held by the bank and ac-
quired on or after January 1, 1986, to (2) the average adjusted basis
of all assets held by the bank. For example, if an average of one-
third of a bank's assets during the year consisted of tax-exempt ob-
ligations acquired in 1986 or later years, the bank would be denied
one-third of its otherwise allowable interest deduction. The propos-
al states that this pro rata presumption would be irrebutable.4"

the State to leave such deposits for a specified period of time. The IRS took the position that
direct evidence of a purpose to purchase or carry tax-exempt obligations exists in such transac-
tions under Rev. Proc. 72-18. Rev. Proc. 80-55 was revoked by Rev. Proc. 81-16. 1981-1 C.B. 688.
However, Rev. Proc. 81-16 states that the disallowance provision will continue to apply to inter-
est paid on deposits that are incurred outside of the ordinary course of the banking business, or
in circumstance demonstrating a direct connection between the borrowing and the tax-exempt
obligations.4 1 The provision applies to commercial banks, mutual savings banks, domestic building and
loan associations, and cooperative banks.4 mAdministration proposal, p. 244.
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Under the Administration proposal, the 20 percent disallowance
rule would continue to apply with respect to tax-exempt obligations
acquired between January 1, 1983, and December 31, 1985. Thus, a
financial institution would reduce its otherwise allowable interest
deduction by the sum of (1) 100 percent of interest allocable to tax-
exempt obligations acquired in 1986 or later years, and (2) 20 per-
cent of interest allocable to tax-exempt obligations acquired in cal-
endar years 1983 through 1985, each determined under the formula
above. For example, if 25 percent of a bank's assets consisted of
tax-exempt obligations acquired in 1986 or later years, and an addi-
tional 25 percent consisted of tax-exempt obligations acquired in
1983, 1984, or 1985, the bank would be denied 30 percent of its oth-
erwise allowable interest deduction (i.e., 25 percent attributable to
obligations acquired in or after 1986, and 5 percent (.20 x 25 per-
cent) attributable to obligations acquired in 1983-85).

Analysis

The allowance of interest deductions to financial institutions
which acquire or hold tax-exempt obligations raises a number of
legal and policy issues. These include (1) administrative problems,
including the tracing of borrowed funds and, in the absence of trac-
ing, the allocation of funds among different purposes of the taxpay-
er; (2) a concern for tax equity, since financial institutions are gen-
erally allowed to deduct interest on debt used to finance the acqui-
sition or holding of tax-exempt obligations, while most other tax-
payers are prohibited from doing so; and (3) the probable effect of
any modification of the existing rule on the market for tax-exempt
State and municipal bonds.

Administrative problems -
The disallowance provision generally

The basic policy of the disallowance provision is to prevent a tax-
payer from receiving tax-exempt income and paying tax-deductible
interest on the same or equivalent funds. Thus, in a simple case, a
taxpayer who borrows $10,000, which he then immediately invests
in tax-exempt obligations, is denied a deduction for interest paid to
the lender on the $10,000. This prevents a result under which the
taxpayer, by receiving the benefits of both tax-exempt income and
the interest deduction, could offset taxes on other income (and
thereby reduce Federal tax revenues) merely by serving as a pass-
through for the funds.

As the taxpayer's finances become more complex, the adminis-
tration of the disallowance provision becomes progressively more
complicated. Because money is fungible-that is, one $10,000 is the
same as any other $10,000-it is difficult to determine whether a
taxpayer is financing the acquisition or holding of particular tax-
exempt obligations with the proceeds of any particular indebted-
ness. It may be even more difficult to determine whether the tax-
payer has the actual purpose of doing so. This is particularly true
in the case of a corporation (or a wealthy individual) which con-
stantly incurs debt for a variety of purposes and which also, in sep-
arate transactions, acquires and holds tax-exempt obligations.
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Application to banks
The fungibility problem is particularly acute with respect to

banks,43 whose major business consists of the lending and borrow-
ing of interchangeable sums of money, including (to varying de-
grees) the acquisition and holding of tax-exempt obligations. Even
the purposes test, when applied to banks, may result in conflicting
conclusions. A bank may argue that, in accepting deposits, it is
simply carrying on its general business as a bank-in a sense, that
it has an independent business purpose for incurring debt to its de-
positors. According to this view, the bank should be allowed an in-
terest deduction under the general principles applicable to all tax-
payers. Alternatively, the bank may argue that the acceptance of
deposits does not constitute borrowing, at all.44 It may also be
argued, however, that an equally established purpose of a bank's
general business (as demonstrated by bank practice) is the acquisi-
tion and holding of tax-exempt obligations. Under this interpreta-
tion, an allocable portion of deposits accepted in the general course
of business should be considered to have been accepted for the pur-
pose of investing in tax-exempt obligations, and the deduction for
that portion should be disallowed.

The Administration proposal would deny financial institutions a
deduction for an allocable portion of interest paid on deposits and
other indebtedness, equivalent to the portion of the institution's
assets which is invested in tax-exempt obligations. This approach
avoids tracing problems and is comparable to the treatment accord-
ed under present law to dealers in tax-exempt obligations (other
than banks) who borrow money for the general purpose of conduct-
ing a general brokerage business, including the acquisition and
holding of tax-exempt and non-tax-exempt obligations. However, in
the case of dealers, a tracing rule is applied where interest is di-
rectly related to the acquisition or holding of tax-exempt obliga-
tions (resulting in disallowance), or to certain other purposes, e.g.,
acquiring or improving physical facilities (resulting in allowance of
related interest deductions); proportional allocation applies only to
interest which cannot be differentiated between different pur-
poses.45 Thus, the law takes into account the particular situations
of different dealers. By applying a proportionate disallowance to all
interest deductions by financial institutions, the Administration
proposal would deny this flexibility. However, in the absence of a
proportionality rule, the problems of assessing a bank's "purpose"
in accepting deposits would remain as-under present law.
Tax equity

Aside from revenue considerations, a major argument against
present law is that it prescribes differing treatment for financial

43 As used in this analysis, the term "banks" refers to all taxable financial institutions. Of
tax-exempt obligations held by financial institutions, the great majority are held by commercial
banks.

44 Banks may argue that deposits are distinguished from most other forms of debt, since they
are (1) for an unspecified period, and (2) terminable at the will of the depositor, but not of the
bank. See, Investors Diversified Services, Inc. f United States, 573 F.2d 843, 853 (Ct. Cl. 1978.)
This argument is obviously lees applicable for time deposits.

4 See Rev. Proc. 72-18, 1972-1 C.B. 740; Leslie v. Comm'r, 413 F.2d 686 (2d Cir. 1969), cert. den-
396 U.S. 1007 (1970).



38

37

institutions and other taxpayers. By using deposited funds to pur-
chase or carry tax-exempt obligations, banks are able to enjoy the
benefits of receiving tax-exempt'investment income and paying tax-
deductible interest on the same or equivalent. funds-precisely the
double benefit which is denied to other taxpayers. The volume of
tax-exempt obligations held by banks (currently about one-third of
all such obligations) indicates that banks have made extensive use
of deposited funds to acquire and hold tax-exempts. This situation
has contributed to the relatively low effective tax rates paid by
banks since, by deducting the interest on debt used to purchase
tax-exempt obligations, a bank can "zero out" its taxable income by
investing a relatively small percentage of its assets in tax-exempt
obligations. For example, even allowing for the 20 percent "cut-
back" on tax preferences, a bank that earns an average return of
10 percent on its taxable assets and pays an average of 8 percent
on deposits would pay no tax if it invested approximately 24 per-
cent of its assets in tax-exempt obligations. The disallowance of in-
terest deductions also may lead to economic inefficiency, since a
bank may have an incentive to hold tax-exempt obligations even
when they pay substantially less interest than the bank pays to its
depositors. Banks have maintained that they merely are passing
through the benefits of tax exemption in the form of lower interest
rates and that these reduced interest rates are a form of implicit
tax on the banks.

A particular problem under present law is the use of tax-exempt
obligations as collateral for deposits or other short-term bank bor-
rowing. By using tax-exempt obligations as collateral, a bank re-
ceives tax benefits when it is really the depositor (who may be tax-
exempt or have a low marginal tax rate) who is lending to the issu-
ing government. State and municipal deposits in particular are fre-
quently collateralized with tax-exempt obligations, sometimes of
the same State or municipality;48 in these cases, the Federal gov-
ernment subsidizes a transaction in which there may be no net bor-
rowing by the State or local government. Rev. Proc. 80-55, 1980-2
C.B. 849, would have disallowed a deduction for interest paid by
commercial banks on certain time deposits made by a State and se-
cured by pledges of tax-exempt obligations; however, this revenue
procedure was subsequently withdrawn. 47

An essential difference between the present law treatment of fi-
nancial institutions and other taxpayers is that o posite presump-
tions are applied to each group. Thus, under Rev. Proc. 72-18, a re-
buttable presumption exists that an individual has the purpose of
carrying tax-exempt obligations when the relevant indebtedness is
not directly connected with personal expenditures and is not in-
curred or continued in connection with the active conduct of a
trade or business. Corporations face a similar negative presumption
when they borrow in excess of reasonable business needs. In con-
trast, banks are subject to disallowance of interest only when "un-
usual facts and circumstances outside of the normal course of

40 State or local law frequently requires that State and municipal deposits be collateralized
with obligations of specified governmental bodies. These may include taable or tax-xempt obli.
nations.

4? Rev. Proc. 80-55 is discussed further below.
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business . . . demonstrate a direct connection between the borrow-
ing and the investment in tax-exempt securities." Rev. Proc. 70-20,
1970-2 C.B. 499, 500 (emphasis supplied). The law thus creates a
presumption that debts incurred in the normal course of the bank-
ing business (including all or nearly all deposits) are exempt from
the disallowance provision. This contrasts in particular with the
treatment of dealers in tax-exempt securities, who are presumed to
have used a ratable portion of untraceable funds for the purpose of
acquiring or holding tax-exempts. 48

The Administration proposal would eliminate the current advan-
tage enjoyed by financial institutions, by denying a deduction for
that portion of interest payments which is equivalent to a bank's
tax-exempt holdings. Supporters argue that this would result in
equal treatment and a 'level playing field" between banks and
other taxpayers. Banks, however, have argued that the rule would
discriminate unfairly against them, since they would be subject to
an automAtic (albeit proportional) disallowance, while other tax-
payers would be dealt with on a facts and circumstances basis. One
possible response to this would be to apply a proportional disallow-
ance to all taxpayers, or at least to all corporations, including deal-
ers in tax-exempt securities. A flat proportional rule, however,
would be difficult to administer for many taxpayers, and could lead
to harsh results in certain cases, e.g., denial of a portion of individ-
ual (or corporate) mortgage deductions because the taxpayer held
some tax-exempt obligations. Another approach would be to disal-
low all deductions on interest which is traceable to tax-exempt obli-
gations, allow deductions on interest traceable to other purposes
(e.g., mortgage interest), and apply a proportional rule to remain-
ing (untraced) interest-a "three basket" approach similar to that
currently applied to broker-dealers. This approach, however, is the
most complex of all, and leaves the question of whether any of a
bank's (or other taxpayer's) funds can ever accurately be traced.

State and municipal finance
Tax-exempt bonds are a major source of financing for State and

municipal governments. Financial institutions (primarily commer-
cial banks) presently hold about one-third of outstanding tax-
exempt bonds, although this percentage has declined somewhat in
recent years.

Legislative history indicates "a Congressional concern that, if
banks were denied an interest deduction in proportion to their tax-
exempt holdings, the banks would eliminate or substantially
reduce their investments in tax-exempt bonds. The Senate Finance
Committee in 1934, rejecting a proposed change in the rule, ex-
pressed the opinion "that the change made by the House bill will
seriously interfere with the marketing of government securities,
which are bought for the most part by banks and financial institu-
tions, and also presents grave administrative difficulties."'49

4 According to Rev. Proc. 72-18, where indebtedness is incurred for the general purposes of
conducting a brokerage business, "it is reasonable to infer that the borrowed funds were used
for all the activities of the business which include the purchase of tax-exempt obligations." Ac-
cordingly, section 265(2) of the Code is applicable in such circumstances. Rev. Proc. 72-18, 1972-1
C.B. 740, 742.

49 S. Rep. No. 558, 73d Cong., 2d Sess. 24 (1934).
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In 1980, when the Internal Revenue Service issued Rev. Proc. 80-
55, supra, banks and various State and local governments protested
that the disallowance of deductions on the deposits in question
would depress the market for tax-exempt bonds, making it more
difficult for States and municipalities to raise needed funds. (It was
also argued that the revenue procedure was inconsistent with pre-
vious interpretations of the disallowance provision.) The IRS re-
voked Rev. Proc. 80-55 in April 1981.

The denial of interest deductions is one of several aspects of the
Administration proposal affecting the tax-exempt bond market.
Other proposals include the elimination of nongovernmental tax-
exempt bonds and the application of tightened arbitrage and ad-
vance refunding restrictions to all tax-exempt obligations. 50 The
combined effect of these proposals would be to reduce the volume
as well as the attractiveness (at least to financial institutions) of
tax-exempt bonds generally. However, certain aspects of the pro-
posal could potentially offset one another. For example, while disal-
lowance of bank interest deductions (coupled with reduced margin-
al rates) would tend to reduce demand for tax-exempt bonds (espe-
cially short-term obligations) and thereby increase yields, the elimi-
nation of nongovernmental bonds would arguably increase demand
for remaining "public purpose" bonds, and thereby have an oppo-
site effect.51 Stated differently, there would be fewer taxpayers
wanting to hold tax-exempt bonds, but there would also be fewer
tax-exempt bonds to hold. How one views this situation depends on
one's view of the costs and benefits associated with tax-exempt
bonds, generally. 52

One likely result of the Administration proposal is at least some
shift in tax-exempt bond ownership toward individuals, and away
from financial institutions. Banks have argued that the effective
date of the provision should be adjusted to exempt obligations origi-
nally issued (as opposed to obligation acquired) before 1986, which
they suggest would minimize the incentive to sell existing obliga-
tions and the potential effect of such sales on the tax-exempt
market.

50 See, Joint Committee on Taxation, Tax Reform Proposals: Tax Treatment of State and
Local Government Bonds JCS-23-85), July 16, 1985, pp. 43-46.

s See, Administration Proposal, p. 245.
52 These issues are discussed further in the pamphlet regarding tax-exempt bonds, referenced

in note 50, supra.
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IC. Special Rules for Reorganizations of Financially Troubled
Thrift Institutions

Present Law and Background

Ir 1981, Congress added several provisions to the tax Code that
were designed to facilitate acquisitions of financially troubled thrift
institutions by financially stronger institutions.5 3 These provisions
were enacted at a time when many thrift institutions were experi-
encing financial difficulties as a result of having extended long-
term mortgage loans to borrowers, while at the same time being
forced to pay high interest rates on short-term deposits. In some
cases, the institutions were forced to merge into other institutions
to resolve their financial problems. In connection with these merg-
ers, the Federal Savings and Loan Insurance Corporation (FSLIC)
frequently would contribute money to the acquiring organization
(or the financially troubled institution) as an inducement to the ac-
quisition.

Continuity of interest requirement
It had been unclear under prior law whether a merger of one

thrift institution into another could satisfy the judicially-created"continuity of interest" requirement. The continuity of interest
doctrine generally requires that the shareholders of an acquired
corporation maintain a meaningful ownership interest in the ac-
quiring corporation in order for the transaction to qualify as a tax-
free "reorganization" within the meaning of section 368(a). 54

Because of the unusual nature of despositors' interests in thrift
institutions, there was considerable uncertainty under what cir-
cumstances the depositors of an acquired thrift would be deemed to
have a substantial equity interest in the acquiring institution. 55

If the transaction failed to qualify as a reorganization, the acquir-
ing corporation would take a cost basis in the acquired thrift's
assets, rather than assuming the thrift's basis. In many cases, a
carryover basis was desirable because the thrift's basis in its assets
exceeded their fair market value.

53 Secs. 235-238 of Pub. L. 98-34, 97th Cong., 1st Sess. (1981), referred to as the Economic Re-
covery Tax Act of 1981 (ERTA).

54 See Penellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462, 468-470; Treas. Reg. sec.
1.368-1(b), 1.368-2(a).

56 In Rev. Rul. 69-3, 1969-1 C.B. 103, the Service ruled that a merger of a mutual savings and
loan association into another mutual savings and loan association qualified as a tax-free reorga-
nization. A recent decision by the Supreme Court, however, held that a merger of a stock sav-
ings and loan into a mutual savings and loan failed to qualify as a-tax-free reorganization. The
Court held that continuity of interest did not exist because the depositors in the acquired insti-
tution (whose savings accounts were converted into accounts in the acquiring institution) re-
ceived essentially cash plus an insubstantial equity interest. Paulsen v. Commissioner, 105 S. Ct.
627 (1985). The legislative history of the 1981 amendments made it clear that the provision cov-
ered all possible combinations of stock and mutual thrift institutions, including stock acquiring
mutual, stock acquiring stock, mutual acquiring mutual, and mutual acquiring stock.

(40)
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In addition, if the transaction qualified as a tax-free reorganiza-
tion, the acquiring institution would generally succeed to the ac-
quired thrift s net operating loss carryovers, subject to certain limi-
tations in section 382.56

Under the 1981 amendments, the continuity of interest require-
ment need not be satisfied in the case of a merger involving thrift
institutions, provided certain conditions are met. First, the ac-
quired institution must be one to which section 593 applies,
namely, a savings and loan association, a cooperative bank, or a
mutual bank. Second, the FSLIC or the Federal Home Loan Bank
Board (FHLBB) (or, if neither has jurisdiction, an equivalent State
authority) must certify that the thrift is insolvent, that it cannot
meet its obligations currently, or that it will be unable to meet its
obligations in the immediate future. Third, substantially all of the
liabilities of the transferor institution (including deposits) must
become liabilities of the transferee. If these conditions are satisfied,
the acquired institution need not receive or distribute stock or se-
curities of the acquiring corporation for the transaction to qualify
as a tax-free reorganization (sec. 368(aX3XD)).

In addition, in applying the loss limitation provisions of section
382, deposits in the acquired corporation that become deposits in
the transferee corporation are treated as stock of both corpora-
tions.

FSLIC contributions to savings and loan associations
Although contributions to capital by nonshareholders are ex-

cluded from the income of the recipient corporation (sec. 118), the
basis of property normally must be reduced by such contributions
(sec. 362(c)). The 1981 Act, however, provided that certain financial-
ly troubled thrift institutions need not reduce their basis for money
or property contributed by the FSLIC under its financial assistance
program (sec. 597(b)).

Administration Proposal
The Administration proposal would repeal the special rules relat-

ing to acquisitions of financially troubled thrift institutions and the
exclusion from income of FSLIC payments to such thrifts. The
repeal of the reorganization rules would take effect on a delayed
basis, however. The repeal be effective for acquisitions or mergers
occurring on or after January 1, 1991. The exclusion for certain
FSLIC payments would be repealed for taxable years beginning on
or after'the same date, although an exception would be provided
for payments made pursuant to an agreement entered into before
that date.

Analysis
In support of its proposal to repeal the special reorganization

rules applicable to financially troubled thrifts, the Administration

"0 Under section 382, the ability of an acquiring corporation to succeed to the net operating
lose carryovers of a corporation acquired in a reorganization is limited to the extent the owners
of the acquired corporation fail to acquire stock in the acquiring corporation representing at
least 20 percent of the value of the latter's stock (sec. 382(b)).
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argues that these rules simply provide an indirect Federal subsidy
to thrift institutions. To the extent acquiring institutions are per-
mitted to realize tax benefits that are otherwise unavailable (for
example, because continuity of interest is not maintained in the
transaction) in exchange for assuming the obligations of a failing
thrift, the Federal Government is in effect making payments to the
thrift or its successor. The burden of these payments properly be-
longs on the FSLIC's member institutions, who presumably would
pay higher insurance premiums absent the tax subsidy. If subsidies
to the thrift industry are necessary, the Administration argues,
they should be done directly through the appropriations process.

Opponents of the proposal, while conceding that these special
rules will be unnecessary if thrift institutions have fully adjusted
to a deregulated environment, argue that a reexamination of the
need for the rules in five years is preferable to a provision requir-
ing a definite "sunset" in 1991. In the financial markets are unsta-
ble at that time and interest rates are high, some special incentives
for mergers of financially troubled institutions with stronger insti-
tutions may be necessary. In addition, some argue that in the
meantime, the rules should be amended to clarify that financial as-
sistance payments to thrift institutions by the Federal Deposit In-
surance Corporation (in addition to payments by the FSLIC) qualify
for the exclusion under section 597.

The special treatment accorded to financially troubled thrift in-
stitutions undergoing a merger may serve as a significant incentive
to another institution to acquire an ailing thrift. An acquisition by
an ongoing, healthy institution may avoid the disruptive and costly
process whereby the FSLIC is forced to take control of the thrift
and satisfy its obligations to depositors. On the other hand, in
order to avoid this result, the Federal Government must concede
what may amount to substantial tax benefits to the acquiring insti-
tution in the form of higher basis in assets and net operating loss
carryovers. The relevant inquiry is which approach is the more ef-
ficient means of accomplishing the desired objectives.

One could argue that it is inappropriate as a matter of tax policy
to accord savings and loans and their depositors more favorable
treatment than other business enterprises in a similar situation. If
there are other reasons for granting Government subsidies to thrift
institutions, it may be more appropriate to provide these subsidies
on a case-by-case, direct appropriation basis, rather than through a
wholesale exemption from the generally applicable reorganization
rules. A direct subsidy approach might allow targeting of the relief
to those situations where it would be most cost-effective and benefi-
cial, and would make it easier to verify the true cost of the such
subsidies.
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D. Credit Unions

Present Law and Background

Credit unions are exempt from Federal income tax under present
law. This exemption applies regardless of whether, or to what
extent, income of the credit union is distributed as dividends. Both
State and Federally chartered credit unions are exempt from tax.

State chartered credit unions have always been exempt from
Federal income tax. Until 1951, the tax exemption for these credit
unions was subsumed under the tax exemption for savings and
loan associations. When the exemption for savings and loan asso-
ciations was terminated as part of the Revenue Act of 1951, the ex-
emption for credit unions was continued in a separate Code provi-
sion (sec. 501(cX14)). This provision grants an exemption for credit
unions without capital stock and which are organized and operated
for mutual purposes and without profit:

Federally chartered credit unions were originally authorized by
the Federal Credit Union Act of 1934. The tax exemption for these
credit unions is specified by section 122 of the Federal Credit
Union Act (12 U.S.C. sec. 1768). Under this provision, Federal
credit unions are also exempt from State and local taxation, except
for taxes on real and tangible personal property.

Administration Proposal

The Administration proposal would repeal the Federal income
tax exemption for credit unions having assets of $5 million or
more. These credit unions would be subject to the same tax rules as
would apply to thrift institutions (e.g., savings and loan associa-
tions and mutual savings banks).5 7 Under this proposal, retained
earnings of a taxable credit union (i.e., earnings not distributed as
dividends to members) would be subject to tax at the credit union
level, while dividends would be taxable to the individual members.
The proposal would be effective for taxable years beginning on or
after January 1, 1986.

Other Proposals

1984 Treasury Report
The 1984 Treasury report recommended repealing the tax exemp-

tion for all credit unions.

67 For proposed amendments which would limit thrift institutions and credit unions to the
specific charge-off method of computing bad debt deductions, see Part II.A.2, above.

(43)
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S. 409 and H.P& 800 (Bradley-Gephardt)
The Bradley-Gephardt bill would repeal the tax exemption for all

credit unions, effective for taxable years beginning on or after Jan-
uary 1, 1987.

Analysis

Credit unions were orginally exempted from tax, together with
savings and loan associations, because both credit unions and sav-
ings and loan associations operated on a "mutual" basis (that is, on
behalf of and for the benefit of their members), and not as separate
profit-seeking entities. Because of this structure, it was thought
that the income of these entities should be taxed only when distrib-
uted to the members. In addition, credit unions were generally
small, unsophisticated financial institutions, operated by volun-
teers.

In 1984, Federal credit unions5 8 earned approximately $5.1 bil-
lion in net income, of which approximately $4.4 billion was paid
out in dividends and interest to member-depositors. Undistributed
net income of Federal credit unions (after subtracting dividend and
interest payments and reserve transfers) increased from $34 mil-
lion in 1975 to $476 million in 1984.59 While many credit unions
remain small, there are today also many relatively large credit
unions, and credit unions offer an array of services that are not
always distinguishable from those offered by banks and taxable
thrift institutions. Other mutual financial institutions which com-
pete with credit unions, including mutual savings banks, are sub-
ject to tax on income not paid out as dividends to their member-
depositors. These and other competing institutions may be at a dis-
advantage with respect to credit unions, which can accumulate tax-
free income (and interest on that income). Some argue, therefore,
that the credit union exemption should be reconsidered and credit
unions be treated the same as taxable thrift institutions.

Credit unions representatives argue that credit unions are unlike
other financial institutions because they continue to be more close-
ly controlled by, and responsive to, their members. For example,
the law requires that most directors of a Federal credit union re-
ceive no compensation, and forbids proxy voting in credit union
elections. While no longer subject to interest rate limitations, Fed-
eral credit unions may lend only to credit union members" (or
other credit unions) and only for consumer (i.e., nonbusiness) pur-
poses. These requirements, it is argued, ensure that credit unions
will act in the direct interest of their members and distinguish
them from other, profit-seeking entities. It is further argued that
credit unions make loans available to small depositors who would
not otherwise qualify for such credit.

6s As of 1984, there were 10,547 active Federally-chartered credit unions and approximately
7,800 state-chartered credit unions. Of the state credit unions, 4,657 were Federally insured. see
National Credit Union Administration, NCUA 1984 Annual Report, pp. 35, 39; Credit Union Na-
tional Association (CUNA), 1984 Credit Union Report.

59 NCUA 1984 Annual Report, pp. 34, 36-37.
O0 Credit union membership must generally be based on some "common bond" between the

members, e.g., a common employer or residence in a designated geographic area. Membership
may qualify an individual for loans substantially in excess of the amount contributed to (i.e.,
deposited with) the credit union.
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The Administration proposal would retain the tax exemption for
credit unions having less than $5 million of gross assets. The pro-
posal states that this would result in taxation of approximately 80
percent of retained earnings of credit unions, while leaving more
than four-fifths of all credit unions (that is, the smaller credit
unions) untaxed. 61 (Because membership, as well as assets, is con-
centrated in larger credit unions, the repeal would affect a relative-
ly high proportion of credit union members.) The proposal further
indicates that the $5 million threshold would avoid administrative
difficulties for smaller credit unions. However, credit union repre-
sentatives have suggested that taxing the larger credit unions
would harm smaller institutions as well, by reducing the capitaliza-
tion level of the credit union movement and initiating a trend
toward more "profit-driven" (and possibly more risky) investment.

If Congress wishes to repeal the general credit union tax exemp-
tion, while retaining some protection for smaller credit unions, it
may wish to consider exempting a specified amount of income of
any credit union from tax, and imposing tax only on the excess
over this amount. While somewhat more complex adminstratively,
this would avoid the "cliff" which occurs in the Administration
proposal (i.e., credit unions below $5 million in assets remain
exempt from tax, while those just above $5 million must pay tax on
their full retained earnings). Congress may also wish to consider
"phasing in" the taxation of some or all credit unions over a multi-
year period.

' This proposal is found on pp. 247-248 of the Administration Proposal.

0
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The CHAIRMAN. The hearing will come to order, please.
This morning we are hearing testimony involving two areas: fi-

nancial institutions and mining, minerals, and related industries.
Needless to say, I am well familiar with the problems that the
President's bill causes to both of those industries, and I have some
sympathy to many of the complaints that I have read in your testi-
mony.

I have read all of the testimpny that was in, and it was all here
in timely fashion; so I would encourage you to abide by our 5-
minute rule today, put your testimony in the record-it will be in
there completely-and limit yourselves to 5-minute oral presenta-
tions so that I and the other members who came can ask you ques-
tions.

We will start with a panel composed of Mark Olson, the presi-
dent-elect of the American Bankers Association, Mr. Finn Casper-
sen, chairman of the board, Beneficial Corp.; Joe Morris, president,
Columbia Savings Association; W. Dean Cannon, president of the
California League of Savings Institutions; and Joseph Perkowski,
the president of the Minneapolis Federal Employees Credit Union.

Mr. Olson, why don't you start?

STATEMENT BY MARK N. OLSON, PRESIDENT-ELECT, AMERICAN
BANKERS ASSOCIATION, FERGUS FALLS, MI ACCOMPANIED BY
GORDON F. MARTIN, CHAIRMAN, TAXATION COMMITTEE,
AMERICAN BANKERS ASSOCIATION, NEW YORK, NY
Mr. OLSON. Thank you, Mr. Chairman.
I am Mark W. Olson, president of Security State Bank in Fergus

Falls, Minnesota, and a member of the American Bankers Associa-
tion board of directors. I am accompanied today by Gordon F.
Martin, chairman of the ABA's taxation committee and adminis-
trative vice president and director of Taxes for Marine Midland
Bank.

I am appearing here on behalf of the American Bankers Associa-
tion. The ABA supports the concept of tax reform and would sup-
port a bill that reduced tax rates, broadened the tax base, removed
taxes from investment decisions, and promoted fairness.

The President's proposal contains many of these features but un-
fortunately contains a number of provisions which are damaging to
the banking industry. In our written testimony we discuss in detail
all the provisions that affect banking and our specific concerns
about each. At the outset, however, I want to indicate that modifi-
cation to three of these provisions are essential to the banking in-
dustry.

We could not support a tax reform bill that does not contain
these modifications:

The first of these is the preservation of a reserve for loan losses.
Without a reserve, there is no way to properly match a bank's
income and expenses. In addition, real reform in the calculation of
the reserve could be achieved with the principle of book-tax con-
formity as contained in S. 1263, if S. 1263 is adopted.

The second modification is retention of the deduction for carry-
ing charges on tax-exempt obligations issued before the date of en-
actment of any tax-reform measures. This would allow for a con-
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tinuation of the inner-bank market for these tax-exempt obliga-
tions and thus ensure some liquidity for a bank experiencing finan-
cial difficulties.

The third modification is preservation of the existing foreign tax
credit rules. U.S. and foreign banks compete in the international
marketplace under generally similar tax rules. The President's pro-
posal would place U.S. banks at a disadvantage. This would affect
not only U.S. banks but many other U.S. businesses that depend on
American banks to finance their overseas operations.

If any tax-reform initiative is enacted, it should address all of the
above concerns.

In addition, the ABA believes that the changes should be phased
in to prevent severe market shocks. We are very concerned about
making abrupt massive revisions in the Tax Code where the eco-
nomic effects cannot be measured.

As you consider our recommendations for change, I believe it is
important to fully understand how banks are treated under cur-
rent law. There are three elements that are important to remem-
ber here:

First, banks are usually subject to tax under the same rules as
other taxable corporations.

Second, the tax benefit a bank receives from purchasing a tax-
exempt bond or providing lease financing is, in general, passed di-
rectly to the city or State selling the bond or to the corporate lessee
in the form of lower rates. That is what the tax-exempt market is
all about. Our profits on these transactions do not vary significant-
ly from our profits on similar taxable loans.

Third, banks pay over $2 billion annually into the Treasury as
the result of the reserves they are required to maintain with the
Federal Reserve. This indirect tax, which the Federal Reserve Gov-
ernors have acknowledged as a tax, is in addition to the payment of
the cost of regulation required by the Comptroller of the Currency
and the Federal Deposit Insurance Corp., and the Federal Reserve
System.

Mr. Chairman, I would urge the committee to examine fully our
written statement, which contains our views on all of the major
income tax provisions affecting banking in the President's pro-
gram. We plan to submit a written statement on the trust tax
issues.

We appreciate the opportunity to testify, and Mr. Martin and I
would be more than happy to answer any questions you may have.

The CHAIRMAN. Thank you, sir.
Mr. Caspersen.
[Mr. Olson's written testimony follows:]

STATEMENT OF MARK W. OION ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION

I am Mark W. Olson, President of Security State Bank in Fergus Falls, Minnesota
and a member of the American Bankers Association's Board of Directors. I am ac-
companied today by Gordon F. Martin, Chairman of the ABA's Taxation Committee
and Administrative Vice President and Director of Taxes for Marine Midland Bank.
I am appearing here on behalf of the American Bankers Association. The American
Bankers Association is the national trade and professional association for America's
Full Service Banks. The combined assets of its member banks represent approxi-
mately 95 percent of the industry's total assets. I would like to thank the Committee
for this opportunity to testify.
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Last year, in anticipation of the current activity in the area of tax reform, the
ABA selected a task force of economists and tax executives from a cross-section of
our membership. This task force was charged with the detailed examination of the
various tax reform proposals ard with assessment of the impact of such proposals
on banks and the economy as a whole. The group examined the theoretical under-
pinnings of the reform proposals, as well as the technical applications of individual
items. We studied the Bradley-Gephardt, Kemp-Kasten, Roth-Moore, VAT, and
Brookings proposals. We spent several months studying the Regan Treasury prop-
al. Since May, our attention has been focused on the proposal made by Presi ent
Reagan.

The American Bankers Association supports the concept of tax reform and would
support a bill that reduced tax rates, broadened the tax base, removed taxes from
investment decisions, and promoted fairness. The President's proposal contains
many of these features but unfortunately, also contains a number of provisions that
are damaging to the banking industry. Later in our testimony we discuss in detail
all of the provisions that affect banking and our specific concerns about each. At the
outset, however, I want to indicate that modifications to three of the provisions are,
we believe, essential to the banking industry. We could not support a tax reform bill
that does not contain these modifications. The first of these is the preservation of a
reserve for loan loses. Without a reserve, there is no way to properly match a bank's
income and expenses. In addition, real reform in the calculation of the reserve could
be achieved if the principle of book/tax conformity as contained in S. 12631 isadopted.The second modification is retention of the deduction for carrying charges on tax-

exempt obligations issued before the date of enactment of any tax reform measure.
This would allow for a continuation of the interbank market for thee tax-exempt
obligations and thus ensure some liquidity for a bank experiencing financial difficul-
ties.

The third modification is preservation of the existing foreign tax credit rules. U.S.
and foreign banks compete today in the international market place under generally
similar tax rules. The President's proposal would place U.S. banks at a disadvan-
tage. This would affect not only U.S. banks but many other U.S. businesses that
depend on American banks to finance their overseas operations.

If any tax reform initiative is enacted, it should address all of the above concerns.
In addition, the ABA believes that changes should be phased in to prevent severe
market shocks. We are very concerned about making abrupt, massive revisions in
the tax code where the economic effects cannot be measured.

We are particularly concerned over the ability to assess the economic effects of
the President's proposal-or any of the others-on the total economy. It is extreme-
ly difficult to assess the overall economic effects of such sweeping, system-wide tax
reforms, although we find several of the individual ideas in the proposal worth-
while. The proposed changers may have unforeseen effects which neither economet-
ric studies nor informed judgments can detect. The changes are to many and too
varied for the econometric models to accurately evaluate. Because c,. this problem,
we would urge the Congress to be cautious in making changes of such magnitude.

Before beginning my discussion of the specific proposals in the President's plan
affecting banking, I would like to discuss the role banks play under the current
system. An understanding of that role is necessary to fully appreciate the effects of
tax reform on banks.

We believe there are three important elements to the way banks are currently
taxed. First, banks are generally subject to tax under the same rules as other tax-
able corporations. Second, the tax benefit a bank receives from purchasing a tax-
exempt bond or doing a finance lease is passed directly through to the city or state
selling the bond or to the corporate lessee. In general, a banks profit on such trans-
actions varies little from its profit on a straight taxable loan. Third, banks pay over
$2 billion annually into the Treasury as a result of the reserves they are required to
maintain with the Federal Reserve System. This quasi-tax is in addition to paying
all of the costs of regulating banking incurred by the Comptroller of the Currency,
the Federal Deposit Insurance Corporation and the Federal Reserve System. It is
the combined effect of these three elements that determines a bank's true effective
tax rate. A survey conducted on 1983 income by the Bank Administration Institute
asked banks to recalculate their taxes to reflect the earnings of Treasury on the re-
serves provided to the Federal Reserve System and a tax equivalent analysis of mu-
nicipal bond income. The result was an effective tax rate of 43 percent.

1Introduced by Senators Bill Roth (R-DEL) and David Boren (D-OKLA).
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B u rchasroe tax-exempt bonds and engaging in leasing transactions, banks are
fueling the role Congress has encouraged them to perform, that of financial inter-
mediary, a transfer agent through which tax benefits flow to others. This means
that a bank's profits would not be significantly decreased or increased if it ceased
being a transfer agent. Any changes to this role might increase the effective tax
rate of banks, but the real economic burden would be on the state and local govern-
ments, school boards, and businesses that would no longer be able to borrow at re-
duced rates.

The Joint Committee on Taxation staff has recognized the effect this role has on
banking's effective tax rate. In their 1983 pamphlet discussing the way banks are
taxed they stated, "To the extent that these investments by banks earned a lower
pre-tax rate of return than comparable but fully taxable investments, it may be
argued that the banks did bear an indirect economic burden attributable to the
income tax apart from the actual tax payments they made."

All banks must post reserves with the Federal Reserve System on an interest-free
basis in direct ratio to their transaction accounts and nonpersonal time deposits.
The reserves held by the Federal Reserve System are then invested primarily in
government securities. While this is not thought of as a tax-because it directly gen-
erates revenue that is brought into the Treasury as miscellaneous receipts-it clear-
ly represents a financial contribution by the banking industry to the revenues avail-
able to pay the direct costs of government.-As indicated above, the annual earnings
on their reserves over the last few years has averaged over $2 billion. In 1980 and
1981, it reached a high of $3 billion.

Banking receives no benefit from this quasi-tax. The costs associated with the
Federal Reserve's regulatory and service activities are taken out before any funds
are transferred to the Treasury. The fund needed by the Federal Deposit Insurance
Corporation and the Comptroller of the Currency to regulate banksare paid directly
to those agencies by the industry. They do not come out of general Treasury reve-
nues.

The view that the earnings on the reserves represent a quasi-tax is shared by the
Chairman of the Federal Reserve Board, Paul Volcker. In a 1983 statent to the
Senate Banking Committee he said, "Reserve requirements, while imposed for mon-
etary policy purposes, also, from the viewpoint of the depository institution, repre-
sent a form of tax."

While the role of banks as financial intermediaries and the quasi-tax paid
through the Federal Reserve System are very important to an accurate understand-
ing of bank taxes, it must also be remembered that, in general, the same tax rules
that apply to other taxable corporations also apply to banks. There seems to persist,
however, a belief that banks must benefit from a number of "special" provisions in
the Tax Code. This belief appears to be the result of the various studies claiming to
show that the effective tax rate of banks is very low. An examination of the tax law
for those features that are important in studies of effective tax rates reveals that, by
and large, "special provisions" or "tax preferences" designed for banks are not in-
volved. instead, the single most important factor in reducing the Federal income
taxes paid by banks is the exemption from Federal income tax of interest paid by
state and local governments on their obligations. Another large component of the
reduction for major institutions is the credit allowed for foreign taxes imposed by
other countries on income earned by the taxpayer in those countries. A third large
component is the combined effect of the investment tax credit and depreciation de-
ductions from equipment leasing operations. None of the tax reducing effects of
these provisions of the Federal tax law is attributable to the enjoyment of a special
provision by banks.

The one provision in the Tax Code that might be labeled a "special provision" is
Section 585 which sets out the rules by which banks calculate their loan loss re-
serve. While some have claimed that this provided banks with an artificially high
deduction in the past, that clearly is no longer the case. Many banks, from the larg-
est to the smallest, are currently limited to deducting the debts that were charged-
off during the year. These banks maintain a reserve, but the "special provision" ap-
plicable to banks prevents them from adding to the reserve the losses that are in-
herent in their loan portfolice but not yet charged off. Other corporations are able
to use methods which do, we believe, allow a significantly higher bad debt tax re-
serve level than banks are currently allowed. Even in the past, however, the loan
loss reserve was never a major component of the reduction of Federal income taxes
for banks. We discuss our reactiort to the President's proposal on bad debt reserves
later in this testimony. -

To fully appreciate the effect of the current tax system on banking, it is also
useful to look at the way other financial institutions are taxed. Achieving a level
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playing field for all financial institutions was one of the Treasury Department's
original goals for tax reform. The Treasury Department stated that the tax prefer-
ences of financial institutions ". . . create distortions within the financial sector
that are inconsistent with the Administration's efforts to deregulate financial mar-
kots. Equity and neutrality demand that all financial institutions be taxed uniform-
ly on all of their net income."

While we recognize that the issue of deregulation of financial markets is not
before the Ways and Means Committee, changes in the tax law that would help to
achieve this goal are of great importance to the nation's banking industry. The ABA
has long supported the idea of a level playing field for financial institutions. To the
extent the President's proposals help to achieve equal tax treatment, we applaud
them. We do not agree, however, that all of the proposals would help to achieve this
goal.

The President has proposed equal treatment of bad debt losses for depository in-
stitutions by seeking to repeal the reserve method of accounting. While this would
achieve equality among dispository institutions, insurance companies would still be
able to maintain reserves for their expected losses. We believe equal treatment de-
mands that depository institutions as well as insurance companies be able to main-
tain reserves to protect against known but unidentifiable losses that are inherent in
their portfolios.

In general, however, the proposals does achieve some measure of equal treatment
for depository institutions. All depository institutions will be subject to the same
rules for deducting bad debts and credit unions will be subject to tax. One difference
that will remain until 1991, however, is the special tax rules for reorganizations of
troubled thrifts. It is not our place to comment on whether these special rules
should or should not be maintained. Whatever rules are finally adopted, however,
should also be available for the reorganization of a troubled bank.

Another area where equal treatment is cited by Treasury is the proposal effecting
the tax-exempt holdings of banks. We will talk later about our reaction to this spe-
cific proposal but we would like to point out here that it does not achieve equality of
treatment. If the proposal is passed, banks would be subject to an absolute disallow-
ance for their interest deduction in direct relationship to their holdings of tax-
exempt obligations. Other financial institutions, however, would continue to be sub-
ject to the far less stringent rules of Section 265(2). That section requires the Inter-
nal Revenue Service to prove a direct link between the borrowing and the purchas-
ing of tax-exempt obligations. We wonder how well Section 265(2) is being enforced,
particularly when related parties are involved. Concern over this resulted in the
Treasury Department being given regulatory authority to deal with this question in
the 1984 Deficit Reduction Act. Until those regulations are issued, the concern will
remain.

Finally, I would like to mention the issue of equal treatment of products. This has
become an issue because of the attempts to tax the "insider build up" of life insur-
ance policies. We would ask that in your deliberations you consider how close this
product is to a savings account. The interest earned by both the bank account and
the insurance policy can be left in to compound, can be taken out, or can be used as
collateral for a loan. The interest on the bank account, however, is fully taxable.

With all of this in mind, let us now turn to a few of the changes proposed by the
President. My comments today are not in any particular order and concern items
which affect banks as corporations, financial intermediaries, employers and mem-
bers of communities around the country. They do not include proposed changes to
the trust and estate and gift tax areas. We hope to have the opportunity to present
our views on those issues at a later date.

In light of current economic conditions, bank regulatory agencies are encouraging
banks to increase their loan loss provisions in order to diminish the risk of severe
economic reversals from the cumulative effects of nonperforming loans and an
uneven economic recovery. Clearly, adequate reserves are necessary to ensure the
safety and soundness of the banking system. Other taxpayers are allowed tax deduc-
tions for their normal business expenses. Since banks are required to maintain ade-
quate reserves as part of their business operations, these expenses should also be
allowed as tax deductions. The tax system should support this as a Federal policy
goal.

Since 1921, all taxpayers have been allowed a deduction for reasonable additions
to reserves for bad debts. The reserve method was originally proposed as a result of
numerous conflicts over the arbitrary determinations on the part of taxpayers and
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the Internal Revenue Service as to when a debt was worthless and should be writ-
ten off. Beginning in 1947, the Internal Revenue Service tried to provide some cer-
tainty to banks as to what would be considered a reasonable addition to the reserve
for bad debts. Mimeograph 6209, 1947-2 C.B. 26 provided a formula in which the
maximum reserve was based on a 20 year moving average, including the current
year, of total net chargeoffs to total loans. In 1954, the IRS supplemented this mime-
ograph with Revenue Ruling 54-148, 1954-1, C.B. 60 which provided that a bank
could choose to compute its reserve using an average experience factor based on any
20 consecutive years after 1927.

By 1965, the IRS was again reexamining the formula and issued Revenue Ruling
65-92, 1965-1 C.B. 12. This ruling provided a uniform reserve ceiling of 2.4 percent
of loans outstanding, with certain exceptions. As an alternative to the percentage
method a bank was allowed to compute its reserve using an experience factor based
on a six year moving average.

Congress codified the IRS rulings for the first time in the Tax Reform Act of 1969.
In the belief that banks enjoyed more favorable bad debt reserves than most taxpay-
ers, new Section 585 of the Internal Revenue Code provided that the percentage
method be phased out completely by December 31, 1987.

The President's proposal would repeal Section 166(c) of the Internal Revenue
Code, which allows a taxpayer to deduct business bad debts by using the reserve
method of accounting. This includes repeal of Section 585 which dictates how a com-
mercial bank must compute its annual reserve addition. All taxpayers would be re-
quired to use the specific charge-off method.

One of the reasons the President's proposal gives for proposing the change to the
specific charge-off method is that the ".... tax system encourages lenders to make
risky loans". This is analogous to saying a lender will risk losing one dollar on a bad
loan in order to get thirty-three cents in tax benefits. If business decisions were ac-
tually made on this basis, every business in this country would go bankrupt.

The President's proposal goes on to state that one of the practical effects of
present law is ". to enable depository institutions to offer loans at artificially low
rates". It should be noted that for the most part interest rates are based on world
market conditions and the cost of funds to the institution. In addition, banks have
sometimes been unfairly accused of keeping interest rates on loans artificially high
even though the rates are determined by the marketplace. This seems inconsistent
with the Federal policy of trying to keep interest rates down.

The use of net charge-offs also may put greater pressure on a bank to foreclose on
borrowers sooner rather than give them a chance to work out their problems. One
can easily see the negative effects this change in policy would have on a section of
the economy, such as farming, that is experiencing financial difficulties.

Waiting until a loan has been charged off to take a bad debt deduction will result
in a mismatching of income and expense. The losses inherent in any loan portfolio
do not occur all at once. They occur gradually over the life of the portfolio. In calcu-
lating the book reserve, a bank recognizes that gradual decline and attempts to
measure only the decline in the value of the portfolio for a particular period of time.
No attempt is made to calculate the future losses that may occur.

A bank is taxed on the annual income it receives from a loan portfolio. Under an
accrual accounting system, the income is taxed whether or not it is actually re-
ceived by the bank. In order to properly match the bank's expenses with the
income, the banks must be allowed a deduction for the decline in value of the port-
folio.

This mismatching occurs with a bank on the cash method as well. While income
is limited to interest actually received the decline in the value of the underlying
principle still needs to be recognized.

The gradual decline in the value of the portfolio is real. If a bank sells a loan
portfolio, the purchase price would not be based on either the full value of the
future charge-offs or the face value of the loans. Rather, the selling price would re-
flect the decline in value at that point in time. We are not asking to deduct the full
value of future charge-offs in the year loans are made. It is equally inequitable to
require a bank to wait until the end of the loan period to take the ded, ction.

In looking at the tax treatment of bad debts in other countries, the overriding
majority of countries allow the reserve method of accounting. In a 1983 study pre-
pared by Peat, Marwick, Mitchell & Co., twenty seven countries were reviewed as to
the allowable tax treatment for bad debts. Of the countries reviewed, only Australia
and Venezuela limit the deduction to specific charg6-offs. Therefore, by requiring
the specific charge-off method in the U.S., the U.S. tax system would be out of line
with most of our major trading partners.
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Over the years the IRS tried to find a formula for computing a reasonable addi-
tion to the reserve for bad debts. Experience has shown that these fixed formulas
distorted appropriate deductions over a period of time; at times too high, at times
too low. The Administration is now proposing that we go back to laws in effect prior
to 1921 in that only specific net charge-offs be llowed as deductions. This idea does
not appear to be any better as a solution now than it was then.

It would seem that the correct answer is book/tax conformity. Senator Bill Roth
(R-Del) and Senator David Boren (D-Okla) have introduced a bill, S. 1263, that would
allow a deduction for tax purposes for additions to a bad debt reserve if the amount
is also claimed as a charge against earnings for financial statement purposes. No
deduction would be allowed for additions to a book reserve which is in excess of 1.5
percent of total loans. There are also limitations which would ensure that any ad-
justment required to bring the book and tax reserves into conformity will be done
gradually over a period of years.

This is not an open ended invitation to banks to derease their tax liability. One of
the major responsibilities of bank management is to maximize earnings. At a 33
percent marginal tax rate, bank management would not be interested in artificially
reducing earnings by 1 dollar to get a 33 cent tax benefit.

In addition, there are a number of different regulatory authorities looking at the
reserves established by a bank. The banking regulators are concerned not only with
the level of the reserve but whether the bank has sound procedures in place for reg-
ularly reviewing their loan portfolio. The banking regulators would be very con-
cerned with any bank that greatly increased its loan loss reserve whenever it was
making substantial profits.

The Securities and Exchange Commission (SEC) would also be looking closely at
any bank that suddenly increased its loan loss reserve. They would be asking why if
such an increase was necessary, the bank had not reported it earlier. They too
would be looking to see if the bank hrJ sound policies in place for examining its
loan portfolio. Like the banking regulators the SEC, can, and does, impose substan-
tial penalties in those instances where there is a violation of proper reporting proce-
dures.

Generally Accepted Accounting Principles (GAAP) require that the adequacy of
the loan loss reserve be determined on the basis of all relevant factors. These in-
clude but are not limited to, loss experience, changes in size and character of the
loan portfolio, identification of problem situations which may affect a borrower's
ability to repay a loan and evaluation of current economic conditions.

As indicated above, the book reserve is a measurement of the decline in value of a
bank's loan portfolio. It is calculated using GAAP as recognized by the accounting
profession. The use of the book reserve for tax purposes would recognize the differ-
ences between the loan portfolios of different banks. It represents the most accurate
matching of loan loss expenses with income that can be achieved.

With certain exceptions not pertinent here, the Internal Revenue Code provides
that interest earned on state and local obligations is exempt from Federal income
tax. The tax-exempt income derived from investment in these assets is the largest
single factor in reducing the nominal effective rate of Federal income tax for banks.
It should be noted, however, that banks earn a lower rate of interest on these obli-
gations. If the banks used those same funds to purchase taxable securities, the
amount of Federal taxes paid would be higher but we doubt that the after tax rate
of return would be any higher.

Banks purchase these obligations for a number of reasons that have little to do
with the tax-exempt nature of the income from the investment. In many communi-
ties, particularly those with either no bond rating or an inferior rating, the banks of
the community provide the only continuous, reliable source of financing for the
local government. This is also true for the thousands of local school boards through-
out the country. In other words, if the banks of the community would not agree to
take a substantial portion of the obligations, where could they be sold-and at what
price?

Bear ini mind also that a substantial portion of the tax-exempt obligations issued
by state and local governments are not long term bonds. They are, rather, revenue
anticipation notes and other short-term obligations used to cover temporary short-
falls of cash when payments, including municipal payrolls, become due before peri-
odic tax receipts have been received.

In addition to purchasing a certain number of these tax-exemp obligations in
order to meet their responsibilities as good corporate citizens of thr communities,



54

banks purchase state and local obligations to assure themselves liquidity and to
meet pledging requirements for public deposits in excess of insurance limits.

Under current law, no taxpayers, including banks, are allowed to deduct interest
on debt directly incurred wo purchase or carry tax-exempt obligations. However,
based on various court decisions and IRS rulings, it has been determined that depos-
its accepted in the normal course of business, are not debt incurred to purchase or
carry tax-exempt securities. This is only a presumption and where the IRS can show
a direct linkage between borrowing and the purchase of the tax-exempt securities
the issue of the disallowance of interest expense could be raised under Section
265(2).

In spite of the lack of any tie between accepting deposits from local governments
and purchasing their bonds, banks are currently denied twenty percent of their in-
terest deduction allocable to the purchase or carrying of tax-exempt obligations ac-
quired after 1982. The allocable portion is presumed to be the ratio of tax-exempt
assets to total assets. Under the President's proposal, banks would be denied a de-
duction for 100 percent of their interest charges allocable to the purchasing or car-
rying of tax-exempt obligations. The pro rata presumption would be irrrebutable.
This would apply to all obligations acquired after December 31, 1985. The current 20
percent disallowance would continue to apply to obligations acquired between Janu-
ary 1, 1983 and December 31, 1985. The ABA o poses this proposed change. The
change puts banks at a decided disadvantage when compared to other taxpayers
since a direct link between borrowing and the purchasing of tax-exempt securities is
not the criteria used to determine the deductibility of interest expense.

The purchasing of tax-exempt obligations is not linked to deposit-taking activities
of banks. These two functions are separate activities, related only in that they rep-
resent the two halves of banking; borrowing and lending. Without borrowing, there
could be no lending; without lending, there would be no reason to borrow. Banks
borrow from those who have extra funds and lend to those who need funds.

If Congress intends to change the banking industry's role as intermediaries in the
municipal security market, the ABA believes the proposed denial of the deduction of
interest to carry tax-exempt bonds should apply only to tax-exempt bonds issued
after the enactment date. The proposal now calls for the denial to apply all tax-
exempt bonds acquired after January 1, 1986. This change is consistent with the Ad-
ministration's expressed desire to protect the tax treatment of past transactions.
Banks purchase tax-exempt bonds with the understanding that they will be able to
deduct 80 percent of the carrying costs, that the interest is tax-exempt and that a
market exists to sell the bonds should the need arise. Banks also sell bonds with"puts", a written promise to buy the bond back at a stated price should the purchas-
er desire, on the same basis. This proposl should be limited to bonds issued after
the effective date to protect these transactions. Without that protection, the inter-
bank market for tax-exempts may cease to exist. Those banks that sold tax-exempts
with fixed price puts would likely be facing significant losses if puts are exercised.

Like other U.S. taxpayers, banks that engage in international activities are sub-
ject to foreign taxes on income produced from such activities and are also subject to
U.S. income tax on the same income. The foreign tax credit is the tax mechanism by
which relief is obtained from the double taxation of the same income that would
otherwise occur.

Currently law entitles U.S. taxpayers to take credit against U.S. taxes for taxes
paid to foreign countries on income earned in those countries. The credit is deter-
mined by adding together all of the creditable taxes paid to all foreign countries.
The credit that may be claimed, however, cannot exceed the total U.S. tax on the
taxpayer's foreign source income. Thus, credits are not used to reduce U.S. tax on
U.S. income. Under the President's proposal, credits available on foreign income
would be determined on a per diem country basis. The taxpayer would have to de-
termine the income earned in each country in which it did business. The credit
would then be based on the taxes paid to each country but limited so that it could
not exceed the U.S. tax on the income from that country. Losses could offset inc- rme
in other countries, subject to recapture rules.

Foreign lending has become increasingly competitive in recent years. Foreign
banks, especially those from strong-currency countries, are a major factor in dollar
lending abroad. Up to now, U.S. banks have welcomed the increased competition-
although admittedly with mixed feelings-as a sign of the health of the internation-
al banking system. As increased competition has narrowed profit margins for for-
eign lending, the foreign tax credit has become increasingly significant. In fact, if
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the foreign tax credit were not available, U.S. banks would have to increase interest
charges in order to maintain an adequate return. Competition from other banks will
not permit such pricing. The increased tax cost would put U.S. banks at a competi-
tive disadvantage with foreign banks, whose costs would not be similarly increased,
and might well force U.S. banks out of important overseas markets. Because of the
role foreign loans play in financing the sales of United States commodities and
products abroad, a reduction in the availability or utility of the foreign tax credit to
commercial banks would have an adverse impact on U.S. trade, on our balance of
payments, and even on domestic employment.

A substantial drop in the U.S. tax rate will, more than likely, result in an in.
crease in excess foreign tax credits. These are credits that can't be used currently
because the total foreign taxes paid exceeds the U.S. tax on the taxpayer's foreign
income. The Administration apparently fears that this will result in corporations
rushing to invest in countries with low tax rates, such as tax havens, in order to
increase their foreign source income and the U.S. tax on that income, and thus be
able to use more of their excess foreign tax credits. We do not believe this assertion
is correct for American corporations in general, and it is clearly incorrect for Amer-
ican banks. A loan is made because someone has a need to borrow. Banks cannot
create a need to borrow in residents of tax haven countries merely to take advan-
tage of lower U.S. tax rates. In fact, tax haven countries generally have small do-
mestic economies with no ability to absorb large investments. Instead, the effect of
the Treasury proposal will be to limit lending to high tax countries. This will likely
mean less involvement by U.S. bank in the international financial markets and a
corresponding decline in U.S. international competitiveness and balance of trade.

The per country limitation would also be extremely cumbersome and complex to
apply. It would require all foreign income to be traced to the country where the
loan was made. This would be partricularly difficult for tae banking industry be-
cause of the conduct of its business through a worldwide network of branches.
Banks that are active in international finance often have hundreds, and in some
cases, thousands of overseas branches. While some of thee branches may be doing
business in only one country, many of these branches, like the parent banks, are
conducting banking operations in many countries. This is particularly true for
branches operating in the major money centers of Europe, the Middle-East, and the
Far-East. Trying to trace the income of all of the various branches to individual
countries may well be an impossible task. For all of these reasons, the ABA opposes

_this chage..
The President's proposal would require a business taxpayer to switch from the

cash method of accounting to the accrual method of accounting, effective January 1,
1986, unless the business has: 1) annual average gross receipts of $5 million or less;
and 2) used no other method of accounting to report income or loss in any other
financial report.

The adjustment of affect the change would be computed by taking the difference
between the previously unreported accrued income and accrued expenses as of De-
cember 31, 1985. This amount would be added to or deducted from taxable income
over a period not to exceed six years.

Requiring banks to report on tlie accrual basis does not close loopholes or broaden
the tax base. The proposed requirement also would operate unfairly in that all
small businesses are not treated equally. Many banks have gross receipts under $5
million but all banks are now required to use the accrual method for regulatory re-.
poorting purposes. The Administration apparently feels such taxpayers will find it
simple to convert to the use of the accrual method for income tax purposes. This
attitude fails to recognize the numerous differences between the accrual accounting
rules for financial statements and those for income taxes. For example, the regula-
tory accural accounting rules, which in this instance are also used for financial
statements, require banks to stop accruing interest on loans that are 90 days behind
inpaying interest while the IRS does not recognize any arbitrary cut-off.

In addition to the differences between accrual rules for financial statements and
income taxes, there are currently many provisions in the Internal Revenue Code
which are based on the cash method. These include, for example, reporting gains on
the installment method and taxing prepaid income before it is earned.

The cash method of accounting has been accepted as "clearly reflecting income"
over the years from 1913 to the present for businesses without inventories as long as
the method is used on a consistent basis from year to year. Since the primary source
of a financial institution's income is derived from the monthly payment of interest
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on loans, the cash basis method clearly reflects income on an annual basis. There-
fore, we do not believe it is necessary for financial institutions to be required to use
the accrual method of accounting.

Under current law, if a corporate taxpayer's items of "tax preference" exceed the
greater of $10,000 or the regular corporate tax due for that year, a minimum tax of
15 peercent of the excess is imposed. The preference items include the amount by
which a bank's loan loss reserve deduction exceeds actual experience. The President
has proposed replacing this add-on minimum tax with an alternative minimum tax
beginning January 1, 1986. The loan loss reserve preference item would be abolished
since the deduction would be eliminated under the President's proposal. A new pref-
erence item would be added for borrowers: 25 percent of net interest expense deduc-
tion, but not more than the excess of the proposed Capital Cost Recovery System
deduction over economic depreciation.

The ABA opposes the concept of a minimum tax. A minimum tax penalizes tax-
payers for using the deductions and credits granted by Congress. The penalty occurs
regardless of whether a drop in the regular income tax was a result of too many
deductions or a decline in ordinary business receipts. The penalty can apply as a
result of decisions made in prior years before a downturn in business. We fell mini-
mum taxes are unnecessary in a properly designed, economically sound tax system.

Under current law, corporate taxpayers may generally carry net operating losses
(NOLs) back three years or forward 15 years. Banks and thrift institutions, however,
may carry NOLs back 10 years and forward 5 years. The Administration proposes to
eliminate the special NOL rules applicable to financial institutions. Losses incurred
before the effective date of January 1, 1986, would continue to be treated as under
present law.

The ABA has no objection to this provision. Though some banks have not used up
all of their 10 carry-back years, this change would not substantially impair the fi-
nancial condition of those who currently benefit from these rules. It would also
allow other institutions to benefit from the expansion of the carry-forward period
and the general expansion of the number of carry-over years available.

Corporate tax rates currently are graduated from 15 to 40 percent for the first
$100,000 of taxable income. Those rates are phased out for corporations with taxable
income over $1 million. All other corporate taxable income is subject to a 46 percent
rate. Under the President's proposal, the highest marginal corporate rate would be
reduced to a 33 percent effective rate for tax years beginning on or after July 1,
1986. Graduated rates would be maintained, but only on the first $75,000 of income.
The graduated rates would be phased out for corporate taxable income over
$140,000. Corporations with taxable income over $360,000 would pay a flat 33 per-
cent rate.

The ABA supports the reduction in marginal tax rates proposed by the Presi-
dent's plan. High tax rates reduce the incentive to work, save, and invest. One of
the most important goals of tax reform must be to reduce the bias against savings
and capital formation. A series of steps including reduction in marginal rates, ex-
pansion of IRAs (see below) and broadening of the tax base would move the tax
system toward this objective. The lower rates should reduce the impact of taxes on
investment decisions.

We are pleased to see the President rejected certain ideas contained in the Tre-
saury proposal dealing with the elimination of the graduated rate structure. The
ABA feels the graduated rate structure is an important feature of our tax system,
one that helps insure that small businesses do not pay a disproportionate share of
the corporate tax pie.

The President's tax reform proposal contains a new tax on those who have re-
spnded to his capital incentives. Those taxpayers who have availed themselves of
thenprovisions of the Accelerated Cost Recovery System-designed and enacted by
this Administration-now find they will be penalized for having done what they
were encouraged to do. Forty percent of the "excess" depreciation taken during the
period January 1, 1980 to July 1, 1986 would be recaptured over a three year period
beginning in 1986.

IN 1981, the Presidnent crafted a new cost recovery system, more generous than
the previous one with larger depreciation deductions to encourage capital invest-
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ment. Those who responded to these incentives, who made business decisions based
on that new system now will have to "pay back" a portion of the difference between
the deduction they received and what they would have received under a straight
line depreciation system. The ABA opposes retroactive tax provisions. Though this
would have minimal direct impact on banks, we oppose changes to the tax system
which penalize taxpayers for investment decisions made in response to existing tax
provisions. -

Under current law, an individual generally is permitted to deduct annual contri-
butions to an IRA of 100 percent of compensation or $2,000 whichever is less. Mar-
ried individuals each receiving compensation during the year may make separate
IRA contributions to their IRAs and claim a $4,000 deduction on their joint tax
return. Special "spousal" IRA limits provide that if a married individual's spouse
earns no compensation during the year the individual may deduct annual IRA con-
tributions up to the lesser of 100 percent of compensation or $2,250. The spousal
IRA is not available if the nonworking spouse has any amount of earned compensa-
tion.

The President's proposal would maintain the IRA dollar limits for individuals at
$2,000 but would increase the spousal IRA limits from $250 to $2,000. The proposal
would permit a nonworking spouse to take into account the working spouse's com-
pensation (less the deductible IRA contribution made by thi working spouse) in de-
termining the nonworking spouse's deduction limit. Therefore, a married couple
with aggregate compensation of $4,000 or more would be entitled to the same $4,000
IRA deductible contribution ($2,000 apiece) regardless of how much compensation
was earned by either spouse. In so doing the importance of the economic contribu-
tions made by a nonworking spouse would be recognized.

The ABA believes that the tax benefits associated with IRAs were intended to en-
courage individuals to make adequate provisions for their retirement security. In
fact, Congress' growing awareness that a large number of the nation's workers
would face retirement with inadequate levels of savings led it to enact, as part of
the 1981 Economic Recovery Tax Act, a significant expansion of IRA eligibility in
order to promote greater retirement income security for all workers. Savings for the
purpose of retirement also contribute to the formation of investment capital needed
for economic growth.

The ABA supports the continued expansion of IRAs and believes their use should
not only be encouraged but made available on a broad and consistent basis. We fur-
ther support the proposed IRA changes as a step toward reducing the bias in our
tax system against savings and investments. We would also encourage consideration
of expanding the IRA further to the $2,500 limit as proposed in the original Treas-
ury plan.

The Association is also concerned with the Administration proposal that, while
not directly related to the industry's own tax liability, would affect us as employers
and adversely impact the almost 2 million individuals we employ. I refer to the
sweeping changes proposed to our current employee benefit laws.

Our industry has had a long history of providing for the health, welfare and re-
tirement needs of its employees. With few exceptions, banks have not only assumed
responsibility for making critical medical benefits available to their employees, they
have also encouraged private savings and future retirement income security
through the utilization of employer sponsored plans. These plans form an integral
part of the American retirement system enabling workers to supplement their
income during their retirement years.

The Association believes that our present private retirement system has served
the nation very well. Congress has refined the system several times during the past
several years resulting in a major restructuring of the laws governing employee
benefit plans. Many of these new laws have yet to be understood and employers are
still amending their plans and developing administrative procedures to meet the nu-
merous new requirements. Moreover, the agencies charged with responsibility for
administering these laws have failed to issue regulations dealing with the many
complex issues created by the new laws.
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The Administration's proposal will create more uncertainty in an already uncer-
tain area of the law. We are concerned that the changes proposed to current em-
ployee benefit laws have not been adequately studied and their long term effect on
the nation's employee benefit system has not been adequately considered. We, there-
fore, urge Congress to proceed very slowly in its deliberations on changing- the em-
ployee benefit rules as part of an overall tax reform package.

The Administration's recent proposal to repeal the section 401(k), cash or deferred
arrangements, deserves special comment. Banks, like many other employers, recog-
nized the great value of this program for giving employees an opportunity to sub-
stantially increase their savings. Given the bias against savings in the tax code,
both employers and employees have responded enthusiastically to this opportunity.
Many banks now offer a 401(k) program. Banks have, of course, also been recipients
of section 401(k) funds deposited by other employer plans. We believe it would be a
serious mistake to close off this new source of savings. The low rate of savings in
the United States is well known. Elimination of one of the few savings incentives
can only make the savings rate worse.

While we support retention of 401(k) plans there is one aspect of the Administra-
tion's original proposal regarding section 401(k) that deserves mention. That propos-
al required individuals covered by a 401(k) plan to offset their IRA contributions
against the contributions to the 401(k) plan. The Association believes this could
threaten the continued growth of the IRA program and impose unwarranted restric-
tions on the freedom of investment choice available to IRA participants. As a result,
many employees would be forced to choose between contributing to an IRA and fore-
going the freedom of investment choice that sets IRAs apart from other retirement
programs, or having a larger contribution made to their employer's 401(k) plan,
with a limited choice of employer selected investment options.

The Association opposes the 401(k) IRA offset provision because we believe it
would reduce IRA contributions and would impose a new set of complex rules and
recordkeeping requirements on what is now a simple, easily understood retirement
savings vehicle. In 1981, Congress created the universal IRA and eliminated any
linkage between the availability of an IRA to an individual and his participation
under an employer sponsored retirement program. Congress recognized that to
ensure full utilization of this effective retirement savings vehicle, the IRA would
have to be easily understood and established with a minimum amount of paper-
work. Any imposed linkage between IRAs and 401(k) plans would convert this cur-
rently simple system into a complicated program fettered with burdensome record-
keeping and confusion.

Under current law, individuals are generally allowed a deduction for interest ex-
pense. However, interest on debt incurred to acquire or carry investment property is
deductible only to the extent of the sum of $10,000 plus net investment income.
Amounts disallowed under this limitation for any year may be carried over and
treated as investment interest expense in the next taxable year.

The President's proposal would allow, in full, a deduction for interest expense in-
curred in a trade-or business and interest expense incurred on a mortgage secured
by a taxpayer's principal residence. All other interest expense would be deductible
only to the extent of $5,000 plus net investment income. The limitation would be
phased in beginning with interest expense incurred or paid after January 1, 1986.
Interest currently subject to the investment interest expense limitation would still
be allowed as a deduction up to $10,000 plus investment income (determined under
new rules) prior to January 1, 1988. The limitation on the other interest expense
would be phased in beginning with 10 percent in 1986 and increased by 10 percent
in each subsequent year.

The limitation was proposed to prevent individuals with large amounts of tax
shelter interest expense from using that expense to offset business and employment
income. However, the provision may limit interest deductions on other personal
loans such as second homes.

In addition, because the limitation applies to interest expense incurred on or paid
after January 1, 1986, it penalizes those who made borrowing decisions on the basis
that the interest expense would be deductible. Therefore, any cash flow projections
made at the time the loan was made would no longer be valid. We question the
wisdom of any limitation on interest deductibility.
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The Treasury proposal provided that beginning January 1, 1989, a portion of in-
terest income would be nontaxable and interest expense nondeductible. For banks
and other lenders, the general effect of the interest indexing provisions would have
been to exclude from taxable income the percentage of net interest which represents
the annual inflation rate. Net borrowers would no longer have been entitled to a
similar percentage of their interest deduction.

We viewed the interest indexing proposal as part of a series of indexing provisons
intended to remove the effects of inflation from the income tax system. We are con-
cerned that many other forms of investment remain indexed under the President's
plan but interest indexing has been dropped. For example, a partial exclusion for
capital gains is included in the President's proposal because "... the capital gains
preference compensates for the fact that nominal gains, unadjusted for inflation, are
included in income." After 1990, taxpayers can elect to use the exclusion or to index
the basis of their capital assets. This difference in treatment may create a tax
system bias against debt instruments in the future. We believe it is necessary to
apply inflation adjustments to all forms of investment to prevent distortions in eco-
nomic decision making. The unfairness of taxing the inflation premium inherent in
interest income is self-evident. Nothing real was earned with respect to that seg-
ment, so nothing should be taxed. Taxing the inflation premium is particularly hard
on groups such as the elderly and the poor who tend to make greater use of fixed
interest debt instruments.

The borrower, of course, can benefit from the lack of an inflation adjustment by
paying back a loan in cheaper dollars. The President's proposal, however, contains
several provisions to limit that advantage. Tha interest deduction of individuals is
limited to home mortgage interest and $5,000 of other interest expense, plus invest-
ment income. Corporations face a potential minimum tax on 25 percent of their net
interest expense, limited by the extent of their accelerated depreciation.

We recognize that tremendous complexity is involved in attempting to adji-st in-
terest income and expense for inflation. We believe, however, that continued study
of this issue is important if the equality of treatment of various forms of investment
is to be achieved.

Mr. Chairman, this represents our views on the President's Tax Reform proposal.
As I indicated above, the American Bankers Association 'does support the concept of
tax reform. Tax reform, however, should recognize the traditionalintermediary role
played by banks in the tax system. This role has been and will continue to be impor-
tant in ensuring that tax benefits, such as the tax exemption of state and local obli-
gations, are available to all those for whom they were intended. Finally, Mr. Chair-
man, I hope that the broadening of the tax base is not used as an excuse to elimi-
nate the reserve method of accounting for bad debts., The continued use of the re-
serve method is necessary to accurately compute a bank's taxable income.

Again, Mr. Chairman, we appreciate the opportunity to testify on this issue. We
would be more than happy to supply any additional information needed or to
answer any questions that you may have.

STATEMENT BY FINN M.W. CASPERSEN, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, BENEFICIAL CORP.,
PEAPACK, NJ
Mr. CASPERSEN. Thank you.
I am chairman of the board of Beneficial Corp. Beneficial is ex-

clusively a provider of consumer financial services to American
and foreign consumers. As such, we have a different viewpoint, per-
haps, from many of my colleagues at this table. We do not lend to
companies, we do not lend to countries; we lend almost exclusively,
as I said, to the American consumer.

We favor this tax bill. We favor this tax bill not because of its
effect on Beneficial-in fact, it will cost an incremental $100 mil-
lion in tax payments over the next 5 years. We favor it because of
the effect on the American consumer. That is our constituency;
that is what makes us go.
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We believe, based on our own studies, that this tax bill will
result in increased economic activity, in increased disposable
income, in increased prosperity for the American consumer.

We believe that this bill will end the perception-and I might
add, an accurate perception-that the present tax system in the
United States is unfair, that it depends not on how much money
you earn, not on what income bracket you are, but instead on what
type business you are and, on how able your tax counsel is.

We applaud several specific aspects of the bill. We applaud the
continued availability of interest deduction on the primary resi-
dence. We think that is key to the American consumer. The Ameri-
can consumers' key methodology of saving is the primary resi-
dence, and they should be able to withdraw funds in the form of
first, second, or whatever types of mortgages, on that house for so
long as they own it.

We applaud the first step, small as it may be, toward dividend
deductibility. We think this is very, very important. Too long has
the American tax system been biased in favor of debt. There is a
hidden cost of having a debt interest deductibility as opposed to not
having a dividend deductibility, and that cost is being shown in the
Continental situation in Ohio, in Pennsylvania, and in Maryland.
We cannot have an overly leveraged financial system. We cannot
have a tax system that encourages financial institutions to borrow
to the hilt and to minimize equity investments. This dividend de-
ductibility is a small step-a small step, 10 percent-toward that
end, but it is very important philosophically, and it would have sig-
nificant ramifications on the-financial industry.

We particularly applaud the more-inclusive but lower rates for
both corporations and for individuals. Before I joined Beneficial, I
acted as a tax lawyer. Since I joined Beneficial, I have been in
charge of strategies to reduce taxes and to maximize profits. I well
know the incredible amounts of time, the incredible amounts of
economic resources that are poured into lowering taxes payable,
and I might add poured into unproductive activities, activities that
are not core to the central nature of a corporation. The present tax
law encourages that, and we all know that.

In conclusion I would suggest that we have a unique opportunity
to rid ourselves of an unfair tax system. We have the opportunity
that comes once or twice in a decade, and we should not lose it.

I would like just to close by challenging my colleagues both in
the financial services and in other areas to think-not what is good
for their particular company, not what is good for their particular
industry, but to understand that what is good for the American
consumer in the long run, and indeed usually in the short run, is
good for American business.

Thank you, Mr. Chairman.
The Chairman. Thank you, sir.
Mr. Morris.
[Mr. Caspersen's written testimony follows:]
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STATEMENT OF

FINN M. W. CASPERSEN

Mr. Chairman and members of the Committee, my

name is Finn Caspersen. I am Chairman of the Board and

Chief Executive Officer of Beneficial Corporation. I

appreciate your invitation to appear before this Committee

to express Beneficial Corporation's strong support for your

efforts to reform our tax system.

Tax reform, in the form proposed by the

President, will increase Beneficial's taxes by $100 million

over the next five years. Nevertheless, we support the

President's proposals, for one very simple reason--we

believe they will benefit our customers, and thus in the

long run. both the economy and ourselves.

Two months ago, I made statements similar to

these before the Committee on Ways and Means of the House

of Representatives. In the ensuing weeks, I have been

gratified to see this theme recognized and endorsed by

national newspapers, by major corporations and by average,

middle-class Americans.

The lead editorial in the September 12th issue of

The Wall Street Journal notes that this type of thinking

may be spreading; such major corporations as General

Motors, General Mills and IBM are now taking similar

stands.

56-130 0 - 86 - 3
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Here we have a situation-in which corporate

America and middle-class America can--and do--agree. As

corporations and as individuals, we are perfectly willing

to pay our fair share of the tax burden. But we insist on

a level playing field. We want a tax system that is FAIR

to all. There are many aspects to the President's tax

proposals; fairness is the one we endorse above all others.

To place my views in context, Beneficial is a

leading lender in this country. But Beneficial, unlike

many other financial institutions, is first and foremost a

consumer lender. We do not lend to governments or in any

significant amounts to large businesses. Our primary

mission is to supply credit to the public at a fair and

profitable rate. We provide this credit in many

forms--through our 1,135 loan offices in 40 states, Canada

and the United Kingdom; through the issuance of Visa and

MasterCard cards; and through retailers of all kinds

throughout the country. We lend both on an unsecured and

secured basis. We are the largest second-mortgage lender

in the country. At the end of June, we had $5.5 billion of

loans outstanding to more than 2.3 million customers. Most

of our customers are the American middle class; with

household incomes that typically range from $20,000 to

$50,000. Beneficial Corporation's stock is traded on the

New York Stock Exchange and is owned by more than 26,000

shareholders.
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When we say that tax reform will benefit our

customers, it is for this reason: most of our customers

will pay less taxes and, therefore, have more disposable

income to save, spend or invest. This, obviously, will

benefit us directly. As Americans become financially

healthier, they will be better customers for our services.

As Secretary Baker pointed out in his testimony, most

taxpayers will pay less taxes and most of our customers,

namely those families with between $26,000 and $50,000 of

household incomes, will pay 7.2% less taxes.

This will obviously improve these families'

well-being. These people are not motivated by tax

avoidance. They are motivated by the most basic of

purposes: to own a home, to educate their children, to

protect their health, to prepare for retirement. Tax

reform will help them to achieve their piece of the

American dream.

Higher after-tax family incomes will also benefit

the general economy. Many economists believe the economic

recovery in recent years was led by the willingness of the

consumer to spend and invest. If the tax changes result in

more disposable income as predicted by Secretary Baker and

others then the scenario could be repeated.
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Beneficial supports tax reform even though its

corporate income tax payments will increase in the

aggregate by $100 million over the next five years, the

period being used to measure the revenue impact of the

proposal. The reason for this increase in tax payments is

twofold: first, the transition rules in the President's

proposals moderate the benefit of the rate reduction during

the first five years of the changes; and second, Beneficial

like many other companies structured its financial affairs

and made investments over the past several year with the

specific purpose of minimizing its corporate income tax

burden. It would probably no longer be prudent or

economically viable to make such investments if the tax

reform proposals are adopted in their present form.

I would now like to turn to the specific

provisions of the President's tax reform proposals upon

which we base our support for both our customers and the

company. Looking first at our customers, the key words in

the Treasury proposal as it applies to individual taxpayers

are "fairness and simplicity." The tax system today has

become extremely complex and riddled with provisions for

special interest groups; it is perceived by the average

American taxpayer to be unfair. In order for the voluntary

nature of our income tax system to survive, it is important

that this perception be changed. We believe that fairness

will be achieved by adopting the President's proposals that

broaden the tax base, lower tax rates, and eliminate
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special deductions, special tax credits and other

preferences.

Simplicity and fairness are inter-related. A tax

system that is complicated is perceived as unfair because

its interpretation is restricted to those who can afford to

employ tax experts. We do not expect Congress to adopt, in

total, the President's proposals for tax reform. However,

we believe it's important that. when the dust settles, the

average American must feel that he is better off as p

result of these changes and. specificallv, that his tax

burden has been reduced. If this objective is

accomplished, and only if this objective is accomplished,

will tax reform achieve its stated goals of fairness and

simplicity.

The President's tax reform proposals address two

specific deductions that are very important to our

customers. They are the home mortgage interest deduction

and deductibility of consumer interest. We applaud the

Administration for stating as one of the tax reform goals

"the home mortgage interest deduction should not be

jeopardized." This was enumerated by the President in his

State of the Union Address and once again by Secretary

Baker before this committee. The President's tax reform

proposals permit taxpayers to deduct all of the interest on

loans secured on their primary residence. This is of
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paramount importance to our customers if they are to enjoy

the benefits of the American dream of home ownership.

Some have advocated that the home mortgage

interest deduction should be limited to the mortgage

incurred at the time the house was purchased. We strongly

disagree. Implicit in the American dream of home ownership

is to one day recognize the increased value in the equity

in one's home. Refinancings and second mortgages help

middle-class Americans unlock that equity without having to

sell their family homes. They are able to finance college

educations, pay medical bills, make home improvements or,

generally, just improve the quality of their lives.

Furthermore, to try to condition the deductibility of

interest on the basis of the form of the loan or the use of

the proceeds would be inconsistent with tax simplification

and would be difficult to enforce and administer.

The President's tax reform proposal further

provides that interest expense other than that associated

with indebtedness on a principal residence will be

deductible up to $5,000 plus investment income. We agree

with Secretary Baker that the majority of families will

never be affected by the latter limitation; it would serve

primarily to curtail the economics of the tax shelters that

higher income taxpayers currently utilize to reduce their

tax liabilities. We would recommend, however, that the

$5,000 limitation be indexed for inflation so that
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legislative changes will not be necessary in the future if

inflation causes interest rates to rise to the very high

levels of just a few years ago.

Turning to the reform of corporate taxation, we

are pleased to join General Motors, IBM, J.C. Penney and

many other distinguished companies who have appeared before

this committee to support corporate tax reform around two

common principles: the reduction in the corporate income

tax rate from 46% to 33% and the intr6duction of the

deduction for dividends paid. Like Beneficial Corporation

many of these companies will incur increases in their tax

burden under the President's proposals. Like Beneficial,

they have decided to support this type of tax reform

despite the increased cost. They understand that the

benefit to their customer and the fundamental fairness

which follows from eliminating special preferences and

creating a "level playing field" will insure that decisions

are based on market motivation not tax considerations.

Overall, the reduced rate will encourage economic growth

that will lead to better long-term profits for their

corporations.

I encourage this committee to look very closely

and put a'high burden of proof on those companies and those

trade associations that argue for the maintenance of

special provisions which tilt the playing field in their

favor.
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Beneficial pays relatively high dividends to its

shareholders. We are thus concerned with the partial

deduction for dividends paid in the President's proposal.

The current system taxes corporate earnings twice. Once

when they are earned by the corporation and again when they

are received in the form of dividends to its shareholders.

While we favor a deduction higher than 10% for dividends

paid, we applaud the introduction of the concept and would

agree that it should be tempered with the overall need for

revenue neutrality.

American businesses are already too highly

leveraged because of the deductibility of interest and the

non-deductibility of dividends. For the sake of the

stability of our financial system, we must encourage more

equity investment and less leverage. The partial

deductibility of dividends is an essential first step

towards this end.

In conclusion, I-recommend and challenge other

financial institutions not to limit their support or

reaction to the impact of the President's proposals on

their special tax preferences in the Internal Revenue

Code. Instead, they should take a broader look at the

significance of the reform proposals to the overall economy

and especially at its impact on their customers.

Ultimately, it will be the health and success of their
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customers that will control their future profitability.

Let's not let the tax system continue to dictate economic

decision making. Let the market and consumers provide such

initiative.

The tax system should be fair. It should collect

enough revenue to support our country and its citizens but

not favor one industry over another or one form of capital

allocation over another. I agree with many that have come

before this committee that the tax lais are now a form of

industrial policy. This should be eliminated to the

greatest extent possible, in order to introduce a

perception of fairness and neutrality in the revenue

system.

The job of this committee and Congress is a very

difficult one. There should be no doubt that with such

sweeping tax reform changes there are risks. The answers

will not be known nor can the economic result be known with

any high degree of certainty. However, the time has come

for tax reform legislation to be enacted that is founded on

fairness and simplification not special interests. The

time for tax reform is now. I learned from listening to

our customers that a consensus of the American people want

tax reform. We, at Beneficial, are prepared to help you in

this historic undertaking for fundamental tax reform.

Thank you.
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STATEMENT BY JOE MORRIS, PRESIDENT, COLUMBIA SAVINGS
ASSOCIATION, EMPORIA, KS, AND VICE CHAIRMAN-ELECT, U.S.
LEAGUE OF SAVINGS INSTITUTIONS
Mr. MORRIS. Thank you, Mr. Chairman.
I am Joe Morris. I am president of Columbia Savings of Emporia,

KS. I appear this morning on behalf of the U.S. League, its 3,500
savings and loan and savings bank members nationwide.

The league appreciates this opportunity to discuss the adminis-
tration's tax proposals and their application to our specialized
thrift and home-finance industry.

We urge this committee and the Congress to proceed with cau-
tion, to avoid unseen damage to our industry, which as you know
remains in a fragile condition, and to avoid unseen damage to our
Nation's economic structure.

The administration's request would eliminate the section 593
bad-debt reserve deduction and tax our institutions at the 33-per-
cent rate proposed for corporations generally. For the future, our
bad debts would be handled through specific chargeoffs. Specific
chargeoff is not appropriate for financial intermediaries which
invest primarily in long-term real estate mortgages, since it would
postpone tax recognition of loan-loss expense until after the ex-
pense has been incurred economically.

Reserve accounting more accurately measures economic income,
particularly for financial institutions.

As a corollary, the administration also proposes to recapture into
taxable income a portion of past bad-debt reserve accumulations.
Though Treasury is vague on the precise calculation of the recap-
ture, they agree that this new liability for thrifts could approxi-
mate $2 billion. While the cash tax collection would be spread over
10 years, financial statement accounting impact would be immedi-
ate and severe. Our institutions would be required by their ac-
countants to establish a deferred tax liability. This unique and
unfair recapture would wipe out at one stroke a substantial portion
of our industry's net worth, doing severe damage to our recovery. It
would increase the exposure of the FSLIC and the FPIC, and
reduce the availability of housing credits that we provide.

In my own institution, a study by Arthur Young showed that the
effect of the bad debt recapture alone would increase our effective
tax rate for each of the next 10 years from 31 percent to 39 per-
cent.

The U.S. League therefore recommends retaining a scaled-back
reserve method vf 5 percent of taxable income, which more closely
approximate/ thrift loss experience. This 5 percent is down from 40
percent under current law. Preserving the reserve method, even at
a much lower level, will continue the incentive for investment in
housing while removing the threat of recapture.

The administration also proposes the same 3-year carryback/15
year carryforward net operating loss treatment for financial insti-
tutions which now applies to corporations generally, rather than
the 10 back/ 5 forward pattern we presently utilize.

Furthermore, only losses after January 1, 1986, would be eligible
for the extended carryforward period.
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While we support parity in the 18-year total carryback/carry for-
ward period, we would recommend a different combination. A 10-
year carryback should be retained for thrift institutions in recogni-
tion of the special safet. md soundness concerns unique to our de-
positories.

Net operating loss carryforward should *be extended to 8 years,
and existing net operating losses should be eligible for any carry-
forward extension.

My full written statement explains our opposition to the admin-
istration's mandated switch to accrual rather than cash-basis ac-
counting for financial intermediaries, and the particular inequity
of the excess-depreciation recapture proposal in the case of savings
institutions.

As a final point, the proposed repeal of the deduction for State
and local taxation creates a special problem in our cost-of-funds
competition with the U.S. Treasury issues. This will further compli-
cate the problems of mortgage affordability in addition to the well-
recognized pressures on housing affordability and values from the
denial of the property tax deduction.

We have appreciated this opportunity to present our views on
how our business would be affected, and we look forward to your
questions and look forward to working with you.

The CHAIRMAN. Thank you.
Mr. MORRIS. Thank you very much, Mr. Chairman.
The CHAIRMAN. Mr. Cannon.
[Mr. Morris' written testimony follows:]
STATEMENT OF JOE C. MORRS, PRESIDENT, COLUMBIA SAVINGS ASSOCIATION, F.A.

EMPORIA, KS, IN BsmAty OF THE U.S. LIAouE oF SAVINGS INSTITUTIONS
Thank you, Mr. Chairman, and members of this distinguished committee. My

name is Joe C. Morris and I am President and Chief Executive Officer of Columbia
Savings Association, F.A. of Emporia, Kansas. I appreciate this opportunity to
appear before you today in my capacity as Chairman of the Committee on Corporate
Taxation of the U.S. League of Savings Institutions. 1

The U.S. League strongly supports the overall objectives of fairness, simplicity
and growth advocated by President Reagan in his tax reform proposal. Few sectors
of the economy have as much to gain from well-crafted reform efforts as savings
institutions. As promoters of thrift and home ownership, we offer the straightfor-
ward type of loan and savings products which should be encouraged by the reform
process. As a result, we are somewhat dismayed by adverse and unnecessary provi-
sions in the Treasury package which would reduce our institutions' ability to serve
our customers. We hope that, in working with your distinguished committee, as well
as with House Ways & Means, we shall be able to revise these provisions into a
more constructive form.

Certainly, every American shares the goals of encourage capits. tirmation, en-
trepreneurial activity, and job creation. Many of the provisons o the current tax
system, though initially well intended, may no longer be ser vi those original pur-
poses and should be reviewed. The Treasury study has been of real benefit in pro-
ducing a comprehensive study of the special provisions incorporated over the years
in the basic tax code.

The U.S. League of Savings Institutions serves the more, than 3,500 member institutions
which make up the $1.1 trillion savings association and savings bank businesses. League mem-
bership includes all types of institutions-federal- and state-chartered, stock and mutual. The
principal officers include: John B. Zellars, Chairman Atlanta, Georgia; Gerald J. Levy, Vice
chairman, Milwaukee Wisconsin; William B. O'Conneil, President, Chicago, Illinois; Philip Gas-
teyer, Executive Vice resident and Director of Washington Operations; and James 0. Freeman,
Senior Legislative Representative. Lea$ue headquarters are at 111 East Wacker Drive, Chicago,
Illinois 60601. The Washington office is located at 1709 New York Avenue, N.W., Washington,
D.C. 20006. Telephone: (202) 637-8900.
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Over 30 years worth of amendments have been added to the 1954 Internal Reve-
nue Code. Each change has certainly produced new tax complexity without neces-
sarily contributing to tax fairness.

Despite the good intentions of the framers of every special provision, there can be
little doubt that the sheer complexity of the code and the growing public perception
of its unfairness and arbitrariness have begun to threaten the essential broad-based
support, voluntary compliance and self-assessment on which the system is based.
Such a trend presents a real threat to the well being, fiscal integrity and even na-
tional security of our country. Such a threat clearly merits congressional response.

But another threat to those shared values looms even larger. That is the danger
from uncontrolled federal budget deficits. Tax reform is an issue of critical impor-
tance, but it is vital that the reform effort should not supplant deficit reduction ef-
forts.

The League applauds the initial steps taken by the Congress in forming the 1986
budget targets, but clearly much remains to be done. We recommend that the Con-
gress examine proposals to reform the tax code from the constant perspective of tai-
loring that effort to mesh with the deficit reduction drive.

The need for the incentive to economic growth from reductions in marginal
income tax rates must also be balanced with the retention of critical tax deductions
embedded in both the tax code and the economic life of the nation. The Administra-
tion proposal is a logical starting point for tax reform, but we strongly suggest that
insufficient attention has been paid therein to the sectoral impacts of the proposals.

As the major supplier of home mortgage credit to the nation, we are particularly
concerned by the potential for severe impact on housing activity. The macroeconom-
ic impact of the Administration's plan is also of vital concern to the thrift industry.
It is by no means clear that the indirect benefits the package would bring in lower
interest rates (from the projected increased savings flows at lower individual tax
rates) will be enough to offset the direct burdens on homeownership costs. In addi-
tion, the adverse impacts of certain provisions of the reform proposals would severe-
ly limit the ability of our specialized institutions to continue to provide mortgage
finance, and thus further increase the costs of homeownership.

Measuring the particular economic impact of the tax code changes is difficult
even for individual items, but for such a broad range of simultaneous tax code revi-
sions the difficulty is greatly compounded and resulting economic projections are
less reliable. Our savings institutions have recently survived a prolonged period of
high interest rates, deregulation of liabilities before assets, and increased competi-
tion for savings, which forced over 900 of our members to be merged. acquired, or
liquidated. Savings institutions cannot soon tolerate another bout of high interest
rates. Our eroded net worth could not support the certain losses that would result.

We, therefore, urge the Congress to proceed with caution, examining where possi-
ble both the macroeconomic and sectoral impact of the President's plan in order to
avoid potentially harmful and unforeseen damage to our underlying economic struc-
ture.

The President's recommendations would totally restructure the tax treatment of
savings institutions as corporate taxpayers. The core provision of savings institution
taxation under present law is a special provision allowing a percentage of taxable
income to be set aside as a bad debt reserve: almost all other unique aspects of sav-
ings institutions tax flow from this one item. The repeal of this Section 593 special
deduction would thus essentially eliminate the distinctive tax treatment accorded
savings institutions by Congress for the last 23 years.

A brief look back into the history of financial institution taxation shows that as
long ago as 1921 commercial banks were provided a reserve deduction for debts
which become worthless during the year in addition to an allowance for future bad
debt exposure. Savings institutions by contrast, remained exempt from federal tax-
ation until 1951 when tax liability was imposed on income exceeding 12 percent of
an institution's savings balances. Then in the Revenue Act of 1962, savings institu-
tions, like commercial banks, became subject to regular federal corporate tax except
for the option of the special thrift percentage-of-taxable-income bad debt deduction
(Sec. 593(b)(2)). Congress, in granting this deduction, recognized the substantial risks
involved with long-term lending and the importance of credit to finance homeowner-ship.uThis benefit was also to encourage savings institutions to remain specialized hous-

ing originators and investors. Thrifts received the maximum tax benefits of Section
593 when 90% (pre-1969) of their assets were in certain housing credit-related and
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necessary liquidity "qualifying assets." Today (post-1969), 82% of savings and loan
and stockholder-owned savings bank investments must be in cash, government and
municipal obligations, real property loans, or other housing-related investments in
order to receive maximum benefit from the bad debt percentage-of-income deduc-
tion. (Mutual savings banks receive maximum use of the percentage-of-taxable-
income method when 72% of their investments are enumerated qualifying assets.)
These housing-investment orientations are the "price" thrifts must continue to pay
to enjoy the maximum tax benefits of Section 593. The special thrift bad debt deduc-
tion is denied to all thrifts, mutual and stock, savings and loan association or sav-
ings bank, if less than 60% are in qualifying assets.

As indicated, Congress in 1969 granted full use of the special thrift bad debt de-
duction to savings banks with a 72% qualifying assets ratio-in recognition of his-
torical differences between savings and loan associations and mutual savings banks.
In the intervening years, the two types of institutions have become virtually indis-
tinguishable, particularly with the passage of the Garn-St Germain Depository Insti-
tutions Act of 1982 , which encouraged new investment flexibility to assure contin-
ued institutional viability. In the event that tax legislation in this Congress does not
take the radical step of abolishing the special thrift tax treatment, we would recom-
mend that all savings institutions be allowed full use of the bad debt deduction at
the 72% level. The key role of thrifts in home finance can be expected to continue
on the grounds of management expertise alone, absent any radical downgrading of
homeownership benefits in the individual income tax structure. The asset composi-
tion test at 72% will assure the long-term commitment to home finance by all thrift
institutions in the modern economic environment.

The record of savings institution commitment to housing is well established.
Today the $1 trillion savings and loan business and the $300 million savings bank
industry hold more than 50% of private residential mortgage debt and 40% of all
mortgages nationwide. Thrifts have fulfilled congressional intent by serving as the
primary source of credit for home buyers and sellers well beyond the expectations
which prompted the changes made in the Revenue Act of 1962. Their housing spe-
cialization-mandated, in part, through our federal tax code, has not, however,
come without cost. Thrifts continue to face the peculiar risks of long-term home fi-
nancing specialists-incurring, in particular, significant operational losses from the
inherited mismatch of short-term deposit costs and long-term investment returns
during the recent high interest-rate period.

The Ways and Means Committee report accompanying the Revenue Act of 1962
clearly indicates that the special bad debt reserve approach was to provide "reserves
consistent with the proper protection of the institution and its depositors in light of
the peculiar risks of long-term lending on residential real estate." Congressman
Keogh referred to the peculiar risks associated with long-term real estate lending in
a March 28, 1962 floor speech advocating the new percentage-of-taxable-income re-
serve method. Keogh stated that a thrift institution:

. . . is a different kind of organization from a commercial bank.., the matter
of investment losses is quite different between the two types of organizations. Home
mortgage investments are long-term investments with different risk characteristics
than short-term commercial paper. It was clear to the Committee on Ways and
Means that loss reserve provisions applicable to loss experience on commercial
paper have no relevance to an appropriate reserve on long-term real estate loans.

Actually there is no certain formula that will tell us what is the exactly appropri-
ate loss reserve for long-term real estate loans. The very uncertainty of these losses
is the problem."

Congress was extremely prescient in making provision for unforeseeable, extraor-
dinary losses in the mandated home financin* specialization. It is true that the
losses ultimately arose from the interest rate risk built into the mortgage portfolio
rather than default risk, but the reserve accumulation permitted under the tax code
was vital in weathering the storms of the last few years.

We eniphasize that these tax favored reserves are not available for distribution to
stockholders, but must be retainedto cover the losses against which they were pro-
vided. Indeed, without the percentage reserve method granted our institutions in
1962 and the additional $5 billion in reserves attributable to that provision, the
thrift business would have been hurt even more by the devastating losses of 1981
and 1982.

The 1969 Tax Act was the last major revision of financial institution taxation. In
the 1969 Act the allowable thrift percentage bad debt allocation was reduced over 10
years from 60% and 40% of taxable income. At the same time this phase-down of
the bad debt reserve deduction was enacted, Congress attempted to reduce any nega-
tive impact of this change by granting financial institutions special net operating
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loss (NOL) treatment of 10 years carryback and 5 years carryforward in order to
"provide an extra margin of safety to protect against the possibility of unusually
large bad debt losses." (Report of the House Committee on Ways and Means to ac-
company H.R. 13270, the Tax Reform Act of 1969).

Since 1969 additional tax changes have been enacted which have altered the tax
status of thrifts. The 1981 Economic Recovery and Tax Act provided greater net op-
erating loss carryforward treatment (15 years) for ordinary corporations. Despite
this significant enhancement of the regular corporate carryover period, financial in-
stitutions were held to their pre-1981 5-year carryforward level. The 1981 Act also
required stock-form savings banks to maintain the higher savings and loan level of
qualified investment (82%) in order to receive the maximum bad debt percentage

reduction. In 1982 the Tax Equity and Fiscal Responsibility Act, and then in 1984
the Deficit Reduction Act combined to cut back by 20 percent the amount by which
the bad debt reserve deduction (Sec. 593) exceeds the amount which would have
been allowable on the basis of actual experience. This new corporate tax preference
Section (Sec. 291) of the code-which disallows a portion of preference items-has
somewhat undermined the traditional tax treatment originally accorded thrift insti-
tutions by Congress in 1962.

The U.S. League believes that all corporations enjoying the fruits of our economic
system have a continuing obligation to contribute adequate tax revenues to meet
the expenditure needs of the nation. The thrift business is one industry which con-
tinues to meet its tax-paying responsibility in this regard.

In spite of the benefit of Section 593, thrifts have been paying an increasing
amount of federal income tax beginning with the Revenue Act of 1962. As outlined
above, this level was increased by the Tax Reform Act of 1969. The following Table I
depicts the higher statutory thrift tax rate from the 1969 bad debt reduction, as well
as the increased tax liability resulting from the bad debt cutbacks in the 1982 and
1984 Tax Acts.

Thrifts have essentially paid taxes at this statutory rate. Unlike money-center
commercial banks which have used a variety of tax management techniques to
reduce the U.S. tax liability on worldwide and U.S.-derived income to extremely low
values, profitable thrifts face effective federal tax rates of approximately 30%. Table
2 depicts the actual federal taxes paid by thrifts over the 1970s. (The table stops at
1979 since beginning in 1980 many institutions sustained losses, and virtually the
entire industry became unprofitable in 1981 and 1982: thus the percentage-of-tax-
able income method has been little utilized by thrifts in this decade.) In tax year
1985, however, the business will show the best earnings performance since the late
1970s and will return to significantly positive tax-paying status. Clearly, thrifts will
continue to contribute their fair share of federal corporate revenues as they return
to health.

TABLE I
[In percent]

Boo.
Taxable year beginning pcetage of Statutory tax

taal Incomle ratemethod

1969 ...................................... I........ ............ ........................................................................ ......... 60 19.2
1970 ................................................. .......................................... ...................................... .......... 57 24.28
19 71 ...................................................................................................................................................... 54 25.27
19 72 ....................................................................................................................................................... 51 26.27
1973 ..................................................................................................... .............................................. 49 26.93
1974 .................................................................................................................................................. . 47 27.60
1975 ............................................................................ I....... ....................... ........................................... 45 28.26
1976 ....................................................................................................................................................... 43 28.92
1977 ........................................................................................................................................... ........ 42 29.26
1978 ............................................................................................................ ........................ . ......... 41 30.22
1979 .............................................. ...................................................................................................... 40 29.46
1980 ...................................................... ., ............................................................................................... 40 29.46
198 1 ................................................................................................................................................... 40 29.46
1982 ....................................................................................................................................................... 40 29.46
1983 ................................................................................................................ .............................. . 34 30.36
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TABLE I-Continued
(In percent)

BDO-
Taxable year ginnin percentage of Statutory tax

taxae income rate
method

198 4 ........................................ .............................................................................................................. 34 30 .3 6
198 5 ...................................................................................................................................................... 3 2 3 1.28

TABLE 2
[in millions of dollars]

Taxable year Pre-tax book After-tax book Book Federal Federal taxes
income income tax expense paid

1970 ...................................................................................................... $1,165 $925 $216 $186
1971 ........................................................................................................ 1,748 1,313 359 314
1972 ........................................................................................................ 2,317 1,687 517 457
1973 ...................................................................................................... 2,655 1,897 621 541
1974 ........................................................................................................ 2,143 1,482 532 468
1975 ........................................................................................................ 2,082 1,448 500 406
1976 ....................................................................................................... 3,218 2,249 775 628
1977 ....................................................................................................... 4,610 3,198 1,151 1,018
1978 ....................................................................................................... 5,716 3,918 1,435 1,275
1979 ........................................................................................................ 5,197 3,619 1,307 1,091

Source: U.S. League of Savings Institutions, Federal Home Loan Bank Board data cross-checked with Corpmration Income Tax Returns (Treasury
Department) for the various years.

Note that the combination of financial and tax return data produces a different
value for the effective tax rate, the proportation of income taken by taxes, than the
computation from the taxable income base. No single measure of tax burden is com-
pletely satisfactory. This method gives the lowest figure for the corporate tax bite.

The Administration's current proposal to eliminate Section 593 would reverse 23
years of tax and housing policy. At first glance, that may not be of too much con-
cern. Today savings institutions, because of their portfolio specialization, do not uti-
lize tax incentives enjoyed by other depository institutions and consequently the
33% rate proposed by the Administration closely approximates current thrift mar-
ginal tax rates.

The Treasury tax reform plan, however, goes much further than abolishing the
special thrift bad debt reserve method. The plan would abolish entirely the reserve
method of providing for bad debts by all taxpayers. Instead, a system of specific
charge-off would replace the traditional and well-understood reserve methodologies.
(Today most corporations may utilize a six-year moving average of bad debt experi-
ence, a method also available to thrifts and commercial banks; commercial banks
have a second option of the use of a percentage-of-eligible-loans bad debt addition;
thrifts may use any of the moving average experience, the commercial bank eligible-
loan or the thrift percentage-of-income methods).

The Treasury argues that any reserve method of accounting 'or bad debts over-
states the true size of bad debt losses and that the charge-off system, delaying any
deduction for such bad debts until actual write-off, is preferable theoretically and
more accurate practically. We do not accept.such a contention. Though there may
be some legitimate debate over "excessive" deductions from certain hitherto permis-
sible bad debt methodologies, such debate is a separate issue from the question of
the validity of-reserve accounting. In fact, such reserve accounting is clearly better
matched on theoretical grounds to the accrual basis of accounting which the Treas-
ury advocates elsewhere in its reform package and which we shall address later in
this statement.

The U.S. League strongly urges the retention of some method of reserve account-
ing for bad debts, at least for financial intermediary bad debt exposure. For most
corporations not engaged in the business of lending funds, except perhaps in the
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form of trade credit, bad debt losses are probably a minor and incidental expense.
For financial intermediaries, bad debt reserves are an integral part of their basic
business and deserve more analysis than offered in the Treasury package.

Specific charge-off as a substitute for reserve accounting is totally unsatisfactory
especially for mortgage loans. The method fails to take into account the timing of
the lender's economic loss from bad debts. These economic losses occur much earlier
than the point at which a loan can be formally written off for tax purposes. The
write-off for a bad loan is usually the last step in a drawn-out process which starts
when a loan becomes troubled, continues through a work-out or foreclosure period,
and culminates only when a loan is either finally collected or written off.

Specific charge-off postpones the tax recognition of any loan loss expense until
after this expense has been incurred economically, whereas reserve accounting more
accurately measures economic income.

In addition to the theoretical shortcomings of the proosal to eliminate the reserve
method of accounting for bad debts, this flawed element of the Administration pack-
age brings with it a host of ancillary complications. The proposal is intimately
linked to the-requirement to "recapture" the tax benefits from past bad debt deduc-
tions.

Henceforth, when assets go bad, the loss will be charged directly to taxable
income rather than to a tax reserve dating back to the original investment period.
(If accumulated bad debt, reserves are not recaptured, taxpayers would, in effect, get
a double deduction-once, at the time of the initial addition to the reserve, and,
second, in the future when the loss is directly charged on the tax return rather than
to the reserve.) Consequently, under the Administration's plan, accumulated bad
debt reserves are recaptured so that every taxpayer's returns will retroactively be
revised "as if' this new system had always been in effect.

Retroactive legislation is seldom advisable. When a "go forward" proposal man-
dates such a complex retroactive adjustment, warning signals are being sent. This
entire section of the package requires rethinking.

For savings institutions, the impact of the recapture proposal is peculiarly ad-
verse. The burden of actually having to pay the tax may be the lesser of the associ-
ated problems for savings institutions. The special bad debt reserves accorded thrifts
since 1962 were in return for their concentration on residential finance. That con-
centration, in an era of deposit rate deregulation, combined with historically high
interest rates, proved exceptionally costly to many institutions. The Administration
partially recognizes that connection and has not proposed a recapture of all the ben-
efits of the special thrift bad debt deduction but only of that part equivalent to what
could have been claimed had the thrift bad debt method never been enacted.

The portion to be recaptured would be the greater of the commercial bank
method (Section 585) and the actual loss experience. (Treasury officials have yet to
declare the precise calculation of the equivalent "commercial bank reserve" to be
recaptured.) Furthermore, under the Treasury's plan, this amount could be taken
into income by the thrift either in the first year or over 10 years. Though this par-
tial recapture approach appears to be "fair", it hardly leaves an institution in the
fle ible investment portfolio position of a commercial bank. Not only would the
President's plan eliminate all special tax incentives for thrifts to, continue to focus
their investment in housing, but even in its revised Administration form, recapture
would still retroactively penalize institutions.

We estimate that the associated tax liability over ten years could be as much as
$2 billion for our institutions. However, the financial statement impact would not be
deferred over that period.

In its consideration of how to reflect the tax savings for an institution from the
use of the thrift bad debt reserve method, the accounting profession accorded that
benefit the statues of a permanent difference between book and tax return income.
The provision enacted in 1962 and adjusted in 1969 was not scheduled for phase-out,
as was the case for the commercial bank method and no mention of recapture was
ever made.

Consequently, the thrift tax savings flowed through the income statement into the
net worth accounts of the business, quite unlike the situation at commercial banks,
where the tax saving was transferred to a deferred tax liability account. Commer-
cial banks will face the cash flow burden of actually paying the recapture tax. Sav-
ings institutions will first have to reflect a new tax liability on their books far in
advance of the actual payment of the tax.
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At the moment and by coincidence, the entire financial accounting methodology
of reflecting the impact of changing tax laws and rates on the financial statements
is in flux. Because of the uncertainties in the relative timing of the tax law and
accounting principles revisions, no definitive answer on the magnitude of financial
statement impact can be given. However, it appears in all likelihood that savings
institutions will encounter a uniquely severe impact from the recapture of bad debt
reserves as recommended by the Administration.

The Financial Accounting Standards Board (FASB) is expected to require immedi-
ate creation of a deferred tax liability on thrift financial statements. So while the
tax impact can be spread over 10 years, the financial statement impact from recap-
ture could be immediate, wiping out at one stroke a substantial portion of existing
thrift institution net worth nationwide.

Following the massive erosion of net worth in our industry 1981 and 1982 and the
slow return to profitability thereafter, this check to thrift sector recapitalization by
reserve recapture will be sorely felt by both the housing sector and the federal agen-
cies responsible for insuring depositors against institutional failure.

Even the need for revenue neutrality with the President's Tax Proposal does not
justify such an inequitable result. In any event the adverse impact on fragile thrift
financial statements far outweighs the minimal revenue pick-up.

We are aware that tax writing Committee staff are cognizant of the problem and
have discussed a number of alternatives to the- Administration recapture proposal,
but will within the overall framework of the specific charge-off methodology as the
sole prospective bad debt deducation method.

It may be possible to structure a system whereby the major immediate financial
statement reduction in net worth is avoided. If so, the Treasury may still actually
benefit to the tune of the approximately $200 million per year forecast from the re-
capture. Each dollar of net worth can be leveraged by approximately $30 of new
assets and liabilities.

The $2 billion net lost by bad debt recapture could thus support $60 billion of bal-
ance sheet expansion. At a modest 1% profit margin on that expansion an addition-
al $600 million in taxable earnings would -be booked, giving the $200 million in
taxes that would have been raised by recapture itself, but have produced by contin-
ued thrift institution capacity to serve the mortgage market.

Though these alternatives are indeed more attractive than the Administration
proposal, we remain unconvinced by the entire underlying philosophy.

The entire question of reserve method accounting for thrifts should be carefully
studied by Congress. The existing system was enacted in recognition for the portfo-
lio restrictions characteristic of both federal and state-chartered thrift institutions
in 1969. Clearly, some significant (though modest) liberalization of asset authorities
has been achieved at both federal and state levels in the intervening quarter-centu-
ry-but that liberalization has been accompanied, indeed preceded, by total deregu-
lation of savings deposit interest rates. So far, the outcome of the deregulation proc-
ess has been to weaken, rather than strengthen, institutions-though, at this point,
the future looks far more promising.

Even so, it would be appropriate for this Congress to take cognizance, as did its
predecessor, the 87th Congress, of the continuing portfolio restrictions on savings in-
stitutions. While the Administration's tax proposals in advocating a unform tax
treatment for depositors implicitly assume that absolutely complete investment free-
dom has already been granted to thrift institutions or will be shortly, the Banking
Committees in each House of Congress have legislation under review which would
maintain a number of significant constraints on investments by federally-chartered
thrifts and, for the first time, impose federal limits on the exercise of state-charter
empowerments. (On June 12, the House Committee on Banking, Finance and Urban
Affairs reported H.R. 20 which substantially revises the "qualifying assets" test and
applies it to new purposes: similarly, the Senate Banking Committee has under
active review companion legislation.)

Though the outcome of that legislative process cannot be predicted with certainty
and since some restriction on unfettered use of state powers is warranted to protect
the Federal Savings and Loan Insurance Corporation, it would be appropriate for
this committee to reconsider whether or not to retain some special tax incentive for
home finance specialization.

The 33% regular corporate rate proposed by the Administration comes relatively
close to the current 31.3% rate applicable to thrifts making full use of Section 59T
This close correspondence makes it possible for our institutions to contemplate the
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loss of the special bad debt deduction, but the need to retain some tax incentive to
compensate for the opportunity cost of continuing portfolio restrictions still re-
mains.

In addition, the problems from the elimination of the rserve method of accounting
and from bad debt recapture cry out for solution. One approach which could address
all of these problems simultaneously would be to revise the special thrift bad debt
deduction from its current effective level of 32% (the statutory 40% level reduced
by the 20% preferrence scaleback under the 1982 and 1984 tax acts) down to 5% to
10%. Such a value would reduce the statutory thrift rate to esentially the 31.3%
present level, assuming a new general corporate rate of 33% and would, at histori-
cal profitability levels, approximate actual bad debt experience losses. (At a pretax
item on assets of 0.90%, a 5% to 10% special thrift bad debt reserve would give an
addition of approximately 0.05% to 0.10% of loans addition to the bad debt reserve.)

Such a reserve method retention would eliminate the need for retroactive recap-
ture linked to specific charge-off, would narrow the gap between experience-level
losses and thrift bad debt deductions, and would provide a mechanism whereby the
fragile thrift sector could be insulated from any subsequent movement from the sug-
gested regular corporate tax rate level of 33%.

Any increase in the recommended, basic 33% corporate rate without specialprovi-
sion for our institutions-for example by the retention of a special bad debt deduc-
tion-will seriously jeopardize our. business and its ability to fulfill its role as the
nation's primary source of home mortgage credit.

As a' related point, should the Congress decide to phase down the regular corpo-
rate rate from 46% to 33% rather than make the switch immediately, the Section
593 benefit will also have to be phased down proportionately to avoid an unintended
adverse impact on thrifts.

For this and the previously mentioned reasons, the U.S. League opposes the impo-
sition of the charge-off method and recommends forgiving accumulated build-up of
past bad debt reserves and making a fresh start with a reserve method which more
closely approximates actual loss experience. A number of technical issues arise in
this area relating to the restrictions on any grandfathered reserves (and thus will
arise even under the Treasury plan). These questions revolve around Section 593(e)
and we would be happy to discuss them with Committee staff. Despite these techni-
cal complexities our overall position is very simple: If recapture is not eliminated,
the U.S. League cannot support the President's tax reform proposal.

Financial institutions have operated since 1969 using a net operating loss treat-
ment of 10 years carryback and 5 years carryforward. At the time, this was a more
generous departure from the general corporate rule of 3 years carryback and 5
years carryforward.

Subsequent changes in tax law and regulation have reversed that favored position
for savings institutions. In 1979, the Treasury, without any legislative prompting,
adopted a new regulation whereby the tax refund benefit o an OL carryback was
halved. Under that regulation, institutions were required to reduce the allowable
special thrift bad debt deduction by an amount proportional to the amount of the
NOL carried back to that previous positive tax payment year. The effect is to in-
crease the tax liability of the institution and reduce the refund. This change was
made, by coincidence, exactly at the time when widespread operating losses begin to
threaten the business. Its impact on tax recoveries has been severe. Citing the need
to "provide an extra margin of safety to protect against the possiblity of unusally
large bad debt losses." Congress had provided the benefit of longer carryback for net
operating losses to offset reductions to the thrift bad debt reserve contained in the
same 1969 Tax Act.

Shortly after this IRS regulation, in 1981 the Economic Recovery and Tax Act
(ERTA) left the NOL rules for financial institutions unchanged at a time when non-
financial corporations were granted a more favorable 15-year carryforward author-
ity. This new rule, plus the existing 3-year carryback, provided nonfinancial corpo-
rations with a greater 18-year net operating loss aggregate carryover period than
the combined 15-year treatment (10 back, 5 forward) afforded financial institutions.
Moreover, ERTA also allowed nonfinancial corporations to use the extended period
against losses incurred in 1976 and subsequent years, not just those incurred after1981.

The loss of the superior combined carryover period has occurred at a time when
such benefits would be most beneficial. The losses incurred by savings institutions
from historically high interest rates clearly fall into the category of unique risks
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contemplated by Congress at the time special rules were originally granted. Special
provisions for these entities are clearly warranted.

The Administration's 1985 tax reform recommendations propose applying prospec-
tively the general corporate carryforward rules to thrifts. This denial of extended
NOL carryover treatment for existing losses runs counter to the clear precedent es-
tablished in 1981 under ERTA, as well as violating the congressional intent of the
1969 Tax Reform Act granting financial institutions a superior NOL treatment in
recognition of the special safety and soundness concerns which are unique to deposi-
tories.

The general rationale for net operating loss carryback and carryforward is that
a taxpayer should be able to average income and losses from a trade or business over
a period of years to reduce disparities from fluctuating incomes. This rationale is
particularly appropriate for thrifts whose long-term investment portfolios make
their net income particularly vulnerable to sudden increases in interest rates. For
financial intermediaries, the bottom line is the difference between relatively huge
gross interest income and interest expense totals. Relatively minor savings in inter-
est rate levels can produce huge changes in net earnings.

Full carryforward opportunty for net operating losses is especially important for
institutions which have assisted the federal insurance agencies (FSLIC and FDIC) by
participating in supervisory mergers-acquiring troubled institutions operating at
substantial losses. Denial of equitable tax loss carryforward opportunities will fur-
ther complicate the task of the FSLIC and FDIC in attracting future merger part-
ners.

In addition, the important role of financial institutions within the business com-
munity requires that they be given at least net operating loss parity with other cor-
porations, both in terms of aggregate years, as well as in the ability to utilize exist-
ing losses fully.

The U.S. League, therefore, recommends granting overall carryover period parity
to thrifts by retaining our longer NOL carryback treatment and merely extending
our NOL carryforward to a total of 8 years. The U.S. League strongly urges, as a
matter of equity and to reflect the nature of the losses in the 1980 to 1982 period,
that the existing net operating loss overhang be included in these revised NOL
rules. A number of institutions facing the most servere NOL carryforward problem
may even be attracted to the longer carryforward period of regular corporations,
again provided that the longer period be made available for existing NOLs. In such
cases, it would be appropriate to permit a one time, irrevocable option for institu-
tions to elect regular corporate rules as regards NOL carryovers for all outstanding
and future losses. This provision, with appropriate transition rules, would be of real
value to a number of institutions and is fully consistent with the general concept of
NOL offset. The overall thrust of tax reform is increased equity and efficiency. This
NOL issue is one where the basic question is one of fairness: the outcome should not
be revenue-driven.

The Administration's tax proposals would limit the use of the cash accounting
method employed by virtually all savings institutions as well as a wide array of
other service industries. Under this proposal, the cash accounting method would be
limited to- firms which have average annual gross receipts (over three years) of $5
million or less and do not use any other accounting method regularly to determine
income, profit or loss.

Under the accrual method, generally speaking. income and expenses are recog-
nized and deducted when incurred; the cash method recognizes income and deducts
expenses when they are received or paid in cash or equivalent.

These new cash accounting restrictions would be effective for taxable years begin-
ning January 1, 1986. However, taxpayers would be permitted to spread the income
adjustment that results from the switch between the two accounting methods rat-
ably over a six-year period.

The rational offered for this provision in the Administration package seems plau-
sible on the surface but does have its weak spots. The Supreme Court has recently
noted that there is no implicit presumption that financial accounting and tax ac-
counting should be in conformity. In Thor Power Tool Co. v. U.s 439 U.S. 522 (1979),
the Court stated:
m"The primary goal of financial accounting is to provide useful information to the
management, shareholders, creditors, and others properly interested: . . . the pri-
mary goal of the income tax system, in contrast, is the collection of revenue ...



80
Given this diversity, even contrariety, of objectives, any presumptive equivalency be-
tween tax and financial accounting would be unacceptable."

In addition, it is incorrect to assume that the Administration proposal would nec-
essarily eliminate any discrepancy between the financial statement and the tax
return. Even if both were on an accrual basis, significant differences, such as depre-
ciation recognition, would remain. In fact, the above discussion on the proposed
elimination of reserve accounting for bad debts represents an inconsistent move-
ment in the Administration package away from accrual methodology.

Cash accounting is somewhat of a misnomer. Tax returns prepared on this basis
do not completely follow a receipts and disbursements methodology-depreciation is
a non-cash basis spreading of the cost of acquiring fixed assets used in the business.
The major problem that Treasury has- with the overall approach followed by cash
basis taxpayers is the somewhat greater flexibility afforded.

Cash accounting does indeed provide thrifts with some important tax manage-
ment alternatives not available under the accrual method. Moreover, an abrupt
change from cash to accrual accounting would create an additional burden for thrift
institutions at a time when they are struggling to restructure their portfolios and
recover from the prolonged earnings squeeze which has weakened them The flexibil-
ity provided by cash accounting is important to the continuation and success of this
recovery process.

In addition, thrift institutions would face another adverse financial statement
impact from this tax law change if FASB adjusts the way that future tax liabilities
should appear on the balance sheet.

Unlike the situation with the thrift bad debt reserves, deferred tax provision has
been made for the timing differences produced between book and tax income from
cash/accrual discrepancies. However, as Table 1 above shows, the statutory thrift
rate has always been less than the 33% proposed in the Administration package.
Under new FASB rules, it could become necessary to increase the financial state-
ment provision for these timing differences to reflect the higher 33% rate.

The cash to accrual switch could thus have a financial statement impact of about
$200 million. As a side-benefit of the restention of a modest 5% to 10% special thrift
bad debt reserve addition, consistent with actual experience, this adverse impact
would also be avoided.

However, even if the prejudice against the overall caelh basis of accounting pre-
vails, the league would suggest that a deeper analysis of thb situation would argue
for, at most, a limitation in the use of this method by savngs institutions. The
major legitimate reason the Treasury might have for opposing the use of the cash
method is its potential for creating timing differences whereby one taxpayer's ex-
pense is not simultaneously picked up as another taxpayer's income. If expenses are
recognized before income is declared, the Treasury is making interest-free loans of
the taxes on the discrepancy. ,

Even though this may be a Valid theoretical concern, for savings institutions the
problem does not arise on the vast bulk of the transactions on either side of the
balance sheet. As financial intermediaries specializing at the retail, individual tax-
payer level, our cash basis business accounts interact with cash basis individual tax-
payer returns.

on the savings deposit side, the vast bulk of our liability base, the constructive
receipt doctrine and the countervailing deductibility of deposit interest expense as
credited to accounts essentially produces a near-perfect match. On the asset side,
the preponderance of individual mortgage loans owed by cash basis mortgagors
gives an equal offset to our cash -basis recognition of income thereon.

Any move away from the 'cash basis on the bulk of our assets and liabilities
would, in effect, produce rather than eliminate the type of distortion intended by
th, switch to the accrual basis. A clear instance of the asymmetries caused by the
accrual basis for our institutions is the problem created by applying the original
issue discount (OID) rules to individual mortgage transactions by last year's tax act.

Under DEFRA, savings institutions would be placed on an accrual basis for cer-
tain purposes though borrowers would be limited to cash basis interest deductions.
Consequently, lenders would accrue more income than borrowers could deduct as
expense. Instituting asymmetries in favor of the Treasury is no solution to asymme-
tries against the federal revenues.

Analogous problems would arise from the present proposal to mandate accrual ac-
counting generally.

The U.S. League recommends that savings institutions be permitted to continue
the use of cash accounting for tax purposes. At the very least, this method should be
retained for reporting income from currently held long-lived financial assets and the
financed interest, origination points and deferred interest thereon. As with the
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elimination of reserve accounting and reserve recaptures, a significant financial ac-
counting cloud hangs over the reform provisions. The financial statement damage
could be out of all proportion to the revenue raised.

Finally, and to illustrate the interconnections of these issues, the forced switch to
an accrual rather than a cash method of accounting could also require the recogni-
tion of taxable income which in fact may never be received. Since income is report-
ed as accrued rather than as received and since on-going bad debt deductions are
eliminated in favor of specific charge-off, institutions will be forced to pay taxes on
fictitious income and defer any reversal of that tax charge until final uncollectibility
can be proved. Such provisions can hardly be characterized as a movement towards
greater fairness.

A major new element of the revised Administration package is the recapture of
40% of the excess depreciation claimed under the ACRS regime enacted by the 181
tax act. Treasury argues that the timing difference produced by ACRS will, unless
corrected, produce a significant windfall by accelerating deductions into a 40%
rather than a 33% corporate tax regime. By triggering 40% of the timing difference
of excess depreciation into the taxable income stream at a 33% corporate rate, the
13% difference between the 46% and 33% corporate tax rates is approximately
offset.

Many commentators have criticized the meat-axe approach adopteMl by the Treas-
ury in this area. The detailed criticisms have discussed the importance of the :om-
position of the fixed asset portfolio on which excess depreciation is recaptured and
the misapplication of the% analysis to assets on which a substantial part of the
return will be taxed at capital gains rates. We commend these points to the Com-
mittee's attention.

However, as far as savings institutions are concerned, a much simpler point must
be made: the entire depreciation recapture process is predicated on a completely er-
roneous assumption of a 13% drop in the statutory tax rate from 46% to 33%. As
far as we are concerned, the reform package as drafted would actually raise our
statutory rate from 31.3% to 33%. For savings institutions, the excess depreciation
recapture should be eliminated as completely as the recapture of past bad debt re-
serves. Closer examination of the particular circumstances or our institutions can
show no basis for either of these punitive provisions.

As a final matter related to the purchase and expensing of capital asserts, in the
event that any eventual tax reform legislation does not completely eliminate the in-
vestment tax credit (ITC), the League would like to draw the committee's attention
to the inequitable treatment of saving institutions in that regard. The special
thrift bad debt deduction is now effectively down to only 32% which would already
argue for availability of more than the 50% value of the regular ITC currently
available to our institutions. Obviously, to the extent that further cutback in this
special bad debt provision is contemplated, compensating adjustments in any re-
tained ITC program would be in order.

A similar point could be made as regards the availability of the current 85% and
proposed 90% corporation to corporation dividends received deduction. We do, how-
ever, appreciate the institution of a limited 10% dividends paid deduction. As insti-
tutions increasingly move-to stock from, this will offer some relief from double fed-
eral taxation of corporate profits.

A final area as regards our position as corporate taxpayers faced with a major
recapitalization and restructuring task relates to special thrift reorganization rules.
These rules were enacted in the 1981 Economic Recovery and Tax Act to permit the
acquisition of a "financially troubled" thrift to qualify as a tax-free reorganization
without regard to the continuity of interest requirement (Section 368(aX3XD)). This
provision in the revised Administration package would until 1991 continue to
permit an acquiring corporation to assume the failing thrifts' assets and liabilities-
in a tax-free reorganization without regard to continuity-of-interest. The same
sunset date is provided for Section 597 which provides for tax-free treatment of cer-
tain FSLIC payments made to the acquiring corporation in connection with an ac-
qu tsition.

These 1981 tax law changes were intended to assist the FSLIC in attracting
merger partners for supervisory merger cases-thus assuring depositors that their
funds were secure and minimizing payouts from the FSLIC fund. Thrift institutions
remain exposed to interest rate fluctuations and are still oxily part-way through re-
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structuring their balance sheets to enable them to compete in the uncerainty and
volatility of the newly deregulated financial environment.

The U.S. League fully agrees'with the President that the thrift industry has not
fully recovered from the devastation of the 1981 and 1982 loss years. We, therefore,
strongly support the President's decision to-delay repeal of these important supervi-
sory assistance Sections at least until 1991.

In fact, we would prefer Congressional review at that point rather than a definite
sunset. Currently, we project rather healthy earnings in the aggregate for the busi-
ness for 1985 and beyond but should a breakdown in the budget process unsettle
financial markets and increase rates sharply, these projections could quickly require
a downward adjustment. In addition, even though the business on average may re-
bound rather strongly, the FSLIC ce.seload may be slower to shrink and a hard and
fast target of 1991 may be impossible to meet.

As a further point, we see no rationale for confining this type of merger facilita-
tion to the FSLIC alone rather than to both FSLIC and FDIC assistance for troubled
thrifts. Given the strains placed on the FDIC by the past few years, we would
strongly support extension of these provisions to the FDIC assistance payments al-
ready made in the past and to be made in the future. Uniformity in these rules for
all thrifts would be one beneficial example of tax code neutrality.

Finally, we come to the interaction of the proposed changes in individual tax laws
with the position of savings institutions as financial intermediaries. The key issues
here involve the federal deductibility of taxation imposed by lower levels of govern-
ment.

A great deal of discussion has involved the impact on real estate values of the
denial henceforth of the deductibility of local property taxes. The U.S. Leae
shares these concerns as will be outlined in a moment but first it may be helpful to
analyze another, little-appreciated implication of the non-deductibility of state
income taxes.

Non-deductibility of these taxes will inevitably disadvantage all forms of taxable
debt instruments vis-a-vis U.S. Treasury and agency obligations. Presently, wherev-
er state or local income tax is levied, interest on federal obligations is exempt, just
as municipal bond interest is in turn exempt from federal taxation. Savings ac-
counts, though of virtually equivalent safety in view of the federal guarantee, must
pay a somewhat higher rate, other things being equal, to cover the double bite of
taxation imposed at both the state and federal levels.

That savings account rate spread to the equivalent maturity along the Treasury
yield curve is narrowed by the federal deductibility of the state tax bite on the sav-
ings account interest. In effect, the federal tax bite is reduced in proportion to the
marginal tax rate of the investor. If, however, the rules are changed so that no'
offset to federal tax liability is allowed for the state income tax bite, the yield
spreads from doubly-taxed savings accounts to single-taxed U.S. obligations must
widen. In effect, all rates must rise relative to the Treasury yield curve.

The net outcome of this phenomenon is hard to predict but it is simple to show
that, for a marginal depositor/taxpayer in the top federal tax bracket facing 6%
state income tax on a 10% savings account, the break-even increase in savings ac-
count yield is approximately 0.8%, i.e. a 10.3% yield will now be necessary to pre-
vent a switch to investment in Treasuries. This paradoxical result occurs even
though, with the drop in the federal rate from 50% to 35%, the depositor/investor
would return more of the interest from the doubly taxed savings account. The prob-
lem is that the U.S. Treasury becomes relatively speaking a better deal because of
its single taxation only.

-To some extent, depending on supply and demand conditions in the savings
market, this higher cost will come out of improving, but still fragile savings institu-
tion margins, reducing the accumulation of capital and the ability to provide financ-
ing. Also, however, since this is a general phenomenon, the rates ot' new mortgages
will rise relative to Treasuries, first from attempts to pass along those higher sav-
ins costs, and, second, to attract the same level of funds in the now tougher compe-
tition with investments in Treasuries.

Intentionally or unintentionally, ,this provision will enhance the marketability of
Treasury obligations at the expense of every other debt instrument, including-mort-
gages. There is no guarantee that the general level of interest rates will fall enough
to overcome this adverse impact on housing affordability.

Of course,- the loss of the deductibility of property taxes would also adversely
affect the after-tax cost of homeownership.ere is no guarantee that the
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presumed decline in mortgage interest rates from increased savings at lower tax
rates will more than compensate for the loss of the property tax deduction. Even if
interest rates do decline should the package be enacted "as is", that would provide
little consolidation to current owners facing higher home occupancy expense unless
that homeowner has an adjustable rather than a fixed rate loan. A contention that
the lower income tax rates would always offset the loss of the property tax deduc-
tion is demonstrably untrue. At the very least, in a relative sense, housing would be
a less attractive investment.

Certainly it has to be admitted that the exorbitant rates of return on highly-lever-
aged, fixed-rate financed, real estate investment achieved in the inflationary era of
the late 1970s could not and should not be sustained. In addition, some of the alarm-
ist analyses of the impact of the loss of the property tax deduction may have gone
overboard in predicting massive declines in real estate values. Nonetheless, given
the fragile nature of both the housing recovery and the rather high delinquency
rate already produced by the slowdown of inflation and the uneven geographic dis-
tribution of the recovery from the recession, even a 2-5% decline in relative real
estate values could produce additional, unnecessary problems for both borrowers
and lenders.

Foreclosures are clearly a human tragedy for the family dispossessed. But they
are also a financial calamity for the lender. At a time when savings institutions are
finally beginning to recover from the strains of inflation and recession, an added
wave of asset quality problems would hardly be helpful.

Losses on real estate foreclosures appear this year to have tripled from historical
levels. Should home values actually decline because of the loss of property tax de-
ductibility, these losses could double or triple again. Nor is the condition of the
FSLIC, even with the retention of the special assistance provisions, so strong as to
enable additional problems to be handled routinely. Overall, we feel that the impact
of the proposals on the real estate sector has been inadequately analyzed by Treas-
ury and is a welcome subject for Congressional review.

Though the property tax deduction has received the lion's share of the attention,
the inclusion of mortgate interest on second homes in the $5,000 plus investment
income limitation on the other interest deduction may also already have had an
impact on housing activity. Although second homes comprise perhaps only 3-4% of
total activity, in certain regions the proportion is much higher. Nor are such pur-
chases the exclusive domain of the ultra-wealthy. A further review of this limitation
in the Administration package is in order.

The same goes for the revisions in the "at risk" and capital gains rules for com-
mercial real estate. Again, a substantial proportion of rental property has benefitted
from these provisions which the reform package would eliminate. An in-depth
review of the impact of these changes prior to enactment is essential.

Savings institutions have played an increasing role in financing such properties.
Some institutions have been extremely successful; a few have been much-publicized
failures. The fortunes of neither extreme, nor of the vast bulk of institutions in-be-
tween, would be improved by these changes. Ultimately, the FSLIC is exposed when
ventures involving FSLIC-insured institutions are involved.

Despite these reservations, the League does support two provisions in the Admin-
istration's program dealing with housing. The first is the elimination of the disrup-
tive mortgate subsidy municipal revenue bond program. Though superficially attrac-
tive as a means of assisting the first-time homebuyer, these programs have been
costly to the federal Treasury, inefficient providers of deep subsidies to a favored
few, and insufficiently targeted to families needing special assistance for home pur-
chase. If homeownership subsidy programs are to be continued, our League advo-
cates more extensive use of the direct Mortgage Credit Certificates program author-
ized under DEFRA. That alternative provides a greater degree of borrower choice of
both lender and loan type, and produces a more equitable dispersal of federal tax
subsidy.

The second housing-related area where we endorse the Treasury package is in its
revision of the installment sale rules. So-called "builder bonds" permit a lengthy de-
ferral of taxation on profits from real estate sales, even though the builder/develop-
er is effectively cashed out of the mortgage financing afforded to purchasers, be-
cause of the retention' of the mortgage by the builder for legal, if not economic pur-
poses. This practice represents a clear abuse of the permissible choice of tax ac-
counting method and is overdue for correction.
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The U.S. tax code has always been. voluntary and, therefore, compliance becomes
a critical factor in measuring efficiency and fairness. Without fairness and per-
ceived equity, tax code compliance will be quickly eroded. Examples of tax code non-
compliance, however, seem to be on the increase and, therefore, the U.S. League
supports effective measures to improve compliance and reduce the growing under-
ground economy.

An important element for improving tax code fairness, simplicity and compliance
is the reduction in overall corporate and individual tax rates. Easing the perceived
tax burden through lower rates improves voluntary compliance, reduces the attrac-
tion of shelter provisions and other tax avoidance schemes, and simplifies the exist-
ing code. We applaud the Administration for proposing lower corporate tax rates.
Reduced corporate tax liability will in our view increase taxpayer compliance and
stimulate economic growth.

The U.S. League also commends the President-for -his proposal to expand the
spousal IRA contribution to the maximum $2000. The American housewife who usu-
ally works more than a full day in the home should not be denied the same retire-
ment benefits of a wage earner working outside the home. The IRA account is one
of the major inducements for long-term savings and spousal IRA parity will increase
this important source of long-term capital.

The League, however, is disappointed by the recent Administration proposal to
once again eliminate the popular 401(k) savings plan front the tax codes. The
League. had been encouraged by the reinsertion of the 401(k) in the set of changes
made from the original November 1984 Treasury proposal to the May 1985 Adminis-
tration package. Even though the May structure for the 401(k) integrated the IRA
and 401(k) contributions within our overall ceiling, the added flexibility of the 401(k)
is an attractive consumer benefit.

These plans represent a major private alternative to relieve the strains on the
social security retirement system. We strongly recommend including the 401(k) and
IRA proposals made by President Reagan last May in any tax code revision adopted
by Congress.

This concludes the written testimony of the U.S. League of Savings Institutions.
Our organization supports the Administration's recommendation for a maximum
33% corporate tax rate. We cannot, however, support the elimination of the thrift
institution bad debt reserve (Section 593) and its replacement with a specific charge-
off for bad debts. In particular we protest as unfair the Administration's proposal to
recapture a portion of accumulated bad debt reserves. With regards to the net oper-
ating loss carryback/carryforward treatment of saving institutions, we recommend
continuation of the 10-year carryback and extension from five to eight years of the
carryforward to achieve parity with with the 18-year duration of carryback/carry-
forward now available to other corporations. The Administration's recommendation
for mandated accrual tax accounting is inappropriate for depository institutions.
The proposed elimination of the deduction for State and local taxes creates a special
problem for private-sector financial intermediaries in the competition for retail de-
posits with q.S. Treasury issues. We were pleased when the Administration elimi-
nated immediate repeal of special sections of the Code needed by the FSLIC in its
resolution of supervisory cases; however, we urge your Committee to review the con-
tinued need for these provisions, rather than "sunset" them, in 1991. Finally, we
call your attention to the work of House Banking Com'mittee, which has pending for
floor action legislation redefining a "qualified thrift lender" for the purposes of the
financial institution statutes. Ideally, a consistent qualifying assets standard should
apply for corporate tax purposes, as well.

I have appreciated this opportunity to present the views of the U.S. League of
Savings Institutions and look forward to your questions.

STATEMENT BY W. DEAN CANNON, JR., PRESIDENT, CALIFORNIA
LEAGUE OF SAVINGS INSTITUTIONS, LOS ANGELES, CA

Mr. CANNON. Mr. Chairman and members of the committee, my
name is Dean Cannon. I am president of the California League of
Savings Institutions. I would like to offer my written statement for
the record and simply summarize that statement at this time.
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Our membership in California collectively holds some 25 percent
of the assets in the savings and loan industry, and I appreciate this
opportunity to present our membership's deep concerns about the
impact of the administration's tax proposal on the future of this in-
dustry.

In addition, I would like to say at the outset that the California
League shares the concerns expressed earlier by Mr. Morris on
behalf of the nationwide industry.

Our membership is very concerned that proposals to entirely
revamp the taxation of the savings industry have been made and
may be considered by Congress in the-name of tax reform without
any regard for the economic impacts this proposal would have on
our industry or for the regulatory requirements that are imposed
on the industry.

We recognize that the tax proposals generally have a far reach-
ing effect, and this committee has heard and will hear from many
groups. We believe, however, that the savings industry is and has
historically been recognized as a very unique segment of the Amer-
ican economy, as an instrument to foster residential home owner-
ship, and would be adversely affected by the administration's tax
proposal in a rather dramatic way.

The industry is now placed between the provervial rock and a
hard place. Tax policy members of the administration suggest in
the tax-reform proposals that the savings industry should immedi-
ately diversify out of residential mortgages and be taxed as any
other business. At the same time, the regulators and the congres-
sional banking committees are saying that the legislation is neces-
sary to ensure the industry's continued commitment to residential
mortgage lending. The administration wants to assure that dedica-tion for home mortgage interest, to encourage home ownership,
and yet it is telling the primary supplier of mortgage funds to
invest elsewhere.

The savings and loan industry is already in frail health. We fear
that the financial impact of the pending tax proposals and the im-
position of conflicting regulatory and tax policies about the very
nature of the savings industry may result in irreparable harm. The
irreparable harm comes from not only the added tax costs of one
increasing the industry's effective tax rate by the elimination of
the industry's special bad-debt reserve deduction, but two causing
the industry to repay or recapture past tax benefits granted for the
industry's already fulfilled commitment to housing, but also from
the impact of these proposals on the industry's balance sheet, the
cost of doing business.

While it is true that various tax liabilities that *ould result from
the proposal could be spread over a period of years, such is not the
case with financial and immediatk financial regulatory accounting
which would require full and-immediate recordation of those liabil-
ities.

The sum of these liabilities would have the immediate effect of
reducing the industry's net worth, and the magnitude of this net
worth reduction could well approach all of the industry's tangible
net worth. It is likely that this impact would jeopardize the solven-
cy of certain institutions and adversely affect our Federal Deposit
Insurance system. At the very least, it will impair the health of nu-
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merous institutions, reduce their ability to raise sorely needed cap-
ital, their ability to earn public confidence in our system generally.

The direct and indirect tax impacts of the proposal are of ao
small significance, either. The industry is concerned about elimina-
tion of special net operating loss carrybacks presently in place for
the industry, as well as the ineligibility of existing losses that qual-
ify for any new carryforward, the proposed requirement to accrue
income loss before receipt, and the significant additional cost of
competing with Government for investment dollars as a result of
proposed elimination of State and local tax deductions.

In addition, the proposals adversely affecting housing threaten
the value of the security underlying our investments.

We would like the opportunity to work with the committee to de-
termine what aspects of tax reform can fairly and reasonably be
applied to the industry. To that end, we are continuing our study of
these issues and would ask that you keep the record open so that
we may have the opportunity to submit further data as we are able
to collect them.

I thank you, Mr. Chairman, for the opportunity you have given
me this morning to present the California League's position with
respect to this matter, and I would be happy to try to respond to
any questions you may have.

The CHAIRMAN. Thank you, sir.
Mr. Perkowski.
[Mr. Cannon's written testimony follows:]

e
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STATEMENT OF W. DEAN CANNON, JR.
PRESIDENT, CALIFORNIA LEAGUE OF SAVINGS INSTITUTIONS

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE, My

name is Dean Cannon, and I am president of the California

League of Savings Institutions. I am pleased to have

the opportunity to appear before this Committee.

Collectively, the members of the California League

hold approximately $250 billion in assets, which amount

represents approximately 25 percent of the savings

industry's assets nationwide. In California,

approximately 80 percent of our members' aggregate assets

constitute "qualifying" assets under the present

definition for savings and loans under the Internal

Revenue- Code. Moreover, approximately 70 percent of

our members' aggregate assets consist of actual

investments in residential mortgages. In addition,

California savings institutions are responsible for

financing 57 percent of home purchases in California.

Given the California League's representation

of a very significant portion of the savings industry,

I appreciate being able to present to you our membership's

deep concerns about the impact of the Administration's

tax proposals on the future of this industry.

At the outset, our membership is very concerned

that proposals to entirely revamp the taxation of the
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savings industry have been made and may be considered

by Congress in the name of tax reform, without any regard

for the ecojiomic impact such proposals would have on

the industry or for the regulatory requirements which

are imposed on the industry. We recognize that the

tax proposals generally have a far-reaching effect and

that this Committee has heard and will hear from many

groups. We believe, however, that the savings industry

is, and has historically been recognized as, a very

unique segment of the American economy, and would be

affected by the Administration's tax proposals in a

unique way.

The industry is now placed between the proverbial

rock and a hard place. The tax policy members of the

Administration suggest in the tax reform proposals that

the savings industry should immediately diversify out

of residential mortgages and be taxed as any other

business. At the same time, the regulators and

Congressional banking committees are saying that

legislation is necessary torensure the industry's

continued commitment to residential mortgage lending.

The savings industry is already in frail health. We

fear that the financial impact of the pending tax

proposals and the imposition of conflicting regulatory
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and tax policies about the very nature of the savings

industry may result in irreparable harm.

We hope that this Committee will have the

opportunity to cQnsider fully and carefully the

consequences of any proposed tax legislation on the

future of the savings industry. The California League

is prepared to work with you toward this end.

In my statement today I would like to review

the proposed tax changes for the industry in light of

(1) its historical tax structure, (2) its current economic

and regulatory environment, and (3) the very real threat

the proposed changes would pose for an already ailing

industry.

I. HISTORICAL PERSPECTIVE

Savings and loan associations first emerged in

the nineteenth century as a means of financing home

ownership for people with limited financial resources.

Community groups pooled their resources into associations,

and each member of an association, as the resources

of the association permitted, borrowed from the pool

in order to acquire a home. Of course, savings and

loans have changed somewhat since that time. However,

the primary purpose of savings and loan associations
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remains unchanged: to enable Americans to become

homeowners.

Unlike other entities, including commercial banks,

savings institutions have historically been in the unique

position of "lending long" (long-term residential

mortgages) and "borrowing chort" (short-term and demand-

type deposits). Notwithstanding recent legislative

changes, the industry basically remains a long-term

housing lender. Congress, for more than 80 years, has

encouraged the savings industry to assume this financial

position to assure the availability of residential

mortgage funds in order to fulfill a very vital national

need for housing. This long-standing system established

by Congress has and continues to be very effective as

reflected by the industry's commitment to mortgage

lending. Technical commentators tend to gloss over

- -the fact that the tax proposals represent a very

fundamental change away from this existing national

policy of encouraging home ownership through the assurance

of mortgage funds.

Because savings institutions make loans on 30-year

mortgages and at the same time borrow on short-term

deposits, the industry is subject to the great risk

of fluctuating interest rates. As Congress observed

in 1982:
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The high and volatile interest rates
of recent -years have illustrated starkly
the inherent dangers of borrowing short
and lending long-at fixed rates.'

Congress has appreciated this risk and long ago recognized

the need to encourage institutions to take such risks

by establishing a special tax regime for savings

institutions that concentrate investments in residential

mortgage loans.

Since the inception of the Federal income tax,

savings and loans have been granted unique tax treatment.

Until 1951, such institutions were not subject to tax.

Since 1951, Congress has maintained a special tax

structure for the industry in recognition and

encouragement of its commitment to residential mortgage

lending.

Under current law, savings and loans that commit

82 percent of their assets to spec ified housing-related

assets are subject to the general corporate tax, but

are allowed a special deduction in arriving at income

subject to tax. Savings and loans may deduct additions

-to bad debt reserves equal to a maximum of 40 percent

S. Rep. No. 97-536, 97th Cong., 2d Sess., Depository
Institutions Act of 1982, Rept. of Comm. on Banking,
Housing, and Urban Affairs to accompany S. 2879, p. 13
(Sept. 3, 1982).
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of taxable income.2 The net effect of this special

deduction under current law is to bring the effective

industry tax rate down to approximately 31 percent for

those institutions committed to residential mortgage

lending.

While denominated a "bad debt deduction," this

special allowance for savings institutions differs

materially from ordinary corporate or bank bad debt

deductions in nature as well as amount. The risks which

the reserve is designed to protect against are not only

the risks of non-performing loans -- as is the case

with other businesses -- but also the additional risk

of interest rate fluctuations and other risks associated

with long-term residential mortgage investments.

Current tax law also recognizes the long business

cycles to which savings institutions are subject by

virtue of the limitations on their investments. Since

1969, savings institutions have been afforded a special

ten-year carryback and five-year carryforward of their

2 A savings and loan whose qualified assets fall below
the 82 percent test (as set forth in-Internal Revenue
Code ("IRC") § 7701(a)(19)) is still permitted a
deduction, the amount of which decreases as qualified
assets decrease. Institutions whose qualified assets
fall below 60 percent, however, are not entitled to
any deduction for additions to loss reserves. IRC
§ 593(b)(2)(B).
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net operating losses ("NOLs"). Congress expressly stated

in 1969 that this special carryback period was designed

to minimize the danger of an unexpected surge of

losses,' and the special carryback provisions have in

fact fulfilled their intended purpose.

During the unprecedented interest rate climb

of the early 1980s, savings institutions suffered enormous

losses as a result of the need to pay high rates on

deposits while earning low rates on locked-in mortgage

portfolios. The losses were of such magnitude that

in the period from 1980 to 1984 approximately 510 of

the. approximately 4,000 FSLIC-insured savings and loans

did not survive and were subject to regulatory bail-

outs." In 1982, 252, or 7.5% of FSLIC-insured

institutions, failed. In 1984 an additional 877 insured

associations were insolvent or nearly insolvent under

the minimum regulatory net worth requirement (three

percent of RAP net worth).' Absent the ability to carry

those losses back and realize immediate tax refunds

many additional institutions would have needed regulatory

3 H. Rep. No. 413, 91st Cong., 1st Sess. 128-29 (1969),
reprinted in 1969 U.S. Code Cong. & Ad. News 1645, 1779.

Barth, Brumbaugh, Sauerhaft, & Wang, Insolvency and
Risk-Taking in the Thrift Industry: Implications for
the Future 5 (June 20, 1985).

' Id. at 6.

56-330 0 - 86 - 4
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assistance, thereby further endangering the viability

of FSLIC.

I. CURRENT TAX PROPOSALS

The Administration's current tax reform proposals

state the obvious by noting that existing law "distorts"

investment decisions and serves as a "disincentive"

for thrifts to diversify their assets.' The

Administration's observation is unremarkable as this

is precisely what Congress designed the current system

to do. The tax proposals would instead eliminate any

special tax provisions for thrifts and would tax them

under the scheme proposed for corporations generally.

As I will explain below, the premises upon which the

proposals are founded are faulty. Allow me first to

outline briefly the actual proposals.

1. Elimination of Bad Debt Reserve Deductions.

Under the Administration's proposals, the notion of

reserve accounting for bad debts for tax purposes is

rejected entirely for all taxpayers. Rather, the

proposals would permit a bad debt to be deducted only

when such debt has actually become worthless under a

so-called "specific charge-off" method. The net effect

* The President's Tax Proposals to the Congress for
Fairness, Growth and SimplSLcty 239 (May 1985).
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of this proposal is to increase the industry's tax rate

to 33%. As previously noted, the existing bad debt

reserve deduction is a mechanism for reducing the

industry's tax rate.

2. Recapture of Existing Reserves. In moving

from a reserve method to a specific charge-off method

of tax accounting for bad debts, the proposals call

for a "recapture" of existing reserves, i.e., taxpayers

would be required to take certain amounts previously

deducted into income.

The proposals contain only a limited recognition

of the fact that the bad debt reserves for savings and

loans represent the historic special tax regime for

those institutions established in exchange for a

commitment to residential lending. The proposals would

require savings and loans to recapture that portion _

of their existing'reserves which they would have been

allowed to maintain had they computed their reserves

as though they were commercial banks. Savings

institutions could recapture such amount in one year

or spread the recapture over ten years. The balance

would not be recaptured and would be recognized as the

historic special subsidy to the industry. Treasury

has not articulated the precise reason for tying the
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suggested recapture to the commercial bank formula,

or even a precise formula for computing the amount of

reserve recapture.

3. NOL Rules. In carrying out its stated purpose

of "leveling the playing field," the Administration

proposes to change the net operating loss deduction

period for savings institutions from 10-years back/5-years

forward to 3-years back/15-years forward, as is now

in effect for the general corporate community. In so

doing, the Administration would- not permit existing

savings institution losses to be eligible for the new

carryforward period. (This is directly contrary to

the treatment of existing losses accorded other corporate

taxpayers when their carryforward was extended to fifteen

years under the Economic Recovery Tax Act of 1981

("ERTA")).

4. Other Proposals. The savings industry would

suffer adverse financial and business consequences as

a result of various other of the Administration's

proposals. For example, the proposals to deny deductions

for state and local taxes would significantly raise

the cost of competing for depositors' funds with U.S.

government obligations, which are exempt 1rom state

and local taxes.
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Under other provisions of the proposed tax package,

savings institutions, together with certain other

taxpayers, would be required to recognize income long

before receipt under a proposal to mandate accrual rather

than cash accounting. The significant income arising

from the transition from the cash to accrual method

could be spread over a six-year period.

Other proposals would have both direct and indirect

effects on the savings industry. The Administration's

proposals would affect savings and loans directly by

repealing as of 1991 recently Dnacted provisions

liberalizing the tax rules governing acquisitions of

financially troubled savings and loans. The numerous

tax proposals having an impact on the real estate and

housing industries would affect the value of savings

institutions' existing mortgage portfolios as well as

the prospects for continued residential mortgage lending.

Additionally, proposals to implement a "clawback" of

depreciation deductions affect the savings industry

disproportionately because the proposals are keyed to

a reduction in the general corporate tax rate, while

the savings industry's tax rate would increase under

the proposals.
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Our purpose here today, however, is to focus

primarily on the first three proposals outlined above

which would most directly and adversely affect the savings

and loan industry. Taken together, we believe that

these proposals would have a most severe economic effect

on the industry and its federal insurance system

underpinnings.

III. THE PROPOSALS THREATEN THE
NET WORTH OF THE INDUSTRY

The Administration's proposals do not reflect

any consideration or understanding of the industry or

the broad economic impact of their effect on the industry.

In a much narrower context, the proposals do not even

provide specific estimates of their tax impact on the

savings and loan industry, so that their actual

tax/revenue impact is difficult to determine.

Therefore, in an effort to explore the full impact

of the proposals on our industry, the California League

has asked Peat, Marwick & Mitchell to undertake an

economic study of the impact of the proposals on the

industry.7 Peat Marwick's conclusions (attached hereto)

demonstrate the grave threat the proposals pose for

' Based upon that firm's own survey of the industry
in California.
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the California segment of the industry. We believe

that same threat is posed for the industry generally.

The industry's major concerns are what the tax

proposals mean for the industry's future, the availability

of funds for home mortgage lending, the federal insurance

system, and depositors.

The tax proposals would not only increase tax

burdens prospectively but would generate "retroactive"

taxes on the industry as a result of the "recapture"

and transition rules. Based upon the Peat, Marwick

study, it appears that California institutions would

be required to recapture bad debt reserves in an amount

of $442 million. Extrapolating, we would estimate

recapture for the industry would amount to

$1.768 billion.$

It is anticipated that, notwithstanding the ability

to spread this income over a period ofiyears for tax

purposes, financial and regulatory accounting wo'ild

require the industry to record the full liability

immediately. Because of the unique nature of the

industry's tax bad debt reserve, which has been

* Since California represents approximately 25 percent
of industry assets, we have multiplied the California
figure by 4 to estimate the national figure.
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acknowledged as a special industry tax rate subsidy,

there is no corresponding book reserve' to be charged

for the proposed tax change. The recapture tax would

therefore cause an immediate reduction of net worth.

Further proposed tax changes, which effectively

raise the industry's tax rate, would result in additional

immediate financial accounting adjustments of $729 million

for savings institutions in California and an anticipated

$2.916 billion for savings institutions nationwide --

again directly and immediately diminishing net worth.

Net worth, or capital, is obviously the heart

of any industry. It is of particular significance to

this industry where regulators spell out the breadth

of permitted activity (including the extent of permitted

liabilities which translate into earnings capacity)

on the basis of net worth. Moreover, in an industry

in need 9f massive capital infusion, analysts rely on

net worth measures. Reduced net worth means a reduced

confidence in the system and reduced ability to attract

necessary capital.

The industry computes its net worth both on a

regulatory basis ("RAP" net worth), and on a generally

See Financial Accounting Standards, APB Opinion No. 23.
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accepted accounting principle basis ("GAAP" net worth).

Under either Calculation, by far the most substantial

component of the industry's net worth is its intangible

assets. Tangible net worth, i.e., the value of assets

producing earnings, is calculated as GAAP net worth,

less amounts for goodwill and other intangibles.

In an independent study, economists associated

with the Federal Home Loan Bank Board calculate tangible

net worth as .39 percent of the industry's total assets

for 1984.10 Against the industry's assets of

approximately $1 trillion for 1984, tangible net worth

would amount to approximately $4 billion.

The immediate and direct effect of the changes

occasioned by the tax proposals would be the entire

elimination of this tangible net worth.

Regulatory authorities require that savings and

loans maintain RAP net worth at least equal to three

percent of assets. In California, Peat Marwick predicts

that, as a result of the proposed tax changes and their

financial consequences, approximately 30% of institutions

polled would fall below this regulatory standard,

10 Barth, Brumbaugh, Sauerhaft & Wang, Insolvency and

Risk-Taking in the Thrift Industry: Implications for
the Future 4 (June 20, 1985).'
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resulting in a severe curtailment of those institutions'

permissible activities and in supervisory control.

The proposals would surely render some institutions

insolvent, bringing the FSLIC's insurance function into

play. Even for those institutions that would remain

solvent and above the three-percent benchmark, their

future viability as well as their ability to assist

the FSLIC in absorbing troubled thrifts would be

diminished. Comm'ntators have already suggested that

FSLIC's potential liabilities today are three times

its assets. Clearly many institutions and the FSLIC

could not withstand these further adverse effects on

net worth.

Congress has historically recognized its

responsibility to l6ok beyond the immediate tax effect

of proposed amendments to the tax law to determine the

full scope of the impact of such amendments. This

requires peripheral vision. The Administration's

proposals would have a wholly unwarranted and punitive

tax impact on the savings industry -- but the tax impact

is only part of the problem. The even greater, broad

economic impact that the proposals would produce raises

serious questions about the industry's ability to survive.
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IV. THE TAX PROPOSALS ARE FUNDAMENTALLY
INEQUITABLE

The tax proposals are fundamentally inequitable

in the broad sense that an industry required to commit

itself to specified long-tern, housing finance should

not be taxed like any other industry free to make rational

market choices.

In a more focused context, the proposals are

inequitable in many specific respects from a tax policy

perspective.

1. Increased Tax Rate. While the Administration's

proposals are designed in general to lower the tax burden

for other industries, the Administration would increase

the tax burden on the savings and loan industry. At

the very least, the current tax burden on savings and

loans should not be increased. The industry is locked

into long-term mortgage portfolios built in reliance

upon existing law.

2. "Transition" Changes. The various "transition"

proposals which are supposed to put savings and loans

on an equal footing with other taxpayers are unfair

and, in fact, punitive.
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First, the bad debt recapture proposal is

tantamount to a retroactive tax. The bad debt deduction

for savings institutions has, historically, been a quid

pro quo for mortgage lending and has not been tied to

non-performance of loans as such. Accordingly,

"recapture," which might provide the appropriate

transition between accounting methods in other contexts,

is inappropriate from a policy standpoint here.

Irrespective of the tax structure for the industry on

a future basis, this industry should not be penalized '..

by being required to pay back its past tax rate reduction.

It has already paid for any benefits granted by limiting

itself to specified investments. Moreover, the existing

tax structure has already been figured into the

determination of the industry's borrowing costs and

return on funds lent. Should any new system be adopted

for the future, it should be adopted on a fresh-start

basis; Congress should clearly specify that reserves

resulting from the industry's historic commitment to

mortgage lending are free and clear of tax.

And, even if any recapture were appropriate for

this industry, the proposals argue that recapture is

intended merely to prevent a double deduction of actual

bad debts that could occur upon the switch from a reserve
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to a "charge-off" method of accounting (e.g., a specific

bad debt anticipated by a reserve addition prior to

the switch would be deductible if it became worthless

after the switch). By proposing that savings institutions

recapture the equivalent of hypothetical bank bad debt

reserves, the proposals are entirely arbitrary and wnuld

constitute a penalty to the extent they would tax more

than the industry's actual bad debt experience and not

exempt the balance of reserves from any tax.

Second, the proposed NOL rules would not only

remove a very necessary loss carryback provision for

the industry, but, by excluding existing losses from

the operation of new carryforwards, treat savings

institutions less favorably than other industries have

been treated upon carryforward extensions.

3. Accrual Accounting and NOL Rules. The

substantive accrual accounting and NOL proposals totally

ignore the posture and sensitivity of the savings

industry.

Cash reporting is both fair and correct from

an economic and tax perspective for this industry.

Moreover, the Administration's proposals for accrual

accounting fail to achieve their stated purposes of
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reflecting economic income, matching income and expense,

and conformity with financial accounting. First, taxing

income not received runs totally counter to the time

value of money concept and puts taxpayers such as savings

institutions at a severe disadvantage in comparison

to other industries which can defer the accrual of future

income through the election of installment reporting.

Second, in the case of savings institutions whose primary

source of income is individual's residential mortgage

interest, the individuals are deducting payments on

the cash basis, thus preventing a mismatch of income

and expense reporting. Third, the Administration's

selected concerns about tax/book accounting conformity

are belied by its general proposals for the elimination

of reserve accounting and have otherwise been rejected

by the United States Supreme Court."'

With respect to NOLs, we submit that savings

institutions should have no less than the full 18-year

deduction period afforded other taxpayers; however,

the breakdown between carrybacks and carryforwards must,

of necessity, be different. The need for longer

carrybacks in this industry Is well-established, and

Congress has historically recognized that need. Current

II Thor Power Tool Co. v. United States, 439 U.S. 522
(1979).
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losses should be eligible for the extended carryforward

period as they were when the period was extended for

taxpayers generally.

4. Other Proposals. The proposals to eliminate

deductions for state and local taxes would adversely

affect the savings industry in several-ways. The cost

of borrowing funds will increase because savings

institutions will be subject to greater competition

for depositors' funds from U.S. government obligations,

which are exempt from state and local tax. Accordingly,

the savings industry will have to offer depositors a

greater yield to compensate for the fact that interest

will be subject to state tax which will not be

deductible.'2

In addition, these and other proposals would

have a significant impact on housing and would therefore

adversely affect-the housing industry and the property

securing savings and loans investments.

12 The California League estimates that a savings
institution would have to offer a rate of 12.03% in

& order to compete with a Treasury bill paying 10% if
the proposals were enacted, as opposed to the 11.24%
necessary to compete under current tax law. At the
same time, the spread between an institution's income
and expense may further narrow to the extent its income
is dependent on interest from adjustable rate mortgages
which are pegged to Treasury obligation rates.
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V. THE TAX PROPOSALS ARE PREMATURE AND
INAPPROPRIATE AT THIS TIME

As we have already observed, the Administration's

tax proposals are designed to eliminate the special

tax system for savings institutions which presently

operates as a disincentive to diversification and subjects

savings institutions to increased portfolio risk. The

special tax system was designed by Congress to operate

precisely in this manner, and the existing composition

of the industry's assets attests to its effectiveness.

The notion that savings institutions should be

taxed immediately as though they could or should make

free investment choices ii completely misguided.

First, the industry has been and will continue

to be heavily regulated. At the same time as Treasury

advocates diversification, the Federal Reserve Board

and the Federal Home Loan Bank Board are urging Congress

to legislate stricter regulatory tests requiring savings

institutions to commit a substantial portion of assets

to housing finance. (See H.R. 20, as ordered reported

by the House Committee on Banking, Finance, and Urban

Affairs, June 18, 1985.) The principal purpose of such

a so-called "housing finance" or "thriftness" test is

to force savings institutions to fulfill their role
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as primarily mortgage lenders, notwithstanding the recent

enactment of legislation affording them broader powers.

During the last Congress, the Senate Banking

Committee in reporting out a bill similar to H.R. 20

said of thrifts:

The Committee intends by this test to
ensure that thrifts remain committed
to housing lending, which has been their
basic purpose and continues to be the
principal reason for them to continue
to enjoy the substantial tax and other
benefits that apply to thrifts.13

The ill health of the industry is no secret.

The experience of institutions which have departed from

the industry's principal purpose has made the headlines

repeatedly. Recent savings and loan failures have

strained the federal insurance system -- perhaps,

according to published reports, to and well beyond its

limits."'

The uncertainties for t'hie industry are great.

It makes little sense to promote diversification for

savings institutions in a tax bill, while banking bills

are moving in the opposite direction. The Treasury's

*3 S. Rep. No. 98-560, 98th Cong., 2d Sess. 15 (July 17,
1984) (Report to accompany S. 2851).

14 See Washington Post, July 3, 1985, at A16, Col. 1.
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proposals exhibit no consideration whatsoever of the

current regulatory or economic environment in which

savings institutions exist. At the very least, sound

federal policy demands a coordinated approach to chart

the industry's future.

Even absent conflicts with regulators and the

banking committees, however, the tax proposals are wholly

unrealistic. They presuppose that, upon enactment,

the industry will be free to make unbridled investment

choices. By its very nature, the industry is locked

into long-term portfolios which it cannot transform,

without great difficulty, into such investments as the

market dictates.

We do not understand the Administration to have

departed from the basic and historical expectations

for the savings industry, i.e., a commitment to housing,

and safety and soundness. In fact, the Administration's

commitment to the deductibility of mortgage interest

reflects a continuing policy of encouraging home

ownership. Yet, this commitment requires a further

concern about the supply of mortgage funds. The tax

policymakers, on the one hand, and the regulators on

the other, ar4 sending opposite messages to the industry

responsible for assuring the availability of those funds.
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The current tax reform proposals jeopardize fulfillment

of these basic expectations for the industry.

CONCLUSION

In conclusion, we underscore the need to search

for a tax reform blueprint that will not unduly penalize

industries in the name of achieving a "level playing

field." Moreover, the need for housing and affordable

residential mortgages must be recognized. The President,

in his speech unveiling the tax reform package, proclaimed

that the reforms would help Americans to achieve their

"American dream." Surely home ownership is a major

part of that dream. However, the proposals affecting

savings institutions could make it impossible for many

Americans to own their own homes. Increasing the tax

burden on the savings industry, and in addition penalizing

the industry for past tax incentives accorded it by

Congress, could be most unfortunate for the federal

deposit insurance system, for depositors, and for the

American public generally.

Tax reform cannot be viewed in a vacuum. The

status of financial institutions is in a state of flux

and Congress should not make drastic changes in the

tax code without considering overall policy goals with
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respect to financial institutions, their investments

and the role they should play in our economic system.

Any consideration of tax changes should accompany a

full consideration of more wide-ranging banking and

regulatory issues.

We would be happy to work with the Committee

to determine what aspects of tax reform can fairly and

reasonably be applied to the industry. To that end,

we are continuing our study of these issues and would

ask that you keep the record open so that we may have

the opportunity to submit further data as we are able

to collect them.

Thank you, Mr. Chairman, for the opportunity

you have given me to represent the California League

of Savings Institutions here today. I would be happy

to respond to any questions you may have.
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STATEMENT BY JOSEPH PERKOWSKI, PRESIDENT, MINNEAPOLIS
FEDERAL EMPLOYEES CREDIT UNION, MINNEAPOLIS, MN

Mr. PERKOWSKI. Mr. Chairman and members of the committee, I
am pleased to be here today to present the views on credit union
taxation.

The credit union movement today is currently made up of 18,100
credit unions, and we have approximately 53 million members.

I personally have been involved with credit unions since 1960,
and for the past 7 years I have been president of the Minneapolis
Federal Employees Credit Union, a $68 million organization serv-
ing 25,000 Federal employees and their families in Minneapolis.

Unlike other credit unions, Mr. Chairman, our primary purpose
is service to our members, not profit for our stockholders; and be-
cause of this, decisions are made in credit unions which differ from
those of other institutions. The different decisions themselves are
the cornerstone of the credit union movement.

In the brief moment of these hearings, we must somehow demon-
strate the present nature of the credit union financial system and
its very people-orientated 50-year history. In the same moment, we
must also convince you that reversing present credit union tax
policy could forever remove the nonprofit consumer orientation
which presently drives the credit union movement.

When credit unions were organized 50 years ago, they qualified
for their tax-exempt status because they were operated on a non-
profit basis. They had no capital stock, they were mutually con-
trolled-that is, one member, one vote-they were directed by vol-
unteers, and most of them had very close relationships with their
sponsoring companies. Well, all those conditions still exist today.

However, Mr. Chairman, it is becoming increasingly clear that
the decision before Congress is not whether credit unions qualify
for the exemption-which I feel they do-but whether the exemp-
tion is still warranted. I personally have no doubts whatsoever that
credit unions are contributing more today than ever and that the
exemption continues to be warranted.

Boiled down, the exemption has come to symbolize the public
policy understanding between the credit union movement and the
Federal Government. In exchange for a small amount of possible
revenue loss by exempting credit unions from taxation, there has
been returned an abundance of social benefits far in excess of any
revenue loss. The exempt status has a lot to do with it, and let me
try to explain very briefly.

First, the boards of directors of credit unions make decisions
based on member needs, not on bottom-line needs.

The CHAIRMAN. Not on what needs?
Mr. PFRKOWSKL Bottom-line needs-tax-orientated needs, profit-

orientated.
Second, Mr. Chairman, the exemption has existed for 48 years. It

was reaffirmed in 1951 and again in 1961 and it has become an im-
portant part of the movement to retain the image and respect of
that status. We are actually motivated through the pride of accom-
plishment and the fear of the loss of that exemption. As a result of
it, we have kept our purpose constant.
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Third, the combined results of the credit union principles and
the Federal policy have produced a fully completed financial
system at no cost to the Government, which is in excellent health
and offers over $100 billion in consumer loans to its members.

Ironically, Mr. Chairman, the brunt of taxation would likely be
borne by the marginal segment of the credit union population.
Each credit union has its younger members, its members on fixed
income, its elderly members, and it is this group who would possi-
bly lose some of the services or begin to pay fees on services of
small loans, people getting loans who couldn't get them elsewhere,
of loans being carried sometimes for months and years until for-
tunes are reversed, free financial counseling, free transportation to
the credit union for the elderly, free life savings insurance, loan
protection insurance, share drafts, and the list goes on and on and
on. We are afraid taxation would do away with some of those sto-
ries.

We contend, Mr. Chairman, it is not possible to simply extract a
small amount of tax revenue from credit unions and leave every-
thing else untouched.

Treasury-II sets a threshhold of $5 million. That tells us that
credit unions are credit unions until they pass this magic asset
level of $5 million. But we feel that large credit unions do not lose
their philosophy just because they achieve a certain asset level,
and to prove that point I would like to just relate very briefly some
of the operating policies of the largest credit union in the United
States, the Navy Federal Credit Union, which is not too far from
here.

Mr. Chairman, that credit unioiL has 135,000 accounts of less
than $10; it has 180,000 of less than $100; it serves its members 24
hours a day, 365 days a year, and on last Christmas Day they made
50 loans while we were at home eating turkey.

In closing, very simply, I would just like to reemphasize two
points: First, it is not possible to extract a little tax revenue and
leave everything else untouched; and second, as long as credit
unions continue to return social benefits far in excess of any reve-
nue loss, it makes sense to maintain such an arrangement.

Thank you, Mr. Chairman.
[Mr. Perkowski's written testimony follows:]
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.STATEMENT OF

JOSEPH PERKOWSKI

Mr. Chairman, members of the Committee, I am pleased to be here today
to present my views on credit union taxation. The credit union movement in

this country Is presently composed of 18,500 credit unions serving over 52
million members. The proposal before us today would reverse present credit

union tax policy and thereby alter the fundamental nature of the entire
credit union movement. The movement, its trade associations, its credit
unions, and its Individual members are united in a total commitment to
preserve this unique non-profit consumer-oriented sector of the financial

services arena.
I personally have been involved in the credit union movement since

1960. I am presently serving as Chairman of the Credit Union National

Association, Inc. For the past seven years, I have been the President of
the Minneapolis Federal Employees Credit Unions. This credit union
has $68 million in assets and serves 25,000 members. Like other credit

unions, our primary purpose is service to dur members,- not profit for
stockholders. Because of this, decisions are made in credit unions which
differ from those in other Institutions. These different decisions are
themselves the cornerstones of the credit union movement. They are, if you

will, the credit union story and they form the basis for- our case to preserve

the tax exempt status.
In the brief moment of these hearings, we must somehow demonstrate

the present nature of the credit union financial system and its very
people-oriented 50 year history. In the same moment, we must also convince
you that reversing- present credit union tax policy would forever remove the
non-profit consumer orientation which presently drives the credit union
movement. On this particular issue, my role here today is to represent the

52 million members of credit unions in this country, as there is no doubt

that credit union members would be hurt by taxation. In this regard, we
are most encouraged that other organizations, such as the Consumer
Federation of America, have joined in the effort to preserve the credit union

movement as it presently exists. I would ask, Mr. Chairman, that a
statement from Mr. Stephen Brobeck, Executive Director of CFA be placed in

the record.
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Besed For Credit Union Exemption

Present federal law provides federal credit unions with an exemption on

their income at both the federal and state level. It also provides state

chartered credit unions with an exemption at the federal level. Most state

laws also give state chartered credit unions an exemption.

The I-ederal Credit Union Act was enacted in 1934 to establish a

"national system of cooperative credit to make more available to people of

modest means credit for provident purposes." The tax exemption for

federal credit unions was omitted in the original 1934 Act. However in 1937,

after encountering an onerous burden of taxation by the states, Congress

granted an exemption on the basis of their non-profit organization and to

help ensure the success of the movement. A more detailed historical

accounting of the credit union tax exemption Is contained in Enclosure (1).

Credit unions qualitled for their tax exempt status based on being

organized and operated on a non-profit basis. They have no capital stock,

are mutually controlled (one member-one vote, are directed by volunteers,

and most have close relationships with sponsoring companies. These

conditions remain true today.
However, Mr. Chairman, It is becoming increasingly clear that the

decision before the Congress is not whether credit unions qualify for an

exemption (which they do), but whether the exemption Is ttlll warranted.

I personally have no doubts whatsoever, that credit Onions are contributing

more today than ever and that the exemption continues to be warranted.

[his assessment was borne out in our recent hearing and activities with the

Ways and Means Committee where, incidentally, credit unions and their

members have quite convincingly presented their case. In short, the

message was that credit unions were making invaluable social contributions in

every district and that the tax exemption was a uniquely contributing factor.
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The Tax Exemption Is Pivotal to the Credit Union Story

The reason for this is part economic, part historical, part circumstance,

and part the intended result of a policy decision. Even within the credit

union movement itself, the full realization of how central a role is played by

this exemption was only recently reached. Due to the severity of the
present tax threat, credit union representatives conducted widespread

taxation seminars around the country. As a result of these wide ranging

discussions, a fuller appreciation was reached concerning the critical
importance of the exempt status. Because of this, the involvement of the

credit union movement In the tax fight became widespread and is growing.
Boiled down, the tax exemption has come to symbolize the public policy

understanding between the credit union movement and the Federal

government. In exchange for a small amount of possible revenue lost by
exempting credit unions from taxation, there has been returned an

abundance of social benefits far In excess of any revenue loss. The exempt

status has a lot to do with it. Let me explain:
First and foremost, credit union boards presently make decisions purely

on meeting the needs of members; they are free from the artificial influence

of the tax code.

Second, the tax exemption has existed for 48 years. It was re-affirmed
In 1951 and 1961. It has become important for the movement to retain the

Image and respect of this exempt status. Therefore, we are motivated both

through pride of accomplishment and fear of losing the exemption. Both

cause decisions and actions which are in the credit union member's favor.

The very existence of the exemption preserves the practice of the basic

credit union principles.
Third, the combined results of credit union principles and Federal

policy have produced a fully completed financial system at no cost to the

government which is in excellent health and which offers a reliable and
rapidly expanding source of low cost consumer credit (presently over $100

billion). This system is dedicated by law to the extension of consumer

credit.
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The Impact of Treasury II

The Treasury ii proposal would remove the tax exemption of credit
unions of $5 million or more in assets. This proposal would tax 85% of the

movement's assets and 75% of its members. Additionally, it would cause a
most damaging effect to the presently unified credit union movement by

dividing it into "taxed" and "untaxed" sectors. Further, Treasury II would
open the door to taxatiorr by the states on all sized credit unions. Table I

shows, by asset size, the iMpact of taxation on credit union earnings
transfers.

As if to compound matters, the brunt of taxation would likely be borne
by the marginal segment of the credit union population. In contrast, the

more affluent members of each credit union would probably be
"inconvenienced" by taxation. They would complain about a fee Increase or a

decline In their savings rate; some might transfer their funds elsewhere; but

their quality of life wouldn't really be hurt. Unless fees were dramatically
raised, some might never notice the difference. But each credit union has

its younger members Just starting out, or the elderly on fixed Incomes, or a
group with an economic disruption such as a strike or a plant closing.

Additionally, some of our credit unions, such as community development

credit unions, serve neighborhoods and areas of predominantly lower Income
persons. These are the areas where we very clearly see the credit union
uniqueness; the difference that makes It a movement and not an Industry.

And these are the areas directly impacted by taxation. Here we see the

litany of credit union stories--people getting loans who can't get them
elsewhere; loans being carried for months and years until fortunes are
reversed for some members; free financial counseling; free transportation to

the credit union for elderly members; free life savings and credit disability

Insurance; and on and on. Practically every credit union could provide this
Committee with stories about such practices.

In the state of Oregon, for example, the Clatsop-Tillamook Teachers
Federal Credit Union set up a senior citizens club to help the elderly in

Tillamook. This $9.5 million credit union has 4,700 members and offers to

seniors an account with free checking, free Travellers checks, and free
financial counseling to set up budgets. Also in Oregon is the Providence
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Portland Employees Federal Credit Union. This $1.6 million credit union

serves the Portland hospital and has 1,700 members. It works very closely
with the sponsoring hospital on all employee-related activities. It works

directly with the Employee Assistance Program of the hospital to assist
employees whose job performance is suffering due to financial problems.

On the east coast In the state of New York, the Campbell Soup
Compary Employees Federal Credit Union serves 240 locations of Campbell
Soup Company nationwide. Like many credit unions, they offer financial

counseling, no-cost matching life Insurance on savings (up to $5,000) and
free life Insurance on loan balances up to $25,000. In the last four months,
they made 100% real estate loans to four low Income people In order that they
could buy a home In the $30,000-$45,000 range and at a rate of 13.5%.
There Is no pre-payment penalty nor were there any points on these loans.

They were made so that these people might enjoy the benefits of home
ownership they could never obtain elsewhere. This tine credit union Is

aggressively participating In the effort to prevent the burden of taxation
from falling on its members.

In between these coastal areas In the state of Iowa, we see how a
particularly painful Impact of taxation would occur to credit unions serving
areas that are yet to participate In any form of economic recovery.

One such town Is Esterville, Iowa. This one-industry town Is comprised
mainly of employees of the John Morrell Company, a meat packing company.
Four years ago, it was forced to close Its beef packing plant. Just this
April, it was forced to close its pork packing plant. The Morrell-Esterville
Employees Credit Uiiion has provided service since 1947 and Is actively

participating In helping its members through these very rough times. It has
re-written practically every loan on Its books. It Is providing financial

counseling and establishing stringent family budgets. It continues to
provide free Life Savings Insurance and Loan Protection Insurance. It has
no service charges on share draft accounts. There are hopes the plant may
open again. The credit union is trying to carry its members until the

horizon brightens. Every tax dollar assessed on that credit union will take
from a person who is already experiencing serious difficulties.

For your further information, we have assembled In Enclosure II a

collection of recent credit union actions contributing to the well-being of
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constituents from most of the states represented by the members of this

Committee.

Taxation Would Do Away With Such Stories

You can correctly conclude that we contend -taxation would put an end

to many of these every day credit union practices. And we can understand

how you might have reservations accepting this contention. But we honestly

believe that If we could convey to you the relationships and principles which
have combined to form the credit union system, you would clearly see the

devastation from the unintended side-effects of taxing this movement.
We contend that it Is not possible to simply extract a small amount of

tax revenue from credit unions and leave everything else untouched. In my
judgement, our whole case rests on decision-makers understanding the
differences between the credit union system and those of the barks and

savings and loans. We ask you to study our testimony closely ,nd to meet
with the credit union members and managers who will be reques-Ing the

opportunity to tell their story. If you can, visit some credit unions In your
states and see first-hand what would be the real losses from taxation.

On the matters of safety and soundness and basic lifeline services
which we set forth In subsequent pages of this testimony, we ask that

verification be sought from both Chairman Cam and the Banking Committee
as well as the federal regulatory agency, the National Credit Union

Administration.

Soclal/Economic Benefits of Tax Policy

Mr. Chairman, the following list of social benefits are derived In large

part from the federal policy which has existed toward credit unions. The

keystone of this policy Is the tax-exemption.

o The credit union financial system Is in excellent financial

condition.* Because of Its willingness to manage Its own problems,

there exist no major potential Federal liabilities. This Is not true
of other systems.
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o Through mutual self-help, there is now in place a separate system

to meet the liquidity, regulatory, information, and insurance needs
of all credit union members.

*See 1984 Annual Report of the National Credit Union

Administration.

o Close personal service is given to all members regardless of their
income or size of accounts. This includes financial counseling and

the promotion of good credit and savings habits.
Basic lifeline services are always available to members of credit

unions.

o There are over 250,000 volunteers serving as directors and
committee members in these Institutions. 33% of all credit unions
have no full-time employees.

0 Over 52 million American consumers are receiving financial services
from over 18,300 credit unions (50% are under $1 million In

assets). -

o American consumers receive convenient and low cost services from
their credit unions. Lower loan rates are available to members
because of lower cost of operating credit unions. This is achieved
In a large part by serving only members, because board members
are not paid, because they are non-profit, and because of close

sponsor relationships.

0 In 1984/85, the credit union system used its resources to fully
capitalize their central bank and their Federal Insurance fund
(NCUA). This action reduced the Federal deficit by $1 billion. If

credit union growth Is not Interrupted by taxation, estimates show
that further capitalization will reduce the Federal deficit an
additional $1 billion by 1990 and by the year 2000, a total
reduction of $9.2 billion.
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0 The credit union system has stressed credit union cooperation. It

is not based on credit union competition. Like the other systems,
it has been subjected to severe economic shocks. A crisis of

confidence has been avoided because of working together.

Disruptions from Policy Reversal of Tax Policy

In our judgement, the following actions would occur within the credit
union system if it were taxed. Obviously, the individual actions of credit

unions will vary. But overall, I am convinced the credit union movement
will suffer the following dlsruptlon and the impact will be permanent.

I
o The safety and soundness implications are-seriously troublesome.

Since credit unions have no capital stock, they must use their
undivided earnings as a means of preparing for major changes or

unexpected market forces. The Impact of the Treasury II plan on
overall credit union equity would be devastating. For example, If

the plan had been in effect during the period 1979-84, the
cumulative reduction in overall equity (reserves and undivided
earnings) would have been 20%. In other words, taxation would
reduce the present equity level of the credit union movement from

7.1% ($8.1 billion) of assets to 5.7% ($6.6 billion). This is at a
time when the FDIC and the Federal Reserve are recommending an
increase in the minimum capital level for banks to 9% and when the

S&L industry is desperately seeking new forms of capital.
Potential Federal government liability to guarantee the soundness
of credit unions is dramatically increased.

Further, taxation has to strike at the heart of the system's

willingness to take care of its own problems and, instead,
look to the Federal government for protection and continuance of

its share of the financial market.

o In order to minimize the impact of taxation, individual credit union
managers will be forced to adopt a tax avoidance strategy. All
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management decisions will be tempered by their tax implications.

Almost instantly, credit union management will become
"profit-driven."

o Pressure will mount to eliminate free and "unprofitable services."
Small loans, financial counseling, low balance share draft

(checking) accounts, and no-fee accounts are obvious potential

victims of such pressures.

o To seek out the more "profitable" account, pressure would soon

arise to permit credit unions to establish a traditional business

relationship with the general public.

0 As part of this trend, we will likely see the loss of the volunteer

force within the movement as a direct result of taxation.
The loss of volunteers and the volunteer spirit could be one of the

most expensive social costs of taxation.

o The overall financial condition of. the system will feel the Impact of

collective decisions to increase yield by increasing risk. This

danger is minimal In a "member-driven" system which accounts, In

a signifi-cant part, for today's relative health in the credit union

movement.

o The financial and paperwork burdens of Federal taxation will be

exacerbated as individual states assert their prerogatives to
impose their form of credit union taxation.

The Committee should also be aware of the financial reform implications

of taxation. Taxation will force a shift in credit union management

philosophy from service (or member) driven to profit (or tax avoidance)

driven. Once this occurs, it will be entirely appropriate to expect a series
of requests for credit union legislative changes. A preliminary assessment

leads me to suggest some of the following: some method of raising capital

stock; the ability to convert to stock ownership; the ability to pay all board
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members; a method to eliminate free and unprofitable services or accounts
(this would probably best be accomplished by having different classes of
membership and/or by eliminating the membership concept and simply
establishing a traditional business relationship with the general public); and

certain new investment authorities to permit the chance for higher yields on
investment. Finally, I am sure we will want to rethink the capitalization of
the National Credit Union Share Insurance Fund if the premiums became

tax-deductible. As you can see, the real cost of taxation will not be
measured just in dollars.

The Inevitability of Credit Union Taxation?

The 25 years I have spent in the credit union movement have left me
with a sincere appreciation of the dedication and spirit of the workers and
volunteers who give so much to help their fellow members. Because of these

years, I am unwilling to concede the Inevitability of the necessity for credit
union taxation., To do so Is both to fault the original granting of the
exemption and to deny the value to the country of the credit union

contribution.
)Detractors contend that a credit union loses Its merit for tax exemption

when It grows to a certain size. This contention suggests that a credit

union could somehow avoid growing into a taxable situation. Unlike banks or

S&Ls, credit union growth often occurs as a direct result of sponsor growth.
Take for example, the credit union in this building--The Senate Employees
Federal Credit Union. I would estimate that it is twice as big as it was 7 or \

8 years ago and the main reason is because of the increase in employees.
The largest credit union in the country Is Navy Federal Credit Union.

It has over $1.9 billion in assets. Yet, it is probably one of the least likely

credit unions to deserve taxation. It is large because it serves over 684,000
members all over the world. This credit union has 135,000 accounts of less
than $10 and an additional 180,000 less than $100. It is open 24 hours a
day, 365 days a year (50 loans are made on a Christmas day). There are
no minimum balance requirements and no fees for a. wide range of basic
financial services which are made available to all members. In fact, over 43%
of all transaction accounts are under $100, are paid generous dividends, and
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are charged no fees.- Since the majority of its members are enlisted, it
concentrates on accumulating savings and thereby making credit available on
reasonable terms to persons who otherwise couldn't get it. The fine record

of this credit union hardly justifies removing Its tax exempt status. It was
able to retain the basic credit principles while reaching substantial size.
Many other military credit unions are quite large and are also providing vital

services to our servicemen and women. It seems totally counterproductive to
impose a tax on this group of credit unions because of their size.

Unfair Credit Union Advantage?

We often encounter the contention that credit unions have an unfair

advantage, and they should be forced to play on the proverbial level playing
field. Well, first of all, the credit union advantage Is a consumer

advantage. People have an advantage through their credit union. There is

not an inner group of stockholders and officials which benefits personally
from the success of the credit union. Second, the real credit union
advantage comes from the non-profit structure, the volunteers, the close

sponsor relationships, and the mutual ownership. Third, a healthy financial
system Is hardly an unfair advantage and certainly not one to consider
removing. Fourth, the Federal Reserve Bulletin of June 1985 shows that

credit union's percentage of the total savings market was only 4.8%. Their
.share of the consumer installment debt (credit) had fallen from 17.1% in 1976
to 15.1% in February 1985. For further reference, total credit union assets
are less than those of Bank of America. Finally, a recent General

Accounting Office report concluded that "...overall, credit unions are not a
serious threat to...(their) taxed competitors."

Occasionally, It is suggested that the tax exemption should be removed
because a credit union Is offering a service that was not available when the
tax exemption was granted. There are certain obvious points that must be
made regarding this contention. First, the powers which credit unions
received since the tax exemption was granted were ancillary to consumer

savings and lending. They did not move credit unions away from their basic
purpose. They were, of course, granted by Congress but were not granted
with the proviso that the tax exemption was at stake. Second, in a 48 year
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period, most business practices change drastically. Credit unions weren't

offering credit cards, for example, when they received their tax exemption
because such cards hadn't been developed yet.

Can't Just Tax Credit Unions

In closing, I would like to re-emphasize two points: first, that it is

simply not possible to extract a little tax revenue and leave everything else

untouched; second, that as long as a credit union continues to return social

benefits far in excess of any revenue loss, It makes sense to perpetuate

such an arrangement.

The Administration's plan justifies keeping some exemptions in the tax

code. These include the home mortgage deduction, special treatment of

Social Security and veterans' disability benefits, and itemized charitable
deductions. The Administration explains retaining these tax preferences on

the grounds that "they are widely used and generally judged to be central

to American values." Credit unions clearly fall into this general category.
Their exemption is 'widely used' by 52 million people to further habits of

thrift, prudent borrowing, and volunteer service. Their stories abound with

examples of traditional American values.

I thank you for the opportunity to appear here today. I will be glad
to answer any questions.
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Origins of Credit Union Tax Exemption

In 1917, the Secretary of the Treasury requested that the United

States Attorney General render an opinion regarding the income tax liability

of credit unions organized under the Massachusetts Credit Union Act of

1915. In a November 1917 ruling, the Attorney General declared his

opinion that Massachusetts credit unions (and by inference credit unions in

other states as well) were exempt from federal income tax because of their

similarity to cooperative banks and building and loan associations (as they

were organized and operated at that time). The opinion declared in part:

"The similarity between credit unions and cooperative banks, as

they exist In Massachusetts, Is striking. Having In mind the

history of the insertion of the fourth paragraph, section 11 of the

Income tax law, It must be conceded that although credit unions

do not come within the letter of the paragraph, such associations

are wholly within the intention and meaning of Congress as

therein expressed. Because the words 'credit union' were not

specifically used is certainly no reason for saying that such

organizations are subject to the tax imposed by the act, if on

examination of the purpose and the object of such associations it

appears that they are substantially identical with domestic

building and loan associations or cooperatives 'organized and

operated for mutual purposes and without profit."'

ENCLOSURE I
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The Commissioner of the Internal Revenue ruled In June 1935 that,

upon proper certitication from the supervisory agency, federal credit unions

would be granted exemption from federal income tax. In 1937, Congress

adopted amendments to the Federal Credit Union Act, primarily to provide

federal credit unions with relief from state taxation, but specific exemption

from federal taxation was also Included. The original Federal Credit Union

Act (19341) permitted states to tax credit unions on the same basis as

banks. This was generally done on the basis of share capital. Since by

law credit unions do not accept deposits, all shares were vulnerable to

taxation. The tax burden became so oppressive, the Congress established

the policy (mentioned above) of tax exemption in 1937.

Federal credit unions also derive tax exemption directly from the

Internal Revenue Code (26 U.S.C. § 501(c)(1); see also, Rev. Rul. 55-133,

1955-1 C.B. 138). Section 501(c)(1) exempts corporations organized under

an act of Congress, If such corporations are Instrumentalities of the United

States and, If, under the enabling act as amended or supplemented, those

corporations are exempt from federal Income tax. The original FCU Act

specified that federal credit unions would act as fiscal agents of the United

States upon request of the Secretary of the Treasury (12 U.S.C. § 1767).

That provision, under which federal credit unions were and are still deemed

federal instrumentalities, provides another basis for the exemption from

federal Income taxation. Both the Internal Revenue Service and the courts

have affirmed that federal credit unions are federal Instrumentalities.
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FEDERAL CREDIT UNIONS

Chapter 14 of Title 12 of the United
as amended to January 12,

§ 1751
Short Tiltle.-This chapter may be cited as the

"Federal Credit Union Act" (June 26, 1934, 4 1, 48
Stat. 1216; Sept. 22, 1959, § 1, 73 Stat. 628).

Act of June 26, 1934, cited to the text was
entitled "An Act to establish a Federal Credit

States Code,
1983

Union System, to establish a further market for
securities of the United States and to make more
available to people of small means credit for provi-
dent purposes through a national system of cooper-
ative credit, thereby helping to stabilize the credit
structure of the United States."

Title I-General Provisions

§ 1768 § 122
Taxation.-The Federal credit unions organ-

ized hereunder, their property, their franchises,
capital, reserves, surpluses, and other funds, and
their income shall be exempt from all taxation now
or hereafter imposed by the United States or-by
any State, Territorial, or local taxing authority; ex-
cept that any real property and any tangible
personal property of such Federal credit unions
shall be subject to Federal, State, Territorial, and
local taxation to the same extent as other similar
property is taxed, Nothing herein contained shall
prevent holdJngs in any Federal credit union organ-
ized hereunder from being included in the valua-
tion of the personal property of the owners or
holders thereof in assessing taxes imposed by au-
thority of the State or political subdivision thereof
in which the Federal credit union is located; but the
duty or burden of collecting or enforcing the pay-
ment of such a tax shall not be imposed upon any
such Federal credit union and the tax shall not
exceed the rate of taxes imposed upon holdings in
domestic credit unions. (June 26, 1934, § 18, 48 Stat.
1222.; Dec. 6, 1937, § 4, 51 Stat. 4; Sept. 22, 1959, §
23, 73 Stat. 637; Oct. 14, 1970, Pub.L. 91 -468, 84
Stat. 1015.)
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Credit Union Act'vities

Summarized below are examples of credit tinion activities which typify

the social benefits derived from the credit union movement.

Kansas

The Super Chief Credit Union of Topeka, Kansas has traditionally adopted a

policy of providing low loan rates, good dividend rates, and Involving-

members in the decisions affecting the credit union. Over 200 members

signed a recent letter to their congressional delegations urging removal of

credit unions from the tax refor proposal.

Pennsylvania

The $70 million Philadelphia Federal Credit Union was one of the first

financial institutions to Install special braille-equipped automated teller

machines for Its visually handicapped members. The North Pittsburg

Telephone Employees Credit Union has been offering interest-free loans to

members who were victims of the tornados that recently ravaged parts of

Pennsylvania. Additionally, the $92.5 million Philadelphia Telco Credit

Union offered Interest free loans to all other telephone credit unions whose

members suffered tornado losses. A good example of large credit unions

helping other credit unions.

ENCLOSURE II
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New York

Union Settlement Federal Credit Union serves East Harlem, one of New York

City's poorer neighborhoods. "With nowhere else to turn except to a

neighborhood loan shark or a high-interest credit store, we are the

community's alternative economic system," the credit union's former

president, Maria Rodriguez, told New York Magazine. To wit, the credit

union makes loans to weltare recipients--to whom no one else will lend--and

has discovered they have a substantially lower delinquency rate than many

other borrowers. The credit union has helped a local nursery school

struggling to pay its taxes. It assisted in rebuilding an indoor ethnic stall

market, after the 112th Street complex was ravaged by fire 10 years ago.

More recently, the credit union helped a local development group renovate

abandoned brownstones.

The New York Team Federal Credit Union of Hicksville, New York serves

present and retired employees of the Long Island Railroad and the

Metropolitan Transit Authority. Established group rates for members on

auto, homeowner, and life Insurance by making free automatic payments

from member's accounts. Pays 7.75% on regular savings with minimum

balance of $25. Taxation would force re-assessment of all these policies.

Texas

Windthorst is a small farming community In North Central Texas. It is so

small that it has no banks--the only financial institution serving the town is

the $10 million Windthorst Federal Credit Union. Every Monday, the credit

union sends a staff member to the community's one school to accept deposits

and Issue withdrawals to school children ranging in age from 6 to 16.

-2-
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Missouri

The Holy Rosary Credit Union outside-of Kansas City has specialized in

providing service to Immigrants for over 40 years. Presently, it is helping

Vietnamese who could not find credit elsewhere. Over the years, It did the

same for Italians, Cubans, and Mexicans.

Minnesota

The Hmong American Community Federal Credit Union of St. Paul may be

unique even for credit unions. It is run by and serves refugees from the

Hmong tribe of Southeast Asia. The credit union Is trying to teach tribe

members the basic trust in a financial Institution and thereby alter the

practice of keeping all their money In their homes.

New Jersey

The Episcopal Diocese of Newark started a credit union to serve poor urban

areas as a natural outreach program for the churches In this diocese. The

Episcopal Federal Credit Union provides credit to many who could not find

It elsewhere. --

Arkansas

Jones Mills Federal Credit Union of Jones Mill serves the employees of the

Reynolds Company. The plant is subject to periodic layoffs. When that

happens, the credit union has a policy of carrying the laid-off workers who

have borrowed from the credit union and does not consider them

delinquent.

-3-
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Hawaii

Hawaiian Telephone Employees Federal Credit Union in Honolulu has $46

million in assets. In late 1982, a hurricane hit the island chain. It was

the Wednesday before Thanksgiving. The hardest hit was Kauai. Five

Hawaiian telephone credit union people flew to Kauai. They made loans to

members on the spot for relief--no questions asked. They cashed share

drafts, per diem checks, and overall went through $5,000 in cash. On

Sunday, they flew back to the credit union In Honolulu and then back to

Kauai on Monday with more cash. Its members are telephone company

employees, with membership on several islands.

Oklahoma

The World and Tribune Federal Credit Union of Tulsa has $14 million In

assets. It makes a special effort to serve the needs of retired members by

holding seminars for them several times each year. These generally include

a luncheon and a guest speaker on such topics as financial management,

legal matters, legislation concerning retirees, etc. The credit union also

has a policy of waiving loan payments and advancing loans to members who

are laid off.

Louisiana

The Firestone Lake Charles Federal Credit Union is located in Sulphur and

Tias assets of $3.5 million. It serves employees of the Firestone tire

company which has experienced heavy layoffs. 1 his credit union actually

plans for these layoffs and builds up reserves so It can continue to provide

services to members through the crisis and waive payments on loans taken

out by laid-off members.

-4-
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Colorado

The Denver Florists Federal Credit Union assisted a member who owned a

greenhouse and who ran into serious financial problems operating It. He

was about to lose everything when he came to the credit union for advice.

They decided to help him and they set up a budget planning session. He

agreed to turn over all his Income to the credit union and they dealt'with

all his creditors. They charged him no fees. They also took over the first

trust on the greenhouse and worked with him for a few years until things

turned around. He eventually sold the greenhouse at a nice profit.

-5-
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1984 Data

includes all Income (including non-operating income)
allows exclusion of operating expenses (excluding provision for loan losses), dividends,

interest payments and net loan clarge-offs
equals net income
marginal rates rising from 15% to 33Z of taxable income
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$350 million
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% With Tax

Percent of Greater Than
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% With Neg.
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UDE Paying
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I

Average
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4.4 3.3
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0.0 0
1.O
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46.4
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56.2
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0
0
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432.300
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- Dividends 6 Interest
- TA;iAII. INCO(IE

Taxable Income

Below $25,000
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15Z of Taxable Income
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$35.950 * 37.66%* of Taxable Income over $140,000
A flat 33Z of Taxable Income

* The Treasury Plan contains no specific details oil how ClIs with incomes of $140,000-360,000 should calculate their
tax liability. however, CUNA economists recotneivl f,,sing 37.66% to calculate their potential tax liability. Thisfigure accommodates the anomaly which occurs at $.iO,0,00 when the graduated rates abruptly end aid the entire income
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0.0%
0.0
0.0
0.0
0.0
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94.8
96.0
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19.3%

0.0
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9.8

10.4%

. . . .. . . .. .... . a " . .

Run: Date: May 19, 1985TABLE I



136

STATEMENT ON

"CREDIT UNION TAXATION"

BY

STEPHEN BROBECK
EXECUTIVE DIRECTOR

CONSUMER FEDERATION OF AMERICA

SUBMITTEED TO THE SENATE COMMITTEE ON FINANCE
HON. BOB PACKWOOD, CHAIRMAN

September 26, 1985



137

The Consumer Federation of America (CFA) appreciates the

opportunity to submit written comments on the impact of the tat reform

proposal on credit unions. CFA is the nation's largest consumer

advocacy organization, representing over 200 national, state, and local

consumer, cooperative, farm, labor, rural and senior citizen

organizations, which together represent over 30 million people.

Credit unions and the credit union movement are a unique force in

our economy. They pioneered and continue to make available the most

consumer-oriented financial services available. Credit unions have

continued to provide these basic services to their--ffm rS---en as the

financial system as a whole has undergone a rapid series of bewildering

changes, leaving most consumers with higher costs and less reliable

information on which to base decisions.

Credit unions have responded to these changes in the market because

they are different from other financial institutions. Credit unions

are operated on a not-for-profit basis and as democratically controlled

membership organizations. Their relationship with their members

contrasts sharply with the relationship between profit-driven financial

institutions and their customers. As ban s and savings and loans

withdraw from low and moderate income markets, the services provided by

credit unions have become even more essential to the consumers other

institutions don't want.

The proposal to tax credit unions !oses a serious threat to the

essential nature of the credit union movement and would result in the

curtailment of many of these consumer benefits. Since there are no

profits to tax, the proposal would tax the income from which credit

unions set aside federally required reserves, as well as the retained

-earnings used for additional reserves. Because credit unions are more

-1-
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narrowly based than other financial institutions, they need flexibility

to absorb changes in local economic conditions. At a time when the

basic health of many parts of the financial system is open to question,

and is maintained largely through the investment of federal government

resources, it seems irresponsible to take an action which could

threaten the safety and soundness of another segment of that system,

and thus risk the need for further government intervention to preserve

these institutions.

The safety and soundness implications of this proposal are serious,

but we have even greater concerns about the implications for consumer

services. Credit unions would have no choice but to curtail the

advantages they are able to offer their members: lower interest rates

on loans, low or no fees on deposit accounts, free financial

counseling, or higher savings rates. In fact, the Treasury proposal

actually suggests that this is how credit unions should adjust their

operations to pay the tax.

At a time when Congress is seriously considering legislation to

cause others to treat their customers as credit unions do, we find it

totally counterproductive to alter the fundamental nature of a credit

union. The values brought to the financial marketplace by credit

unions should be encouraged, not eliminated.

We have heard the argument that the proposal merely ensures that

credit unions and banks can compete on an equal footing. But unlike

banks, credit unions are limited to providing consumer services to a

limited market. The entire credit union movement has about the same

assets as the largest single bank .n the United States. Credit unions

serve their own members, and thus rarely compete directly with other

-2-
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financial services providers. Credit unions were created, and still

exist, to serve consumers who are largely ignored by the rest of the

industry. We have different types of financial institutions because

they have different primary missions. While those differences have

become somewhat blurred in recent years, it is important to remember

and maintain those fundamental differences. There is nothing to be

gained -- and much to be lost -- by making credit unions function just

like banks. -

Credit unions which ar.e taxed may eventually look more like banks

-- but they will look like very weak banks with no profits to cushion

them and a restricted base of customers and services. Neither

consumers nor, ultimately, the U.S. Treasury, will benefit from turning

credit unions into pale imitations of commercial banks.

If anything, Congress should consider how to make banks behave more

like credit unions, instead of the other way around. In the meantime,

the proposal to tax credit unions simply threatens the one small

portion of the financial market which is most oriented to serving

consumers and in which consumers have the greatest control over the

conditions of their service. The resulting revenues will be small at

best, and probably nonexistent if the federal government is called upon

to rescue a weakened credit union movement.

-3-
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The CHAIRMAN. Mr. Perkowski, in terms of the operation of a
credit union, you are not adverse to good management and making
profits, or what I would call profits, for disbursement to your de-
positors, are you?

Mr. PERKOWSKI. No, we are not, sir.
The CHAIRMAN. In terms of the theory of the structure of your

ownership, how do you differ in that sense from a mutual savings
bank?

Mr. PERKOWSKI. Well, we are a cooperative, a financial coopera-
tive. We are nonprofit, and it is one member, one vote, Mr. Chair-
man. I am not that familiar with mutual savings banks, but our
members at our annual meeting, regardless of the size of their de-
posits, only have one vote.

The CHAIRMAN. Well, mutual savings banks in theory are non-
profit in the sense that you referred to it as dividends or something
for stockholders. They have no stockholders; they have depositors.
Mutual insurance companies have policyholders; they don't have
shareholders as stock companies do. I am trying to follow the
theory of why you should be treated differently simply because you
are in essence a mutual form of organization owned by depositors
rather than a stock form of organization owned by shareholders.

Mr. PERKOWSKI. Well, in 1951 Congress took a look at that and
for some reason or another lifted the tax exemption of mutuals,
and credit unions retained theirs. And in just studying the history,
it appears that the reason it has is because we have continued to
do what we were charged to do, and that is fill that void and serve
the consumers. And our policies have not changed, our membership
has not changed, and we contend we are still doing that today.

The CHAIRMAN. Make no mistake, I like credit unions. I served
on the Banking Committee, though, for 8 years, and what I saw
starting in 1969 when I went on the committee was that each of
the financial institutions-banks, savings and loans, and credit
unions-attempted to gain a legislative advantage for themselves
that some of the powers at the other financial institution had,
without any of the liabilities of the other financial institution. And
I advised them at the time that if they started that-I mean, the
savings and loans wanted regulation-Q and at the same time the
power to have negotiated orders of withdrawal, i.e., checking ac-
counts-that if they all started that, you were going to go down the
road toward fungibility, and you would all look the same and
would eventually all be taxed the same. And I'm not sure I like
that. I like the idea that the credit unions once served relatively
small owners of businesses and small individuals, and that savings
and loans served principally homes, and banks made loans on cars.
But those days are gone, I think, and sometimes it seems difficult
in my mind any longer to be able to tell the difference between a
large credit union and a small savings and loan or a small bank.

Mr. Olson, let me ask you: How does the American Banking As-
sociation feel about taxing large credit unions?

Mr. OLSON. Mr. Chairman, just referring back to a comment that
you just made, we have always favored in general the policy that
financial institutions that perform identical services ought to have
a similar treatment with respect to their regulation and their tax
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treatment. Beyond that, we are not prepared today to talk about
the specific proposal in this bill with respect to credit unions.

The CHAIRMAN. But you are saying equal financial institutions
ought to be taxed equally if they perform roughly equal services?

Mr. OLSON. That has been our position.
The CHAIRMAN. All right.
Now, in your testimony you alluded to the fact that you think

your deposits with the Federal Deposit Insurance Corporation sort
of ought to be counted as "taxes."

Mr. OLSON. Well, they are certainly a part of the cost of our
doing business with the Federal Government. To put it in bankers
terms, if you were a corporate treasurer of a corporation, and you
were doing your banking business with a major bank, you would be
obligated to provide a compensating balance which would be in-
cluded and quickly identified as the price of doing business. And
your cost of doing business would then exceed the interest rate,
and it would be calculated on a yield basis. That is instantly under-
stood as part of the cost of doing business.

When we keep idle reserves with the Fed, we instantly recognize
that as a part of the cost of our being in business. Mind you, we
don't quarrel with that. As a matter of fact, back in the Monetary
Control Act, we favored increasing those reserves; but it is indeed
part of our contribution.

Now, beyond keeping those reserves, we are still charged specifi-
cally and explicitly for the services that we receive either from the
Fed or from the regulatory agencies.

The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Thank you very much, Mr. Chairman. I

am sorry I was late, but, as you know, L was on the way back from
the CIA.

I want to welcome the two Minnesotans that we have anchoring
each end of the table here today, and I would like to introduce into
the record an article in last week's St. Paul Sunday paper which
said that the president of the First Security Bank of Fergus Falls
said we ought to have a level playing, field, and that the director or
executive director-whatever Joe s title is-president of the Minne--
apolis Federal Employees Credit Union will say there are reasons
why the playing field is slightly unlevel. I am very proud of both of
these gentlemen. Joe has not only been president of the Minneapo-
lis Federal Employees Credit Union but of the Minnesota League of
Credit Unions and a number of organtions, and I can see why he
is here today. Mark Olson taught Bill Frenzel everything he knows
about everything over on the House side and has now been selected
to be president-elect of the ABA.

I have a question, though, of Mr.- Caspersen.
I heard at the end of your testimony, Mr. Caspersen, that this is

a great chance to rid ourselves of an unfair tax system, that what
is good for the consumer is good for business-that is what I heard
you say. So I rushed to your statement, which says that "most of
our customers will pay less taxes and therefore have more dispos-
able income to save, to spend, or invest. As Americans become fi-
nancially healthier, they will be better customers for our services."

You go on to say that "it is important than when the dust settles
the average American must feel that he is better off as a result of
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these changes, and specifically that his tax burden has been re-
duced."

And in a vacuum I find it difficult, at least as I was growing up
in this country, to disagree with that kind of a statement. But
today you and I both and all these average Americans are present-
ed with a situation in which Federal spending on behalf of all aver-
age Americans is $967 billion; the individual income tax, which you
want to have reduced or the burden of that tax reduced on the av-
erage American, this year will raise one-third of that amount,
about $331 billion. The corporate income tax will raise, at a max,
$58 billion; last year it raised $36-38 billion towards that goal of a
$967 billion spending. And since we have to balance both of these
equities, and since I am really interested in your view of fairness in
the overall sense, in your view of the American public's view of
fairness, my question is: How low-this goes to another thing in
here someplace-how low must the income tax rates be in America
to satisfy the American public and the businesses like your own
which live off the consumption of the American public? How low
do we have to get those rates?

Mr. CASPERSEN. My answer would be, Senator, not "how low" but
"how level". We have to have a broadbased tax that covers all
areas, that it is not a question of driving down rates. That is very
helpful, but it is a question of broadness, of perceived broadness.

Senator DURENBERGER. Is there anything wrong with a 50-per-
cent top rate on the individual income tax in America, in your
view?

Mr. CASPERSEN. From my view, I would rather see a top rate
akin to the President's plan, although there is nothing magic in
that rate I might add, that was broad, that didn't depend on what
business you were in, it didn't depend on how able your tax attor-
ney was, it didn't depend on how numerous your tax shelters were.

Senator DURENBERGER. But do you have an opinion in terms of
how much money people need to have left over after taxes to do

-other things? How low must that rate be in America against what
people are getting in the way of services in this country? Is 50 per-
cent too high, too low?

Mr. CASPERSEN. I think 50 percent is too high. I would rather see
it down in the 30's as a max rate. It may not be able to get there;
that is a revenue question.

My argument today is broadness, levelness, with no exceptions.
Let us put us all on the same playing field; let's look into and un-
derstand that we cannot have all these different rules that were
put in here and there, all for good social purposes; but things have
changed. Let's broaden it; let's go level; and let's put everybody on
the same field, and not too many hills.

The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Mr. Caspersen, I would like you to comment

on the issues of interest deductibility and personal residences. Of
course I favor the interest deduction on a principal residence; but
do you feel there is going to be and do you foresee an increase in
first, second and third mortgages on principal residences as the
result of the restriction, the overall restriction, on interest?

Mr. CASPERSEN. There has been over the last decade a tremen-
dous increase in second mortgages. There has not been, except in
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certain speculative areas, or certain areas, increases in third mort-
gages, to my knowledge. The reason for this is the growth in the
home equity, occasioned by two things: one, the inflationary times
we have gone through and, two, the payment of the principal mort-
gage.

As the cost of the principal mortgage has gone up over the last
decade, it has become more economic to take out the incremental
equity via a second mortgage. I believe these trends will continue. I
think this bill recognizes it, and because of that treats all mort-
gages equally on the principal residence.

Senator GRASSLEY. Mr. Perkowski, I have a question for you that
is more in the way of being the devil's advocate, as opposed to any
disagreement with anything you have said. But before I ask that
question I would make an observation for the benefit of my col-
leagues. In the years I have been in Congress both on this commit-
tee-and also in the 4 years I served on the House Banking Com-
mittee-I notethat in relationship to this tax bill, the absence of
either the bankers, or the savings and loans lobbying for the tax-
ation of credit unions the fact that neither the national organiza-
tions nor their state affiliates in my state are advocating these
changes is some recognition of the unique role that credit unions
serve. I don't see your competition out there, who would normally
be talking about a level playing field, trying to level that playing
field by taxing you. At this point, I only see that coming from the
Treasury Department.

Now, the question. You said that credit unions' exemption from
the federal taxes is justified because you have had it that way for
48 years. And of course the argument is, the benefits go to the
members, and that taxation would undo those benefits. How con-
sistent, though, from your point of view, is this rationale with the
goal of the level playing field?

Mr. PERKOWSKI. Senator, let me respond by first saying, if we
were to take the assets of the credit unions, the banks, the savings
and loans and the thrifts, the credit unions make up 4.8 percent of
that market. So, it isn't like we are running away with market
share and impacting all the other financial institutions.

I think, as to the level playing field, what we would do if we
were taxed, we would unlevel the playing field for our 52 million
members. They are the benefactors of our services and products,
and the credit union is just an extension to provide them.

There isn't a level playing field. Just by taxing us doesn't all of a
sudden make us level with the other financial institutions. We
don't have any holding company laws; we could only serve our
fields of membership; we don't make commercial loans; and there
is a long litany of services that credit unions do not perform and,
by the way, we do not want to perform. We want to do the job we
do best, and that is serving our consumer member.

Senator GRASSLEY. Mr. Chairman, that is my last question.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. Thank you, Mr. Chairman.
Gentlemen, most commentators on the American economy today

believe our savings rate is too low. I have several questions to ask
you. The first is, do you agree that the U.S. personal savings rate



145

should be increased significantly, or that public policy should push
in that direction?

Second, if you do agree, I would like to ask you how you propose
we do that.

Third, please comment specifically on the advisability of limiting
deductions of consumer interest expenses, and of increasing down-
payment requirements.

Mr. MORRIS. I might to respond to that, Senator.
First, we certainly do feel that savings rates are too low in this

country, when you compare rates in the first country that pops
into mind, Japan. There are some cultural difference there, but ba-
sically I think one of the things that probably causes our savings
rate to be too low is our tax system right now. The tax system vir-
tually creates no incentive for savings. Our system, in my mind, is
completely reversed: we actually extend to the person borrowing
money the benefit that I think ought to go to the person who is
putting money aside in savings, providing capital for this country
to grow on.

Senator BAUCUS. Do all the rest of you generally agree that our
savings rate should be significantly increased? Would anybody dis-
agree with that?

Mr. OLSON. Senator, with respect to that question, are you talk-
ing about the percent of a person's income that is devoted to sav-
ings as opposed to consumption?

Senator BAUCUS. Right.
Mr. OLSON. We would generally support what was said, also. I

think in terms of our perspective, we have seen a change in the
mentality of our customers, where certainly in the late seventies
and the early eighties there was very much of an inflation mentali-
ty, and the assumption was that it was important to purchase
things as opposed to savings, because there was no way to beat the
rate of inflation.

Senator BAUCUS. I would like to ask each of you to list one, two,
or three ways-in order of priority-we could most specifically ac-
complish that goal. Not generally, but specifically, what changes in
the Tax Code would you advocate?

Mr. OLSON. Reduce marginal rates of taxation.
Senator BAucus. Reduce marginal rates. Anything else.?
Mr. OLSON. That wouid be the priority.
Mr. MORRIS. I would like to comment that there are a couple of

provisions in this Treasury proposal that need to be looked at:
One, we certainly support the increase in the IRA, the Spousal

IRA; but we also support the Treasury proposal that came out in
May that did not repeal the 401(k) section. We think section 401(k)
provides an important avenue, a piece of the puzzle, to increasing
that core of savings.

The CHAIRMAN. Max, may I ask a question to make sure that
they understand what you are asking?

You are not talking about shifting savings; you are talking
about--

Senator BAUCUS. New savings. That is the key problem: how do
we address the shifting of existing saving. Some claim that IRA's
have basically created a shift of savings, not new savings.
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Mr. CANNON. I would just like to comment briefly on that. I
think that the proposal that Mr. Morris talks about, increasing the
Spousal IRA, would not tend to do that. In our judgment it would
tend to be new money, fresh money, as opposed to just shifting, say,
the husband's IRA account or money over into the wife's account.

Senator BAUCUS. Let me ask the question more specifically.
Senator BRADLEY. What is the evidence of that?
Senator BAUCuS. Excuse me just a minute, Bill.
The next question I want to ask is, how much should we increase

personal savings? The current estimates of the share of personal
income saved in America today is about 5 percent. It is closer to 20
percent in Japan. What should the personal savings rate be? How
much of a family's or a person's income should be saved? What
should the goal be, do you think?

Mr. MORRIS. I don't know what the goal should be, but the latest
figure I think was 2.8 percent, the lowest it has been in decades. So
it is going the wrong way.

Senator BAUCUS. What should the goal be? Should it be 10 per-
cent? Fifteen percent? What do you think it should it be?

Mr. MORRIS. You could almost just pick a number. Anything is
better than where we are now. Ten percent would look awfully
good.

Senator BAUCUS. One more quick question, if I might, Mr. Chair-
man.

What about limiting the deductibility of consumer interest ex-
penses? Isn't complete deductibility a real problem in this country?

Mr. CASPERSEN. I would take issue with that. I think, one, this
bill does for the first time limit that deductibility in a very major
way, and indeed we are seeing some of the reactions and I am cer-
tain you have heard some of them in this committee.

Second, there is a real question on what savings are and how one
should incentivize it. It is an incredibly complex and incredibly cul-
turally oriented question. We have sponsored several major forums
with Wharton on savings, and hopefully they will come back this
fall with some specific recommendations on this subject. But it is a
culturally oriented question.

Mr. MORRIS. I think we would like to see the Tax Code oriented
toward an incentive for savings, and we feel one way to do that is
to take the incentive away from borrowing to consume.

Senator BAUCUS. Thank you.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Mr. Caspersen, I read with interest your state-

ment, and it is a very statesmanlike statement, but let me question
something about your own company. I was surprised to see you say
that the bill increased your taxes by $100 million. I would have
thought that a service business such as yours, without great capital
outlays for depreciable equipment-I know you must have a great
amount of depreciable equipment, but I'm referring to major plants
and that type of thing-would not have had an increase in taxes.
Explain it to me. Why do you?

Mr. CASPERSEN. Senator, my job as chairman is to maximize the
profitability of the corporation. As such, I look at the Code that
this body has passed, and I see opportunities to minimize taxes,
and frankly we have taken those. We have gone out of our core
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business, we have done things such as lease airplanes, et cetera, le-
veraged leases, depreciation, we have utilized all of the opportuni-
ties that the Code has allowed us.

Senator BENTSEN. I see.
Mr. CASPERSEN. And my argument today is that our expertise is

in consumer financial services. We would rather concentrate on
that. We think we could do more for the economy by pursuing that.
And we should take away the incentives that make us interested in
satellite leasing, and instead concentrate on the consumer.

Senator BENTSEN. I can understand, now, how you arrived at
that.

Let me speak to the banking association representative because I
have some sympathy with the one point in particular about loan
reserve losses.

I have been -one on this committee who has worked to try to slow
down the decrease in the deduction that is allowable for that.
Where the Treasury was trying to use just the experience ratio I
said that just to extrapolate experience into the future is not a true
indicator of where the economy is going. And-unfortunately, I have
been proven right on that.

But my concern is, at a time when they are talking to banks
about raising capital, when they are talking about putting a risk
ratio in on FDIC, isn't this bill counterproductive?

Mr. OLSON. You are exactly right. And your recollection of the
history is also correct. Most banks, I think, now are on the experi-
ence-basis, because that is the only option available to them.

We are very concerned about the impact that a change in that
provision would bring. The banking industry, and particularly in
the ag areas, and I am sure in your case in the oil areas, where
banks are wondering whether or not we have seen the bottom of
the economic crisis in our various parts of the country, the banks
are reserving.

Senator BENTSEN. Well, I think that is agriculture, real estate,
and oil service businesses, all of those. You are going to see some
tremendous losses taken.

Mr. OLSON. Exactly. And banks are reserving very aggressively
in anticipation of what the problems might be. Many of the banks
do not have ready access to capital. If we were to certainly tax the
reserves that have been built, and then inaddition change the
manner in which we can allow for loan losses for tax purposes, I
think that would have a very dramatic impact on the banking in-
dustry.

Senator BENTSEN. Well now, I don't want you to get by scot-free
and think that I agree with you on everything; I want you to ex-
plain to me why a sophisticated institution like a financial institu-
tion can't go to accrual accounting. I notice you oppose that provi-
sion.

Mr. OLSON. That for tax purposes we would not go back to accru-
al accounting? For tax purposes?

Senator BENTSEN. Yes.
Mr. OLSON. I think that the principal reason for that is-I had

better turn that over to Mr. Gordon Martin. [Laughter.]
Senator DURENBERGER. I told you that kid was smart. [Laughter.]
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Senator BENTSEN. I may have found the soft underbelly. [Laugh-
ter.]

Mr. MARTIN. Let me just say that the present code, as it is pres-
ently drawn, offers sufficient ability to the IRS to monitor and to
prohibit or to stop any abuses that would come about through the
cash-accounting method. So, while it may in some people's minds
be theoretically a purer way to go, it is not something that can't be
controlled through the present system of cash accounting. So I
think cash accounting is an appropriate device that has been used
for many years and is well controllable under the present system.

Senator BENTSEN. You all may have to work on that answer.
Thank you, Mr. Chairman.
The CHAIRMAN. Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Let me welcome Mr. Caspersen to the committee and thank him

very much for his testimony. I was interested in everyone's testi-
mony, and I am not just interested in Mr. Caspersen because he is
from New Jersey, but I am interested in it because of what he had
to say.

A hundred million dollar tax increase for your company, and you
are for tax reform? And you say the reason is--

Mr. CASPERSEN. The reason is, very simply, in our evaluation we
are going to make more money over that 5-year period from the
increased prosperity of the middle-class consumer whom we serve.

Senator BRADLEY. That is a very powerful vote of confidence in
the long-term effect of major tax reform, and I think it is a signifi-
cant statement.

Senator Durenberger tried to get you to say what you thought
the individual rates should be, and in the course of his question he
talked about the individual income tax now raising about $335 to
$340 billion and the corporate tax about $58 billion, so that the
total raised from the income tax, corporate and individual, is about
$400 billion. This year the value of all the tax expenditures will be
$400 billion. So, we lose as much as we get by the way we have
designed the Tax Code. What does that tell you?

Mr. CASPERSEN. Well, it tells me that the perception of the aver-
age American is absolutely accurate: that the code is not fair.

* Senator BRADLEY. That the $400 billion that is raised is raised
from those who haven't figured out a way how to use the other
$400 billion, right?

Mr. CASPERSEN. Usually because they just do not have access to
the proper tax advice..

Senator BRADLEY. I heard you talking about how you thought
this would be good for everybody, and the unfairness that you per-
ceived in the code. It sounded to me like it boiled down to the con-
clusion that the problem with the present code is that equal in-
comes just don't pay equal tax. Is that right?

Mr. CASPERSEN. Exactly.
Senator BRADLEY. We have a number of proposals before us, and

in the administration bill one of those proposals is that you can
deduct the mortgage interest on your principal residence but not a
secondary residence.
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Now, since you are all innovative lenders, what might you do for
your customer with a second home to ensure that he does not lose
any tax advantage from this particular proposal in the code? Can
you, off the top of your head, think of any way? [Laughter.]

Because I have a couple of suggestions that I would like to run
by you.

Mr. MORRIS. Senator, I might respond that as innovative as you
say we are, we are not nearly as innovative as our customers; and I
think' the obvious thing is that customers are coming in saying,
"Will you put a second on the equity I have in my home so I can
take that money to buy a second home?" or whatever. I don't think
it is necessarily the innovativeness of the lender; the customer is
pretty smart.

Mr. OLSON. Senator, I may also say that we, like a lot of institu-_
tions that have been heavily involved in real estate, have a fair
number of 8, 9, 9.5 percent loans, and our innovation would prob-
ably ask us to rewrite the principal home, on their residence, to do
that. But as has been indicated, the consumer has already figured
that out before we did.

Senator BENTSEN. Senator Bradley, I think your constituent has
about as many second mortgages as anybody in the country.

Senator BRADLEY. Well, that's one of the reasons I asked the
question.

So, if we are really interested in equal incomes paying equal
taxes, and we want to try to even out the mortgage interest, maybe
we are not going to be able to do that if we simply say "primary
but not second or third homes," right?

Mr. OLSON. There is another concern that we have, too.
Senator BRADLEY. Well, just yes or no.
Mr. OLSON. Yes.
Senator BRADLEY. I see my time is running, that's why I want to

get into more questions.
Let me just ask Mr. Morris a question. You said that savings

rates are down to 2.5 percent, and that troubles you. That is the
lowest I have heard in a long while. If that is so, after the expan-
sion of the IRA, after the tax-exempt status for credit unions, after
this savings vehicle and that savings vehicle, why, then, is the
present system not working? And why would you expect that in-
creasing the IRA would increase savings?

Mr. MORRIS. I don't think there is any one item-401(k) or IRA
or whatever-that is going to solve that total problem. As was
mentioned, we have some things in our culture-Social Security,
the retirement pension programs-that all stop or slow down a per-
son's desire to save out of his disposable income. Any piece in the
puzzle that would encourage additional money to be set aside will
help that program. I don't think there is any one thing that is
going to solve that total problem.

Senator BRADLEY. So, because there is a subsidy to borrowing,
you have to overcome that subsidy to borrowing by offering a subsi-
dy to savings, or remove the subsidy to borrowing, right?

Mr. MORRIS. Yes.
The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
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I have just a question of Mr. Caspersen. On page 4 of his state-
ment-and this may have been covered; I came ate.

You say that Beneficial, like many other companies, structured
its financial affairs and made investments over the past several
years "for the specific purpose of minimizing its corporate income
tax burden. It would probably no longer be prudent or economical-
ly viable to make such investments if the tax reform proposals are
adopted in their present form."

gy question to you is, what possible changes would you make in
your portfolio? What would be the direction of those changes? I am
not saying specific securities, but I mean what direction are you
talking about? What might be the consequences of that change in
your investment portfolio, which presumably would be duplicated
by many other companies in your industry?

Mr. CASPERSEN. Well, let's take a specific example. In the last
several years we have been active in the leverage leasing market,
and specifically have taken interest in several-several dozen to be
accurate-727's. That allows us ITC, it allows us depreciation, it ba-
sically covers and shelters a certain amount of income. That is not
our area of expertise, but we look at that, and we look at the after-
tax return; in other words, all the return, which includes tax sav-
ings and interest on our position. And if we see that is greater than
say 15 percent, if we are using a 15-percent benchmark, say, 18 per-
cent, then we will allocate money there. Well, the real return is
much lower if you disregard taxes. We would get out of that busi-
ness completely and allocate the funds instead to our core business,
consumer financial services.

Senator CHAFEE. I just wonder, everything has a ripple effect, ob-
viously, and so then Boeing's worried about how their customers
are going to get financing to purchase Boeing aircrafts, 747 or
whatever. I suppose that gap will be filled somewhere.

Mr. CASPERSEN. It will be filled on the basis of the real return,
and not on the U.S. Government-assisted return.

Senator CHAFEE. I see.
All right. That is the only question I had Mr. Chairman.
Thank you.
The CHAIRMAN. Mr. Morris and Mr. Cannon, should banks be

able to deduct foreign taxes paid, the way other businesses do?
Mr. CANNON. Mr. Chairman, I don't feel qualified to respond to

that.
The CHAIRMAN. Mr. Morris.
Mr. MORRIS. Senator, I would say that the objective of this bill is

to promote fairness, as Mr. Caspersen has said, and I think any-
thing in the tax bill that would promote fairness, this committee
and the Ways and Means Committee should take a look at.

The CHAIRMAN. What does that mean in terms of an answer to
In question? [Laughter]

Wr. MORRIS. It is an evasion. [Laughter]
I am really not that familiar with the foreign-source income from

the banks to make a comment.
The CHAIRMAN. This isn't foreign-source income. These are taxes

they pay overseas, just like any other American company that hap-
pens to be overseas, and you get to deduct them so they don't have
to pay double taxation, in terms of figuring your taxes. I was won-
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dering if banks-they are allowed to do it now-should continue to
be allowed to do it.

Mr. MORRIS. I assume so.
The CHAIRMAN. Now, we may want to change it for all compa-

nies. In fact, there is a provision inf here to limit it on what the
banks know as a per-country limitation. But that is not just for
banks, that is for everybody.

The reason I ask this question: I think it is a cheap shot on occa-
sion when people talk about the low effective rate of taxation of
banks, and they do not take into account the foreign taxes paid in
an attempt to give a misimpression as to how much banks pay in
the way of taxes.

I am well aware that savings and loans, unless I am mistaken, do
not operate overseas very much.

Mr. MORRIS. That is correct.
The CHAIRMAN. Banks do. And I just think it is a cheap shot if

on occasion people make references to their low tax rates and do
not take that into account.

Let me ask one last question, generically.
During the fifties and sixties, up until about 1973, the savings

rate in this country bounced around between 6.5 and roughly about
8.2 percent. It reached a high, as a matter of fact, of 8.2 or 8.3 in
1972, 1973, 1974. But all during the fifties and sixties when we
were expanding tremendously, real growth in this country, we did
it with about a 7-percent savings rate. Why were we so effective at
the expansion in those days with a relatively low savings rate? Be-
cause people point at Japan at 18 or 20 percent and Europe at 12
or 13 or 14 percent. Why were we successful then at real growth in
this economy with a relatively low savings rate?

I will start with Mr. Olson.
Mr. OLSON. I don't have the figures in front of me, Mr. Chair-

man, but it is the real rate of savings that is the key factor. When
the savings rate relative to the inflation rate was such that the
consumer actually could find the advantage in saving, that is when
savings accumulated. And I think when that rate was overtaken by
the rate of inflation was when we saw the rate of savings decline.

The CHAIRMAN. Oh, I understand when it went down. I want to
know why this country was able to expand so much in the fifties
and sixties with a relatively low rate of savings.

Mr. OLSON. Again, the real rate that they were earning relative
to inflation was so much better.

The CHAIRMAN. I understand your answer. I am not sure that an-
swers the question, but I will leave it there.

Go ahead.
Mr. CASPERSEN. I think it is a very complex question. In the fif-

ties and sixties you really had the bee-o n industrial plant,
and a country that had not moved forward partially because of the
Depression and partially because of World War If. And all of a
sudden, you had this huge pentup demand. There is that, and there
are a tremendous amount of other factors. I think it is an incred-
ibly valid question, because if you find the answer to that, then you
can apply that in learning where-we are now. But I think the
answer is going to be very complex.
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Mr. MORRIS. I would like to make a comment strictly from a lay-
man's point of view and not because I have done any studies or am
an economist. It seems to me that one big difference between the
fifties and now is the Federal deficit. At that time the deficit was
relatively low compared to what we have right now, and that defi-
cit is taking up more and more of those dollars, those savings dol-
lars that are put aside, and running them back through the Gov-
ernment; whereas, in the fifties it seemed to me that there were
enough dollars left to provide the capital for this country to grow
on.

The CHAIRi,. -N. Mr. Cannon.
Mr. CANNON. I think that I would agree with that conclusion,

whether I am an economist or not. The budget is much, much
higher in terms of money being utilized by our government today,
and just to service the debt of that deficit takes a lot of money, po-
tentially, out of the savings market.

The CHAIRMAN. Mr. Perkowski.
Mr. PERKOWSKI. I couldn't add anything.
The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. I don't know if I can add anything with a

question, either. But I wonder if we weren't getting close to it when
we talked about debt service and its impact on whatever current
earnings we have, whether we have government or industry.

I would like to ask all of you a question that I asked Jim Baker
about 6 months ago, and that is whether or not you believe that if
you were on the Senate Finance Committee, having to make a deci-
sion about what the U.S. income tax ought to do to the income of
Americans, the question is what set of principles would you use to
guide you? Or, first, would you even want to set a principle? Or
should you just sit there and react to other people's recommenda-
tions, sort of an incremental reaction:

This thing is so bad that, having identified the badness in it, that is, unfairness,
then we would just take out the unfair part of it. Or would you like some other set
of principles?

I asked Jim this question, and he said, "Well, the principles are
very simple: a maximum rate of 35 percent and 33 percent," which
is why I asked the earlier question. "The second principle is reve-
nue neutrality. The third principle is the poor should not be be
taxed." The fourth principle was families should be, somehow, pro-
tected.

Well, we burst into a disagreement over what families are. There
is some question of how to tax or not tax the poor. But it is clear
that 35 to 33 percent and revenue-neutrality are the guiding princi-
ples.

Now, there is another set of principles that I would offer to you
that I think relate more to a tax on income. For example, I use my
income to satisfy certain important personal needs of me and my
family, whether I am poor, middle income, or rich: my home, my
health, my education. I have to divert a portion of my income to
those purposes. And traditionally in America we have used the Tax
Code to facilitate that in some way. I ask you if that is an impor-
tant principle.
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Second, and related to it is: I purchase some income security
with that, in some fashion; against my disability or that of my
family, against my retirement or the widowhood of my wife, or
whatever the case may be.

The third thing I do is, I invest in other people so that they may
create job opportunities in a productive society-capital invest-
ment. That seems to me to be a relatively important principle in
an income Tax Code; forget all the other taxes.

The fourth is consumption. If you want everybody to consume
like mad, you can set things up like we have in this country over
the last 30 years, that you are all experts on: that is, the interest
deduction. Anything you want to buy, you borrow, and somebody
else pays for it. You can consume like mad in this country, if that
is what you want to do. Or, you don't want to do.

Now, I give you those four as a suggested alternative set of prin-
ciples, and just ask you if I am way off base in suggesting, that
lightening the burden, making sense out of the income tax, and
fairness, are a better set of principles to guide us than the rate
and revenue-neutrality.

Mr. OLSON. Senator, the ABA's economic advisory group, made
up of economists from a number of the banks, established a broad-
based set of criteria to be used when considering tax law changes.
This criteria' was adopted prior to the time that they were looking
at the specifics of this proposal or any other proposal, but it is four
relatively broadbased principles.

No. 1, reduce rates; No. 2, broaden the base; No. 3, remove taxes
from investment decisions, which I think in your case was what
you were referring to in some of your specifics; and No. 4, promote
fairness. So, within that broad context, which includes a lot of
what you are saying, those are the principles that we would recom-
mend.

Senator DURENBERGER. Mr. Caspersen.
Mr. CASPERSEN. I would particularly emphasize the reduction of

the rates. I think it is absolutely essential to maximize productivity
in this country, for many, many reasons, which need not be gone
into here. And in order to do that, we have got to take out tax deci-
sions from productivity decisions.

Senator DURENBERGER. Mr. Morris.
Mr. MORRIS. I think two things: One, the deficit is so much on

our minds that I think we have to look, when we are looking at the
Tax Code, at what the Government is spending. Spending has to be
reduced; the Government has to be responsible. I think we have to
meet, as you suggest, the basic needs of the family in the Tax Code.
And I think we have to encourage savings rather than encourage
consumption.

Senator DURENBERGER. Mr. Cannon.
Mr. CANNON. Senator, I would agree with everything that has

been said so far, and would add to that. I think that tax decisions
in this committee or other bodies in the other house should not be
made in a vacuum. I think other members, representatives of busi-
ness and people, should have their input on the impact on various
institutions that are involved here, and make a determination
about whether or not you want those institutidns to continue doing
the job that they have been doing. And if you do, if you say yes to
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that, then the tax policy I think should not guide that, should not
interfere with that.

Senator DURENBERGER. Joe.
Mr. PERKOWSKI. Senator, we are not economists; we just run a

credit union. However, in our testimony we did mention that one of
the things that helps us in serving our members is that we-do not
have to make decisions based on a Tax Code; we make decisions
strictly based on our members' needs. And I think what you are
suggesting would possibly make that possible for others as well,
and I would subscribe to it.

Senator DURENBERGER. Thank you.
The CHAIRMAN. Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Baucus.
Senator BAucus. In 1981 when we lowered marginal rates, out

personal savings rates did not increase. Why will further marginal
rate reduction increase personal savings, you have advocated, Mr.
Olson?

Mr. OLSON. I think in 1981 we were ust coming out of the high
interest rate environment, and we still had not--

Senator BAUCUS. Why won't people just spend the additional
money that they have in their pockets? It won't be very much
anyway, but why won't they just spend it? Why will they save it?

Mr. OLSON. In my judgment there is a shift in the mentality,
where people now believe that they can save and that it will be
economically beneficial to them. And I don't think that was the
case in 1981.

Senator BAUCUS. What is the evidence of that when as personal
tax rates went down, personal savings rates also went down? _

Mr. CANNON. Senator, a part of the response would be to take a
look at what happened after the creation of the authority for uni-
versal IRA's. Prior to that time, I am sure you recall, IRA accounts
were only available to those individuals that did not have a spon-
sored pension plan. But once they were made available to every-
body, including those people, we have had tremendous increases in
those accounts. That represents a great increase in savings.

So, I am talking incentives rather than, I suppose, tax credits
which can be spent.

Senator BAUCUS. Well, I am still not convinced that lower mar-
ginal rates are going to necessarily result in significantly increased
personal savings rates.

Mr. CASPERSEN. I think one of the things that you have to consid-
er here, too, if we are going to talk about savings in depth, is the
accuracy of the figures that are being presented to you. As I under-
stand the figures, they do not include in savings increasing values
in the home ownership area.

The home is the average American's largest single savings vehi-
cle. I think we all agree with that. And, given that, any accurate
portrayal of savings rates has got to include values in homes.

Senator BAUCUS. Where does the value of the farmhouse figure
in there?

Mr. CASPERSEN. That is an entirely different problem. But there
really is a problem on this, on the savings. We talked briefly about
second mortgages earlier. Second mortgages are not borrowings;
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they are the releasing of savings, liquifying houses. People, rather
than refinance the first, in effect use a second. They take the
second out and liquify their equity in their homes.

Mr. MORRIS. Senator, the U.S. League has done a study on that,
and -I believe we can supply you with the results of that study. It
indicates, in normal situations, not in a recessionary period such as
we were in in 1981-82, that an increase in disposable income will
increase the savings.

With your permission, we would send that to you.
Senator BAUCUS. I would like to see that study. Intuitively, I just

don't believe it given historical rates. I think it is more of a cultur-
al phenomenon; a great many factors bear upon it. And tax incen-
tives or disincentives are just one of many factors-even if a signif-
icant factor. Some of it is work ethic; some is expectations of the
future, et cetera. But we have to work at it with lots of different
approaches, lots of different directions.

Mr. MoRRIs. There is one other phenomenon that we are going
through right now. For want of a better term it is called the life
cycle of savings. With just the demographics in this country right
now, we have a bigger majority of people in the spending age, say
the 25-to 45-group. When people are 45 and older is when they
tend to start saving, and right now the bulk of the people for the
rest of this decade are going to be in the 25- to 45-nonsaving age
category. That is another factor.

Senator BAUCUS. Thank you.
[The U.S. League's study follows:]
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INTRODUCTION

That Americans save too little is scarcely in dispute. No concensus
exists, however, regarding the policy measures that should be taken to
remedy this situation.

In part, this lack of concensus results from different concepts of
saving and different ways of measuring saving. These differences are
readily explained on technical grounds alone. A much more important
source of confusion results from the fact that most analysts,
commentators and policy makers identify personal saving with decisions
made by individuals. In fact, the vast majority of personal saving today
is done by employers through pension fund contributions; discretionary
personal saving--the saving that results from a conscious decision by
individuals and households to postpone consumption-has been trending
downward since the mid-1970s, in both relative and absolute terms.

This particular facet of personal saving behavior in America today
has profound public policy implications. Most of the analysis of our
slow* personal saving rate has focused on the use of tax incentives to
increase-personal saving. Yet pension fund contributions and earnings
are already tax-deferred, so that tax incentives for saving can affect
only the much smaller portion of total personal saving represented by
discretionary personal saving. Tax incentives for saving are therefore
likely to be perceived as ineffective when measured by the increase in
total personal saving, including pension contribution* and earnings.

Indeed, some measures that incur no tax revenue losses might prove to
be as effective as measures that do.

The purposes of this paper are to examine the influences that have
contributed to "low" personal saving rates in this country and, in so
doing, to provide the basis for alternative policy measures designed to
increase personal saving.
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CONCEPTS OF SAVING:

Ask an individual to define his savings and he is most likely to talk
about his balances at depository institutions and his holdings of stocks
and bonds. If pressed, he may include the equity in his home, the value
of other tangible assets--his wife's jewelry, his cat or his boat--and
perhaps the cash value of his life insurance and pension plans. If asked
about his saving behavior, he is most likely to talk in terms of
additions to his deposit balances, his purchases of stocks and bonds and,
perhaps, the appreciation in value of his tangible assets. He is,
however, unlikely to refer to changes in his outstanding debt, except
perhaps with regard to the equity in his home. Individuals thus have a
relatively firm grasp of saving in terms of gross assets (both tangible
and financial) and a much weaker grasp of the concept in terms of net
worth or changes in net worth.

Ask an economist to define personal saving and he will speak ih terms
of the difference between disposable income and consumption
expenditures. In this sense, personal saving is taken as an aggregate
concept that nets out the additions to debt used to finance consumption
expenditures. The economist thinks of saving in terms of the economic
resources left over after consumption decisions have been made! these
resources are then available for investment purposes. Thus, even though
one individual does not spend all that he earns and "saves" some portion
of his income, that portion cannot be considered as saving for the
economy if another individual borrows those funds and uses them to
consume more than he earns. Assuming that one individual's debt-financed
consumption in excess of his income was in exactly the same amount as
another's saving, the combined income statements of the two individuals
would show no saving whatsoever.

This use of the same word to refer to different concepts causes more
than a little confusion in the debate over the adequacy of the personal
saving rate in the United States when that debate is carried beyond the
small circle of professional economists to the broader arena of the
public at large. While it is easy enough to use any of these concepts to
support a policy of, say, tax incentives for saving (or disincentives to
consumption or borrowing), it is another matter to know how to structure
such incentives to achieve more specific objectives than simply
broadening and deepening the pool of saving. The understanding necessary
to shape a policy to such ends requires a deeper understanding of the
linkages between the different variables and of the behavior of personal
saving.
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PERSONAL SAVING IN CONTEXT:

Personal saaiing, by the economist's definition# is but one of five
types of saving that make up the total pool of economic resources
available for investment. -Wheother four types of saving are: the
retained earnings of business (net business saving), the budget surplus
of state and local governments, the budget surplus of the federal
government and the net saving of foreigners invested in the United
States. Table I shows the relative composition of
saving.

Table 1

Components of Total Saving
(Billions of Dollars)

Net
Personal Business Foreign

Year Saving Saving Saving

1960
1961
1962
1963
1964

1965
1966
1967
1968
1969

1970
1971
1972
1973
1974

1975
1976
1977
1978
1979

1980
1981
1982
1983
1984

$ 19.7
23.0
23.3
21.9
29.6

33.7
36.0
44.3
42.0
40.6

55.8
60.7
52.6
79.0
85.2

94.3
82.5
78.0
89.4
96.7

110.2
137.4
136.0
118.1
156.1

$$ 12.1
12.4
18.2
20.4
23.9

30.0
32.0
29.7
28.0
23.1

14.8
22.8
30.6
32.3
13.4

29.1
36.9
53.7
62.2
54.5

32.1
42.3
29.2
76.5

115.7

Sources U.S. Department of
Accounts.

2.8
3.8
3.4
4.4
6.8

- 5.4
- 3.1
- 2.6
- 0.6
- 0.4

- 3.2
0.8
5.1

- 6.5
- 2.9

- 18.3
- 5.1

13.7
14.3

1.8

- 6.3
- 5.8

6.6
33.9
93.4

state A
Local
Govt

Saving

$ 0.1
- 0.4

0.5
0.5
1.0

0.0
0.5

- 1.1
.0.1
1.5

1.9
2.6

13.5
13.4

6.8

5.5
16.6
28.1
30.3
30.4

30.6
37.6
32.9
44.1
53.0

these various types of

Federal
Govt

Saving

$ 3.0
- 3.9
- 4.2

0.3
- 3.3

0.5
- 1.8
- 13.2
- 6.1

8.4

- 12.4
- 22.0
- 16.8
- 5.6
- 11.5

- 69.3
- 53.1
- 45.9
- 29.5
- 16.1

- 61.3
- 64.3
-148.2
-178.2
-175.9

Total
Saving

S 37.7
27.3
34.4
38.7
44.4

58.8
63.6
57.1
63.4
73.2

56.9
64.9
85.0

112.6
91.0

41.3
77.8

127.6
166.7
167.3

105.3
147.2
56.5
94.4-

242.3

Commerce, National Income and Product
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Several points are worth noting about the data shown in this table.
First, it is clear that net foreign saving can be negative when Americans
lend and invest more abroad than foreigners lend and invest in the U.S.
Government saving can also be negative when budgets are in deficit.
Conceptually, business saving and personal saving could also be negative
under extreme circumstances.

Second, personal saving has traditionally been the largest single
contributor to the savings pool, so that the emphasis that has been
placed on personal saving is warranted.

Third, the negative saving, or dissaving, of the federal government
has recently exceeded personal saving, leaving the private sector of t~he
economy dependent, in effect, on other sources of domestic saving and on
foreign saving.

Fourth, all of the data shown in the table are for net saving and are
based on national income account definitions thus, capital consumption "
allowances are not included in business saving (adding capital
consumption allowances to retained earnings yields gross business saving).

rifth, the federal budget deficits do not include all of the receipts
and expenditures included in the Unified Budget and therefore appear to
be smaller in the national income accounts than in federal budget
presentations.

Sixth, net foreign saving has been negative in years past because, on
balance, Americans invested more abroad than foreigners invested in this
country. This situation has reversed in recent years because the U.S.
has been running a huge foreign trade deficit, generating large dollar
earnings for foreign producers; with U.S. interest rates at high levels
relative to other countries and with the U.S. economy expanding more
rapidly than other countries, it has been advantageous for foreigners to
reinvest those dollar earnings in the U.S. rather than in their own or
other countries.

The concern with personal saving in the 1970s was directly related to
the larger concern over inflation. In an inflationary context, saving
provides the funds necessary for investment in plant and equipment (as
well as housing). Investment in plant and equipment encourages the
growth of productivity and productivityy growth allows wages and profits
to grow without increases in prices. These relationships continue to
hold, of course, but inflation has declined in the 1980s as a result of
monetary restraint and generous tax incentives for investment.
Consequently, the concern with personal saving has shifted.
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Today, the concern arises from the precarious position in which the
enormous federal deficits have placed the economy. Thus, while the tax
incentives for investment put in place by the Economic Recovery Tax Act
of 1981 may have encouraged a spate of productivity-enhancing investment,
the failure to restrain federal spending has simply replaced the
inflationary problem with a deficit problem. The inadequacy of domestic
saving to finance the federal deficits and leave a balance available for
private investment places the economy at the mercy of net foreign saving.

It is, of course, possible that the portion of the world capitakm.-
market that is denominated in dollars has grown to such an extent that
the U.S. may be able to count on a large foreign financial inflow for
many years to come. Taken by itself, a reliance on foreign saving need
not be viewed with alarm. if American consumers provide a market for
foreign production, why shouldn't foreigners supply the saving needed to
cover U.S. budget deficits and American investment?

There are at least two reasons for viewing this circumstance with
concern, if not alarm. First, it is by no means certain that net foreign
saving will continue. Were the United States in a position to compensate
for a sharp decline in those inflows by either increasing its private
saving or by reducing its public dissaving to compensate quickly for a
decline in foreign saving, adverse consequences might be minimized. The
federal budget deficits, however, are both very large and structural in
nature. Federal spending simply cannot be reduced quickly because so
much of it is dedicated to transfer payments rather than to purchases of
goods and services. And even if the deficit were driven by goods and
services expenditures, its size alone would cause economic dislocations
if those expenditures were sharply reduced.

Second, the large foreign trade deficit that provides a basis for the
foreign financial inflow is itself causing economic dislocations in the
U.S. economy by wreaking havoc on our agricultural and manufacturing
sectors. A continuation of these trends can therefore be expected to
alter the fundamental structure of the U.S. economy in ways that are
probably undesirable in the long-run.

The most straightforward solution to these problems is quite
obviously to reduce the federal budget deficit to such an extent that the
economy generates sufficient domestic saving to finance whatever budget
deficit remains and still have resources left over to meet the needs of
the private sector.

There are a variety of ways of reducing the federal deficit. The
optimal means of doing so, however, is one that does not discourage
saving and investment and does not inadvertently diminish the effect of
the deficit reduction measures. For example, if federal expenditures are
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all so essential, then the obvious answer is to raise taxes by an amount
sufficient to finance thiei Bat we already have a thriving *undergroundO
economy. Raising tax rates might not, therefore, produce the expected
revenue. Similarly, tax increase measures that discouraged investment
could slow the rate of growth of the economy and reduce revenues while
increasing outlays, partly foiling deficit reduction efforts.

in the face of the need for deficit reduction and the possibility of
a solution to this problem being effected in part through the tax
structure, it becomes essential to know the policy actions that would
influence personal saving favorably and adversely.

From the more narrow point of view of hou'jing and savings
institutions, it is also important to know the policy actions that would
influence savings institution deposit inflows. Many of the influences on
savings institution deposit inflows are competitive in nature, but many
others flow through personal saving# clearly, the larger the pool of
saving, the greater is the opportunity for savings institutions to
compete for those funds in order to channel then into home mortgages and
other earning assets.
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THE DETERMINANTS OF PERSONAL SAVI4G?:

At the most fundamental level, an individual's income provides the
basis for both his consumption and his saving. Rising income generally
means both more saving and more consumption, but a variety of factors
then influence the relative proportions of each. For example, in the
short run, "highO interest rates may influence individuals to save more
and consume less adverse economic conditions in which relatively more
people expect to become unemployed may influence individuals to save more
and consume less. In the long run, population demographics, marginal tax
rates, the general availability of credit, the provision of retirement
funds and health and life insurance all have an influence over the trends
of consumption and saving.

Before attempting to quantify the extent of the influence of these
factors on personal saving, it is necessary to be precise about the
accounting definitions of Oincome" and "saving* as they ire used in the
discussion of saving rates.

First, the commonly-used measure of the personal saving rate is the
percentage of disposable personal income not consumed. That is, one
derives personal saving by subtracting personal consumption from
disposable personal income. What, then, constitutes *disposable personal
income" and "consumptionO?

Personal income in the national income accounts consists of wages and
salaries, the business income of proprietors after adjustments for the
valuation of inventories and capital consumption, rental income of
persons adjusted for capital consumption, dividends and interest received
by persons and a host of transfer payments (Social Security, worker's
compensation, Veteran's benefits, Aid to Families with Dependent Children
and so forth). In addition, personal income includes employer
contributions to pension funds and payments for employee life and health
insurance. These payments are called *wage and salary supplements*.

In the accounts, employer payments for employee life and health
insurance are classified as consumption, while employer contributions to
pension funds are considered as personal saving. In addition, the
earnings on pension fund balances are treated as personal income and as
personal saving. These components of personal saving do not pass through
the individual's hands and should not, therefore, be considered a part of
the individual's conscious and deliberate (discretionary) saving that
flows into deposits, stocks, bonds and other investments.

To arrive at "disposable* personal income, taxes paid to governments
and certain non-tax payments, such as license fees and fines, are
subtracted from personal income.
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Chart I illustrates the relationship between Personal paving,
including the increase in pension fund reserves, and discretionary
personal saving. The shaded area of the chart represents the increase in
pension fund reserves. it is quite clear that the growth of personal-
saving since about 1970 can be attributed almost exclusively to the
growth of pension fund contributions and the earnings on those funds

Chart 1

Personal Saving and the
Influence of Pension Funds

rather than to the growth of discretionary personal saving. Indeed,
discretionary personal saving displayed a generally declining trend until
1984 and even became negative in 1983.

It is important to note that sav-ings institutions compete at the
retail level for the deposits that flow from discretionary-personal
saving; pension fund reserves are not accessed directly across the
counter.
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Basic Motives for Saving:

As a framework for the discussion of the influences on personal
saving, consider that individuals have two basic motivations for not
spenJing every dollar of income they receive.

First, the future is uncertain. Will the crops be as good next year
as they are this year and will they bring as high a price? Will the
company stay in business? Will the individual be able to keep his job?
Will sickness strike the family? The kind of saving that flows from
these concerns with the uncertainty of the future is generally known as
*rainy day* saving and it has been a feature of economic behavior since
the earliest days of civilization.

Second, some purchases are sufficiently large that they cannot be
financed from current income., The individual has to "save up" to buy
these items. Even if the purchase is partially financed with debt, a
sizeable downpayment may be required. A home purchase is a prime example
today.

In modern economies, a third basic motivation can be distinguished.
If the society permits it, the individual can lend some of his income to
another and receive payment for this service. By so doing, the lending
individual has the prospect of being able to consume more in the future
by postponing consumption (by saving) in the present. Alternatively, the
individual may invest directly in some business or another in order to
earn profit (as opposed to interest) and thereby make it possible to
consume more in the future. Before the development of modern financial
intermediaries, much of this kind of saving was, in fact, invested
directly, either by expanding one's own business or by becoming a partner
in someone else's, with the reward for saving being a share of the profit.

Finally, the individual may invest in a home which he, himself, -

occupies, thereby earning (imputed) rental income. This income is not
recognized in the national income accounts, but it is nevertheless a form
of saving for direct investment just as investing in any other business
is.

in the context of these basic, structural motivations for saving,
consider the forces currently influencing personal saving behavior.

Population Demographics:

Individuals pass through a *life cycle* of saving. From birth to the
late teens or early twenties, the individual is dependent on his family
for support--he neither earns meaningful income nor does he save. Once
the individual leaves the family and strikes out on his own, he earns
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income, but typically not enough to provide for any significant margin of
saving. Moreover, when he marries and begins to form a family of his
own, the claims against his income tend to grow more rapidly than his
income. Household equipment must be purchased--furniture, appliances and
so forth. Children must be fed, clothed and educated. During this phase
of the life cycle, the individual also typically buys a home. in our
economy, many of these expenditures are debt-financed. Thus, even though
the individual may be putting aside a few dollars that he considers to be
saving, the debt that he is incurring probably makes him a net dis-saverl
on balance, he is drawing saving from the capital pool rather than adding
to it. Thus, until the children have ceased to be "dependent", the
individual may be said to be in the *prime borrowings phase of the life
cycle--a period that generally spans the ages from about 25 to 45.

The individual's income may be presumed to grow through this period
as his career progresses. Thus, by the time the children have left the
nest, the individual's income may be approaching a career peak at the
me time that the demands upon that income are declining. This is the

point at which the individual enters the *prime savings phase of the life
cycle. Not only are the demands upon income declining, but the
individual begins to think about retirement and about providing a pool of
personal funds to supplement whatever pension income he may expect to
receive. Thus, both the ability and the willingness to save grow
significantly between the ages of about 45 and 65.

The final phase of the life cycle extends from about age 65, or the
time of retirement, to death. During this phase of the life cycle, the
individual may remain a prime saver if his retirement income is
sufficient to support his life style and leave a margin for saving.
Saving for these individuals may be motivated by the uncertainty of
medical bills or home repairs or simply by a desire to leave an estate
for their children or grandchildren. For others in this age group,
retirement income may not be sufficient to cover more than basic needs
and for still others, retirement income may not even be sufficient for
basic needs, so that they are required to draw down the balances they
accumulated during their prime saving years. On balance, therefore, this
age group may be neutral with respect to aggregate saving.

The relative proportions of these different age groups within the
population thus have a structural influence on aggregate personal
saving. A relatively large number of individuals in the prime saving
phase of the life cycle should produce a higher saving rate than if they
constitute only a small proportion of the population.

To illustrate this point, Chart 2 shows how the proportion of the
U.S. population in the prime saving phase of the life cycle has varied
over time.
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Chart 2

The Decline of the Prime Saver
Age Group

(Percent of Population Between Age 45

21.0-.-

20.5

19.5

19510 52

and 64)

54 56 58 60 62 64 66 68 70 72 14 76 78 80 82

21.0z

20.5

20.0

19.5

19.0

Source: U.S. Deoarent of Coemrce

Note particularly that the prime savers have been declining sharply
as a percent of the population, a factor that, for the reasons described
above, can be expected to continue to depress the personal saving rate.

Income Security Programs:

Income security programs have always existed. in earlier times, the
aged, the poor, the disabled and the misfortunate were cared for by the
tribe, by the comunity or by the family. What is different today is the
form, much more than the substance, of income security programs. That
form nevertheless has an influence on personal saving behavior.

It, I light tilt 111111 I 1111110 I

20.0
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Beginning in the 1930s, under the inspiration of the Great
Depression, governmental programs began to supplant informal private
measures for maintaining income security. Social Security, unemployment
insurance, worker's compensation and programs for general welfare were
inaugurated during that period. It may even be said that deposit
insurance and housing policy, particularly that part of housing policy
directed toward homeownership, grew out of a desire to provide, through
government, the kind of income security that families and communities
were unable to supply during the Depression.

Later governmental programs include Medicare and Medicaid, Aid to
Families with Dependent Children and Food Stamps, among others. In a
very important sense, these programs have shifted responsibility from
individuals and local communities to a larger community of the whole
nation. As a consequence, individuals no longer feel quite as compelled
to save voluntarily to insure against the calamaties of unemployment and,
illness or to provide for their own retirement.

Private initiatives, facilitated by law and regulation, have followed
federal examples. The availability of employer-sponsored pension funds
and health and life insurance has increased substantially during the post
World war I period. And as a portion of the individual responsibility
to save to meet economic uncertainty shifted to government, another large
portion of that responsibility has been shifted to the employer.
Although private pension fund contributions are included in personal
income and personal saving and employer payments for health and life
insurance are treated as personal income, the motivation for voluntary
saving is weakened by the availability of these programs. Table 2 shows
how pension fund coverage has expanded over time to cover American
workers.
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Table 2

Percent of Nonagricultural Wage and Salary Workers
Covered by Pension Plans

Private Sector
Workers Covered

by Private
Pension Plans

Public & Private
Sector Workers
Covered by
Pension Plans

25.0t

32.0

40.8

43.0

44.8

1975 48.7

1980 64.7

1983 63.4

Source: Social Security Administration, Bureau
American Council of Life Insurance.

36.4%

43.7

52.1

54.9

56.4

61.4

75.2

75.2

of the Census dnd

These data reveal the sharp increase in pension fund coverage since
the end of World War II. Moreover, these data do not include Social
Security coverage. rn 1950, about 35% of the population over the age of
17 was fully covered by Social Securityl in 1984, 82% of the over-17
population was fully covered.

Chart 3 shows the effect of private and state and local government
pension fund contributions and earnings on total personal saving and
overlays the demographics shown in Chart 2 to illustrate the close
correlation between the proportion of the population in the prime saving
phase of the life cycle and the discretionary personal saving rate.

Year

1950

1955

1965

1970
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Chart 3

Prime Savers, Pension Funds
and Personal Saving Rates

Source: U.S. WeOarwent of Connerce

Note in particular that he personal saving
contributions to pension funds and the earnings

became negative in 1983.

rate, excluding employer
on those funds, actually

Availability of Credit:

Although credit has long been available to American consumers through

charge accounts at the local grocery store or the local department store,

these credit facilities can hardly be considered in the same sentence

with the prevalence of credit cards and other forms of consumer credit

today. Table 3 shows the growth of pet capita consumer credit, adjusted

for inflation, since 1950.
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Table 3

Real Consumer Credit Per Capita
(Billions of 1972 Dollars)

Non-
Install-

Ment
Year Total Credit

1950 $444.9 $175.2

1955 664.1

1960 793.7

1965 1,081.3

1968
1969
1970
1971
1972
1973
1974

1975
1976
1977
1978
1979

1980
1981
1982
1983
1984

1,1A6.3
1,161.4
1,124.8
1,155.4
1,216.2
1,284.4
1,219.2

1,140.8
1,185.3
1,277.8
1,366.7
1,401.1

1,280.5
1,230.9
1,213.4
1,290.8
1,457.0

217.4

243.2

307.3

319.4
309.2
296.0
290.5
305.5
306.8
280.3

261.5
262.3
260.2
260.6
261.1

245.8
238.5
236.6
254.7
285.1

Auto-
mobile

$107.3

202.1

224.8

312.3

315.2
316.8
289.9
301.0
331.9
343.6
314.0

297.3
328.1
372.2
418.3
432.5

390.3
376.6
363.3
378.2
425.0

Installment Credit

Mobile
Revolving Homes Other Total

$162.4 $ 269.7

244.6 311.8

325.6 550.4

461.7 774.0

18.6
30.6
39.1
61.3
65.2
72.4
76.6

75.1

79.9
163.S
184.8
197.4

183.4
181.2
183.2
201.4
236.2

19.4
53.3
65.7
86.3
84.4

74.7
70.3
66.9
62.4
57.8

57.8
53.7
61.9
62.5
65.2

493.1
504.9
480.4
449.3
448.0
475.3
463.9

432.2
444.7
415.0
440.7
447.5

403.2
380.8
368.3
394.0
445.6

826.9
852.3
828.8
864.9
910.7
977.6
938.9

879.2
922.9

1,107.6
1,106.1
1,139.9

1,034.8
992.3
976.7

1,036.2
1,171.9

Source: Federal Reserve Board.

Notes: (Changes in classifications in 1977.)

Credit availability clearly reduces the need to *save up" to finance
consumer/expenditures and thus weakens the motivation for saving. Add to
this federal programs, only recently scaled back, to provide loans to
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finance college educations and the 'availability of low- and no-
downpayment home mortgages and one must conclude that, while the
availability of credit has contributed substantially to the material
standard of living of Americans, it has also contributed to "low"
personal saving rates.

Inflation

Although individuals have a tendency to ignore the rate of inflation
in their short-term saving decisions, the real, or inflation-adjusted,
rate of returntis powerful factor in the long run. To illustrate, a
10% nominal return may be quite appealing when the inflation rate is zero
and quite unappealing when inflation is running at 10%. In developing
countries, whuae inflation tends to be endemic, individuals save either-
in hard currency or in tangibles, which may be classified as consumption
expenditures. The. same proved true in the United States during the late
1970s, when individuals began to realize that their "real* rates of
return were, in many cases, negative. They began shifting their
portfolios to such tangibles as real estate and to so-called
"collectibles"--tangible goods whose value could be expected to increase
with a continuation of inflation--and to gold and silver.

Inflation also has the effect of reducing the personal income
available for saving. Under all but very moderate rates of inflation,
the prices of goods and services purchased by consumers tend to rise
faster than wages and salaries.

If inflation persists over any extended period of time, saving
behavior can be altered permanently. Individuals become ingrained with
the belief that financial assets cannot be relied upon to yield a
positive real rate of return. Tangible assets, debt-financed if
possible, then become the preferred medium for individual saving.

Table,4 shows how inflation in the late 1970s and, to a lesser degree
in the late 1950s, reduced ceal rates of interest on short-term and long-
term U.S. government securities. Indeed, the real rate of interest on
three-month Treasury bills was negative from 1974 through 1980; even the
real rates of return on 10-year Treasury bonds were negative in 1974-75
and 1979-80.

All of these yields are, of course, pro-tax yields. When one
considers the taxability of the interest earnings on these securities,
real after-tax yields were much smaller than those indicated in the table.



174

-17-

Real Rates of Return on U.S.
Treasury Securities

(Percent)

Three-month
Year Treasury Bill

1955 2.1261
1956 1.162
1957 -0.296
1958 -0.861
1959 2.605

1960 1.328
1961 1.378
1962 1.678
1963 1.957
1964 2.249

196S i.254
1966 1.981
1967 1.421
1968 1.139
1969 1.277

1970 0.558
1971 0.048
1972 0.771
1973 0.841
1974 - 3.114

1975 - 3.262
1976 - 0.811
1977 - 1.235
1978 - 0.479
1979 - 1.259

1980 - 1.994
1981 3.629
1982 4.586.
1983 5.430
1984 5.280

Source: Federal Reserve Board.

10-Year
Treasury Bond

3.1931
1.684
0.087
0.620
3.530

2.520
2.880
2.850
2.800
2.890

2.580
2.020
2.170
1.450
1.270

1.450
1.860
2.910
0.640

- 3.440

- 1.110
1.810
0.920
0.710

- 1.860

- 2.040
3.510
6.900
7.900
8.140
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Tax Treatments

The U.S. tax system has, for many years, been biased in favor of
consumption and against saving. The current tax code permits the
deduction of interest paid on loans of all types, but taxes most interest
and dividend income at ordinary income tax rates. In effect, this tax
treatment reduces the cost of borrowing while it also reduces the return
to saving. The Economic Recovery Tax Act of 1981, by reducing marginal
tax rates, contributed slightly to redressing this J balance, but
significant restructuring of the net tax incentives to save must await the
enactment of major tax reform measures of the sort now being considered
in the Congress. The general thrust of the current tax reform proposals
is to eliminate or substantially reduce the deductibility of consumer
interest and to lower marginal tax rates still further, thereby raising
the after-tax cost of consumer borrowing and increasing the after-tax
return to saving.

These structural factors influence the general trend of personal
saving in the long run. Over the business cycle, several additional
factors operate,

Perhaps the most visible ot-th*-remaining basic influences on
personal saving is that of the return to saving, as reflected in interest
and dividend returns and in the cost of borrowing not incurred. But this
is not the only factor that influences personal saving in the short run
or over the cycle.

Uncertainty:

Although workers who lose their jobs receive unemployment benefits,
the payment amounts and the time for which benefits can be received ace
distinctly limited. Consequently, workers who anticipate the possibility
of being laid off are quite likely to begin to reduce their indebtedness
and build up their savings balances. This effect becomes generalized
when the economy moves into recession.

Interest Rate Movements and Wealth Effects,:

Generally speaking, an increase in interest rates avail le on
financial assets should encourage individuals to postpone current
consumption and to save more, simply because the reward for saving has
increased. Purthermore, that same rise in interest rates serves to
discourage-borrowing, so that individuals may be forced to postpone their
debt-financed consumption and to save more by default.
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An additional effect of rising interest rates is to reduce the ,alue
of fixed rate assets (i.e., bonds) already held in portfolio and
therefore to reduce wealth. At the same time, if stock prices move in
the same direction as bond prices, the value of stocks held in portfolio
will also decline.

These wealth effects influence saving behavior to the extent that
individuals have certain "target* levels of savings that they seek to
achieve and maintain. For example, an increase in interest rates that
serves to reduce existing wealth will be unambigously favorable to
increased savings individuals will not only respond to the incentive to
save out of current income because of the greater reward and will respond
to the disincentive to consume because of the higher cost of borrowing,
they will also respond to a felt need to restore their wealth to its
target level by adding to their balances.

Conversely, falling interest rates tend to increase the value of
existing portfolios, perhaps to levels exceeding the "target* levels,
reducing the incentive to save from current income and the disincentive
to debt-finance current consumption. Falling interest rates should
therefore produce lower levels of personal saving.

These short-run influences on saving behavior can be combined with
the longer-term influences discussed above to provide a quantitative
perspective on personal saving behavior. Using econometric techniques,
we can determine the relative importance of most (not all) of these
influences on personal saving.
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THE PERSONAL SAVING EQUATION:

In this section of the paper, we present the results of fitting an
econometric equation to personal saving. The process by which this is
accomplished is technical and need not detain us. It is sufficient to
say that the process relates variables representing the influences on
personal saving behavior discussed above in such a way that we are able
to determine the relative importance of each of these *explanatory"
variables.

Because we are ultimately interested in linking personal saving to
deposit growth at savings institutions, we define personal saving here as
OdiscretionaryO saving. That is, we subtract from personal saving and
from after-tax personal income the pension fund contributions of
employers and the earnings on pension fund reserves. This adjustment
yields a measure of the personal saving from which retail deposits must
be drawn. Savings, institutions do obtain some deposits from pension
funds, but primarily in the form of large denomination certificates of
deposit. This element of total savings institution deposits is accounted
for in the equation that relates discretionary personal saving to savings
institution deposits.

Table 5 presents the coefficients of each of the "explanatorym
variables and their relative importance in accounting for variations in
discretionary personal saving. Each of these coefficients has been
determined to be statistically significant at the 99% confidence level,
which simply means that there is only one chance in a hundred that the
coefficient is, in fact, zero and that the explanatory variable in
question is unrelated to discretionary personal saving. Several other
properties of the equation will be explained below.

A visual impression of how well the equation OexplainsO discretionty
personal saving can be obtained from Chart 4, which plots the actual
levels of discretionary personal saving against those derived from the
equation.
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Table 5

Parameters of the Discretionary
Personal Saving Equation

(1960-1984)

Standard Err-o-
Explanatory of the Mean
Variable Coefficient Coefficient Elasticity

Discretionary
Personal Income 0.0884 0.0095 3.05
(S Billions)

Change in
Pension Fund
Reserves - 1.5547 0.1592 -2.29
(S Billions)

After-tax
Yield on One-
Year Treasury
Bills 6.8345 1.4428 1.19
(Percent)

Population Aged
45 to 64 (Prime
Savers) 0.0018 0.0006 2.48
(Millions of People)

Population Aged
25 to 44 (Prime
Borrowers) - 0.0027 0.0006 -4.83
(Millions of People)

Unemployment
Rate 6.3842 1.4129 1.28
(Percent)

Goodness of Fit Statistics:

ft2 a .8698
SEE - $5.767 billion
oW - ".... 1.782
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Chart 4

Actual and Estimated
Discretionary Personal Saving

Billions Billions

The coefficients of the equation shown in ?able. S are to be
.interpreted as follows For every one billion dollar increase in
discretionary personal income-with all other variables remaining
constant-discretionary personal saving can be expected to increase by
88.4 million. For every one billion dollar increase in pension fund
reserves-with all other variables remaining constant-dLscretionary
personal saving can be expected to decrease by $1.555 billion. For every
one percentage point increase in the after-tax rate of return on one-year
?-bills--with all other variables remaining constant--discretionary
personal saving can be expected, to increase by $6.834 billion. (Here it
must be recalled that this one interest rate is representing the combined
influence of the after-tax rate of return, the after-tax cost of
borrowing and the several wealth effects associated with changes in
interest rates we are unable to isolate the separate effects of these
closely-linked influences.)
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To continue, for every increase of one million persons in the prime
saving age group (age 45 to 64)--with all other variables remaining
constant--discretionary personal saving can be expected to increase by
$1.8 million. Similarly, for every increase of one million persons in
the prime borrowing age grot* (abe 25-44)--again assuming that all other
variables remain constant--discretionary personal saving can be expected
to decline by $2.7 million. And finally, for every one percentage point
increase in the unemployment rate--still with all other variables assumed
to remain constant--discretionary personal saving can be expected to rise
by $6.384 billion.

From these statistics alone, one would reach the conclusion that the
after-tax rate of return and the unemployment rate have the greatest
effects on discretionary personal saving. The mean elasticities, which
adjust the coefficients for the differences in- the form in which they are
expressed billionn, millions, percent), tell a somewhat different story.

The mean elasticities, which can be interpreted as measures of
relative importance, indicate the degree of sensitivity of discretionary
personal saving to each variable. To illustrate, a one percent increase
in discretionary personal income can be expected, on average, to increase
discretionary personal saving by 3.054, still assuming that all other
variables remain unchanged a one percent increase in the number of
people in the prime borrowing phase of the life cycle can be expected, on
average, to reduce discretionary personal saving by 4.834 and so on.

On this basis, it can be determined that discretionary personal
saving is most sensitive to the demographics of the life cycle and to
personal income and that it is more sensitive to pension fund
contributions and even to the economic uncertainty represented by the
unemployment rate than it is to the a!ter-tax rate of return.

These findings strongly suggest that policy initiatives directed
toward increasing the after-tax rate of return must, in practice,
overcome other, much more powerful influences on discretionary personal
saving before they can be expected to have a positive effect on saving.

Even though the measure of relative importance of the after-tax rate
of return indicates that a one percent increase in the rate of return
would increase discretionary personal saving by 1.19S if all other
variables were held constant, the other variables cannot# in fact, be
held constant. The demographics, foe example, are not only the most
powerful influence on discretionary personal saving, they are also the
most inexorable and the the most unfavorable to discretionary personal
saving. AccOrding to Census Bureau projections, the current
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demographic trends will not begin to be reversed until 1987 and
demographics as favorable to discretionary personal saving as those that
existed in the early 19705 will not return until after the turn of the
century.

These findings may explain, to a significant extent, why efforts in
the late 1970s and early 1980s to provide tax incentives for saving (the
8200/$400 exclusion and the All Savers Certificate, for example) were
Judged to be unsuccessful and why the Individual Retirement Account
provisions appear to cost the savings pool much more in foregone tax
revenue than they yield in additional personal saving.

These findings also suggest that policy initiatives, such as marginal
tax rate reductions, that increase discretionary disposable personal
income have a better chance of overcoming the adverse influence of the
demographics and producing an increase in discretionary personal saving.

What can one say about the negative influence of the growth of
pension funds on discretionary personal saving? The size of the
coefficient of the pension fund variable in the discretionary personal
saving equation indicates that for every dollar that pension fund
reserves grow, discretionary personal saving jalls by a dollar and a
half. Notwithstanding that the pension fund variable may also serve as a
proxy for a variety of other income security programs provided by
government and private employers, so disproportionate a reduction in
discretionary saving as a result of an increase in pension fund reserves
suggests that individuals may not be well informed about the implications
of their actions.

Consider the possibility that, in the absence of complete information
about their pension plans (and their benefits under other programs),
individuals simply assume that their retirement benefits will be adequate
to support them at an acceptable standard of living. Going on that
assumption or on the assumption that by the time they reach retirement,
whatever programs are then in existence will be adequate, they neglect to
save frem discretionary income. Indeed, feeling that their current
contingencies are convered by employer-provided group health and life
insurance and that their retirement needs are convered by employer-funded
pension plans, by Social Security and Medicare, individuals are left with
very little need to save from discretionary income.

Whether or not current programs are, in fact, adequate is a matter
for each individual to determine. It is likely, however, that
individuals do not receive sufficient information or information in an
appropriate form to make that determination. Reporting requirements
under the Employee Retirement income Security Act are extensive and
thought to be quite burdonsome for employers, yet many pension plan



182

-25-

recipients do not receive the status reports required by ERISA or do not
receive such information in a form that lends itself to retirement
planning by the individual. With such information in hand, in an
appropriate form, individuals would be much better able to assess the
adequacy of their saving balances and to determine whether or not they
needed to save more.

1-
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CONCLUsIoNS:

From the national economic Policy perspective, several conclusions
seem warranted. First, given the population demographics, there are no
realistic policy actions that can be imagined that could be expected to
increase personal saving sufficiently to accommodate the enormous federal
budget deficits that we currently face. The analysis presented here does
not directly indicate how the problem of the federal deficits must be
dealt with, but previous staff papers make out a case in terms of
spending reduction rather than tax increase. Indirectly, our analysis of
personal saving behavior supports this case.

Second, after-tax discretionary income emerges as the most important
influence on discretionary personal saving behavior when the demographic
effects are netted out. Policies that serve to increase after-tax income
can therefore be expected to have the most powerful positive effects on
personal saving. By contrast, policies directed explicitly toward
increasing the after-tax rate of return are unlikely to be successful in-
significantly raising discretionary personal saving.

This conclusion is warranted even though we are unable to disentangle
the separate effects on overt saving, borrowing and wealth. happily
(perhaps) the tax reform proposals currently being discussed move in the
"right" direction on all counts. Lowering marginal tax rates should have
the effect of increasing after-tax discretionary income, as well as
raising the after-tax rate of return on saving. And abolishing the
consumer interest deduction would have the effect of increasing the
after-tax cost of borrowing. All of these effects move in the direction
of encouraging personal saving.

Third, pension funds swirl in the vortex of the issues linking the
national interest in reducing the federal deficits and increasing
personal saving and the more narrow interests of savings institutions in
maintaining the growth of their deposit inflows.

The evidence rather convincingly indicates that the income security
measures that both the public sector and the private sector have adopted
weaken the impulse to save. But it is difficult in the extreme to argue-
that these are inappropriate policies for that reason. Even within the
context of the issue of personal saving, the growing dominance of pension
fund contributions in personal saving provides the largest tax incentive
of all. Private pension fund contributions and the earnings on those
contributions are tax-deferred and they do flow directly into the capital
pool.
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Pension reform, or more broadly a reform of income security programs,
may be an avenue down which reasonable men could go, but an advocacy of
reducing the income security of Americans is not a position with which
many could be comfortable on either moral or economic grounds.

It remains to be seen, however, whether individuals are adequately
informed about the benefits from private and public programs that they
might reasonably expect to receive in retirement. If Americans are
operating today on false assumptions about the adequacy of these benefits
and failing to save sufficient amounts from their discretionary income to
make up the difference, they will surely seek redress from government
programs when the realization finally dawns on them.

Public policy measures should therefore be taken today, not only to -
remove the tax penalities associated with saving and investing and the
tax incentives associated with consuming and borrowing, but also to shift
the burden of responsibility back to individuals by informing and
educating Americans about their current private and public benefits. -
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The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
Mr. Caspersen, as you indicate in your testimony you speak on

behalf of a host of middle-income Americans, who use the services
of your company. And so, you speak about the two specific deduc-
tions you feel are important: the home mortgage interest and the
deductibility of consumer interest. What is your view on the de-
ductibility of State and local taxes? I am not sure whether you
touched on that with Senator Bradley, but I would like to ask you,
anyway.

Mr. CASPERSEN. In the current bill, that of course, as we all
know, provides the revenue to provide revenue neutrality or neu-
trality here. We have no particular stance on it. We recognize
there are some very serious problems with it as drafted, and par-
ticularly in some certain States.

Our viewpoint on that would be that the important thing is to
have a revenue-neutral bill to provide a level playing field, and if
that current stance of nondeductibility is not appropriate or just
can't be done, then- let us tinker with it and come up with a reve-
nue-neutral compromise.

Senator CHAFEE. You say on page 5 that the present code is rid-
dled with provisions for special interest groups. Could you name a
couple?

Mr. CASPERSEN. Well, that is a little evocative statement.
Senator CHAFEE. Well, it is your statement, not mine.
Mr. CASPERSEN. I know.
The code was drafted over an ongoing period, as we all know.

During that period, at some times capital formation in terms of
ITC, in terms of accelerated depreciation, in terms of the oil areas,
even in terms, apparently, of motion picture areas, certain areas
were found to be important and were shaped so that you could
have favorable tax subsidies or tax deductions. Those are the areas
which have become strongly protected. As soon as one allows usage
of the Tax Code to favor a specific industry, you begin to have
vested interests, and that is what we are seeing right now. And I
think you see it far better than I.

Senator CHAFEE. Mr. Perkowski, why should a credit union be
treated differently than a mutual savings bank?

Mr. PERKOWSKI. Senator, the credit unions are cooperative. It is a
member-owned cooperative, and I believe that is the basic differ-
ence. We are nonprofit, and we are owned by our members.

Senator CHAiiEE. Well, so is a mutual savings bank.
Mr. PERKOWSKI. I don't know what happened in 1951, Senator,

when the exemption was taken away. I wasn't here. But it seems
obvious that one of a couple of things must have happened. Either
the direction changed of the organization and somebody felt they
weren't doing what they were originally chartered to do, or maybe
they wanted to pay taxes to give them opportunities to do other
things-for example, commercial loans.

Senator CHAFEE. Well, we never have anyone come in here who
wants to pay, taxes.

Mr. PmxowsK. Well, you wouldn't arg-le against it as much,
possibly.
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Senator CHAFEE, Well, I read your statement here, and I have
had the opportunity to meet with the representatives from the
credit unions. Of course, they are very strong in my State, and I
am sympathetic toward them; but it does seem to me that here is a
case in which there does appear to be some unfairness.

Now, this has come up with us many times, regardless of wheth-
er we are dealing with tax reform. It has come up when we are just
looking for more revenue.

One of your points that I find of interest is, first, "Credit unions
shouldn't be taxed because they make decisions purely on meeting
the needs of their members; they are free from the artificial influ-
ence of the Tax Code." I think everybody would like to be in that
situation, free from the artificial influence of the 'ode. But when
you get some of these tremendous credit unions-and as you men-
tioned the Navy one, truly does serve its members as you point out
by carrying very small accounts-we are taxing everybody else and
I am not quite sure why credit unions should escape taxation-
modest, perhaps, but tax, nonetheless.

Mr. PERYOWSKI. Well, our contention is that we are different
than everybody else, Senator. We contend that we do provide a
social service to our members, by not paying fees, by getting lesser
loan rates, and we feel that we do our things voluntarily. We have
not cost the Government any money to maintain our organizations.
And we would see that changing dramatically if we had to pay
taxes, and if we had to send money to Washington. I think if we
had some difficulties, it would be natural to look to Washington.

In addition, I would like to point out that last year we funded
our NCUA insurance fund.

Senator CHAFEE., I remember that, yes.
Mr. PERKOWSKI. And just to maintain that 1-percent level this

year, it is estimated that we would put in another $180 million.
And the numbers from Treasury-II suggest that the total tax bill
would be $200 million. In other words, voluntarily we are nearly
matching it on our own.

Senator CHAFEE. Well, I think you folks do provide a wonderful
service. I am not gainsaying that one bit. I think certainly you do
provide service as you point out in your testimony in describing
what the Navy Federal Credit Union does.

Fine. Thank you.
The CHAIRMAN. Senator Symms.
Senator SYMMS. Thank you, Mr. Chairman.
Just to pursue Senator Chafee's questions, in my State most of

the credit unions are very small savers, and in most cases are wage
earners that are members of credit unions. And I am told by the
credit union association in Idaho that if this tax were to pass that
it would severely crimp their ability to take care of these very
small savers. Is that true?

Mr. PERKOWSKI. That is correct, Senator. Something would have
to give. Either it would be at the expense of safety and soundness,
and that is we would put less money in our reserves and our equity
accounts, and today I think we are the safest of all; or, we would
have to pass on the tax burden to our members. And I think we
would have to look at virtually all of those services. If it was a $5
account, could we afford to keep a $5 account? Would that cost too
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much, et cetera, et cetera. And I think it would be part of the man-
agement process to review the entire operation. And some of those
services that we provide free of charge today possibly would have
to have fees attached to them.

Senator SYMMs. Do any of the others of you want to comment on
that? Do you think the other banking services that are available
would fill that gap? Or, even, do you want the business of the
person that has an account that is less than $100 in many cases
and maybe would borrow $200 or $300 or $400 as a maximum type
of a loan?

[Pause.]
Senator SYMMS. Any of you? [Laughter.]
Mr. PERKOWSKI. We would be delighted to keep the business

[Laughter.]
- Senator SYMMS. Thank you, Mr. Chairman.

The CHAIRMAN. Any other qi. tions? Max.
Senator BAUCUS. This may be a little too far reaching, but it hasstruck me. with deregulation in the financial services area, the

degree to which other countries' financial institutions are coming
to this country for business.

In my home State of Montana, I am struck by the number of
businessmen who come up to me and tell me they have been ap-
proached by foreign banks for business in Montana, and I think
that is a trend that is probably going to continue.

In the same vein, it is clear that the world is changing dramati-
cally; our competitive position is under a terrific strain. Many com-
panies are either moving offshore or thinking about moving off-
shore; foreign companies and countries are increasing dramatically
their productivity and their competitive position.

I guess my concern is, that the United States might not always
be the financial center. It may be in Tokyo or in Europe some-
where. As other countries begin to compete in more products, fi-
nancial institutions may be closer to those companies.

My real question is the degree to which the Tax Code should ad-
dress the U.S. competitive position, and in the context of today's
hearing, particularly as it affects U.S. financial institutions.

Mr. OLSON. Senator, you correlated deregulation and the fact
that some of your constituents were being approached by foreign
banks.

Senator SYMMS. Correct.
Mr. OLSON. In the banking industry, basically what has hap-

pened in deregulation so far is that we have deregulated interest
rates. To the extent that banking has-been deregulated with re-
spect to offering the products, it hasn't happened yet. There has
been a lot of discussion, but it hasn't happened. So I don't know to
what extent there is a correlation.

Senator SYMMs. Let's assume it is only interest rates. Go ahead; I
am just curious about the degree to which we should in the Tax
Code try to protect or enhance U.S. financial institutions' competi-
tive positions vis-a-vis other countries' financial institutions, and,
second, U.S. business generally. Or should we just open it wide up
and forget about it?
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Mr. OLSON. Again, our foreign businesses in Fergus Falls is limit-
ed principally to exchanging Canadian currency. I would like to
defer that question to Gordon Martin.

Mr. MARTIN. Well, Senator, there is one aspect -of the Tax Code
that I think deserves some attention. It is one that we would like
you to focus on, and that is the foreign tax credit area.

The present system is an overall type of credit. The system that
is proposed is one that would limit it to a per-country type calcula-
tion. That new methodology is one that would put us somewhat out
on a particular leg that would be completely different from most of
the other countries of the world. That-certainly would be a com-
petitive disadvantage for U.S. financial institutions. That, in addi-
tion to its complexity, is something that would warrant our serious
concern as to whether or not that new system is one that we
should adopt.

Senator SYMMs. Anyone else?
Mr. MORRIS. One comment in relation to our business. First, in

the broad context we are pretty much localized home-owned lend-
ers.

In terms of getting capital from overseas, one problem we have
at the present time is the sale of mortgage-backed securities to a
foreign investor. Mortgage-backed securities are not exempt from
the 30-percent withholding. So that would be a help from the mort-
gage standpoint to pull additional capital in if that were changed.

Mr. CASPERSEN. One further comment on the premise of your
question. The U.S. financial system, despite the regulations, re-
mains, and as was correctly described is still the freest in the world
for outsiders to enter. That is not so for the rest of the world. And
part of the current trade negotiations are aiming at freeing up the
rest of that.

Senator SYMMS. I understand.
Mr. CASPERSEN. That is an incredibly important point. They can

enter us; we can't enter them.
Senator SYMMS. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Senator Long.
Senator LONG. I want to ask Mr. Perkowski -a question. Do the

credit unions benefit from a substantial amount of free services
from their members? In other words, are the people who serve on
the boards of the credit unions paid a salary, or do you have just
one or two people in the credit unions who are paid a salary?

Mr. PERKOWSKI. The people serving on the board, Senator, are
volunteers, and in most States and in all Federal credit unions
they are not paid a salary, are prohibited from getting a salary for
that service.

Senator LONG. So, it would be fair to say that in the overwhelm-
ing majority of cases the people who serve on the boards are not
paid anything?

Mr. PERKOWSKI. That is correct.
Senator LONG. So, they do it because they are interested in their

fellow employees?
Mr. PERKOWSKI. Absolutely.
Senator LONG. If I understand correctly, this is a situation where

employees, whether it be the Navy or whatever, work together.
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Some of them loan some money to their credit union, and the
credit union makes available, loans to the employees. Many times
those are loans that would not be available elsewhere. Is that cor-
rect?

Mr. PERKOWSKI. That is correct, sir.
Senator LONG. I understand that the loans are all on reasonable

terms. I mean, there is no high interest rate such as 3 percent a
month. Is that right?

My recollection is that if a fellow would go to a small loan oper-
ation in Louisiana, he would pay something like 3.5 percent a
month to borrow money. You do not pay anything like that if you
are borrowing from a credit union. Is that correct?

Mr. PERKOWSKI. Our current rates at our credit union in Minne-
apolis are 10.5 percent-that is an annual rate-for new car loans,
and in addition we provide a credit life. Or just your signature loan
line of credit is 13.5 percent.

Senator LONG. Suppose one of your fellow employees has fallen
on bad times and needs to borrow some money because things are
tight. He discusses his problem with the person who runs the credit
union-you usually have one salaried employee or one person who
is paid to keep the books and that type thing, don't you?

Mr. PERKOWSKI. Yes, sir.
Senator LONG. So, he discusses it with that person. Then the

credit union board discusses it, and they agree to make him the
loan. So, he-gets a loan for maybe 10.5 percent. If he had to go to a
small loan company, he might be paying over 40 percent on an
annual basis. That is the kind of thing we are talking about-
where employees help one another by lending their money to the
credit union, and getting whatever they think the credit union can
afford to pay.

What are those who loan their money to their credit union get-
ting right now?

Mr. PERKOWSKI. It depends on how you save the money with the
credit union. In our particular case, we have a regular savings ac-
count. We provide 5.5 percent on a daily basis, but we provide
$2,000 worth of life insurance with that. We have a deposit account
that pays 6.5 percent-those are the so-called passbook savings.
The rest of our rates, our certificates, et cetera, are pretty much
market influenced, and it is based on what the particular market
is.

Senator LONG. Right. But basically, the employees are putting
their money with their credit union, and what they are getting as a
return is maybe a little less but certainly not much more than they
would get if they were investing in the commercial market. Is that
correct.

Mr. PERKOWSKI. Yes. Yes, across the board the rates are about
7.5 percent or 7.8 percent.

Senator LONG. It seems to me that it would almost compare to a
situation where one employee falls on bad times and his fellow em-
ployee and friend makes him a loan to tide him over a tight spot.

What is the philosophy of the Government proposal to tax the
credit unions?

Mr. PERKOWSKI. Well, I guess that is our question. By putting the
$5 million threshhold, you know, it suggests to us that all of a

56-330 0 - 86 - 7
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sudden, because you have achieved a size, you are no longer a
credit union and you lose your philosophy. And I guess Senator,
that is why we try to make the point about Navy Fe Jeral and
many of the larger credit unions. They are large only be cause they
have that many more members to serve, and they don't hange any
more than the little credit union that you were talking : bout.

Senator LONG. In other words, it is one thing to f ix a credit
union, if by growth it has become a bad guy. But it is a ,other thing
if it is growing because it is doing a good job, and that is how most
businesses grow. I take it that credit unions grew I ecause they
were doing a good job. Is that fair?

Mr. PERKOWSKI. That's fair.
The CHAIRMAN. You're sure it's fair?
Mr. PERKOWSKI. Yes, sir.
Senator LONG. That being the case, it doesn't mak,. much sense

to tax it; at least in your judgment it doesn't. I don't think it does
either.

Mr. PgR-OWSKi- No.-
Senator LONG. Thank you.
The CHAIRMAN. Gentlemen, thank you very much;,: re appreciate

it.
Next, if we might, we have a minerals panel consist, ng of of Mr.

E.B. Leisenring, Mr. John Kelly, Mr. Dennis Bedell, aid Mr. Kurt
Swenson.

I also see joining us today is our old friend Bob McClory, who
served for years in the House and with whom this cot imittee has
had many happy dealings, and I have had many persimal happy
dealings with him.

Mr. MCCLORY. I am accompany them.
The CHAIRMAN. That is what I understand, but we a.-e glad to

have you with us. They picked somebody good to accompany them.
Mr. Leisenring, why don't you go ahead and start.

STATEMENT BY E.B. LEISENRING, JR., CHAIRMAN AND CHIEF EX-
ECUTIVE OFFICER, WESTMORELAND COAL CO., PHIL tDEL.
PHIA, PA; ON BEHALF OF THE NATIONAL COAL ASSOCIATION
Mr. LEISENRING. Thank you, Mr. Chairman.
Members of the committee, thank you for affording me the 'p-

portunity to comment on the President's tax proposals. My name *,s
Ted Leisenring. I am chairman and chief executive officer of West-
moreland Coal Co. of Philadelphia. I am also a member of the
board of directors of the National Coal Association and past chair-
man of its Tax Committee. I will assure you that I will take less
than 5 minutes to summarize the effect of the tax proposals on the
American coal industry.

The National Coal Association commissioned the firm of Price
Waterhouse to study the impact of the President's tax proposals on
the coal in'"stry. An executive summary of that study is appended
to my statement. The survey represents companies producing over
47 percent of the Nation's coal, equally divided between East and
West, deep and surface mining, large and small companies.
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The study has determined that the projected impact of the Presi-
dent's proposal on the industry will prove an extreme financial
hardship. Based on this survey, to begin with, the net federal
income tax generated by coal operations amounts to approximately
$320 million per year in recent years. The tax reform proposals
would increase the tax on the industry by an average of $200 mil-
lion per year in each of the first 5 years, an average tax increase of
62 percent as compared to the present law. The 1-year tax increase
is $170 million in 1986 and rises to $260 million by 1990.

The phaseout of percentage depletion alone would add $904 mil.
lion to the taxes to be paid by the coal companies during the first 5
years of the proposed change.

Proposals of the Administration would adversely impact most
capital-intensive industries, but it would hit coal mining, one of the
most capital-intensive, especially hard because of the loss of per-
centage depletion. Specifloally, it would hit the coal producer hard-
est of all by the added loss of capital gains treatment for coal royal-
ties, and tax loss accrual of reclamation reserves.

Finally, the proposed higher taxation for black lung benefits and
workmen s compensation would result in higher coal costs and
therefore added costs to the consumer.

I would like especially, Mr. Chairman, to give highest commenda-
tion to you and the members of this committee for recently reject-
ing a proposal to increase taxes on black lung funding by a pro-
posed disastrous 50 percent.

Major tax reform must not be accomplished if it contains such a
serious disruption to the coal industry. Every provision in the Tax
Code was enacted to achieve certain desirable objectives in our
complex economy. Coal is essential to our national security pro-
grani. Imported oil has proven to be an unreliable and disruptive
source. Oil and natural gas are limited. Coal represents over 80
percent of our country's fuel reserves, and it is vital to the Nation.

In the last 10 years, coal consumption has increased by 41 per-
cent, while our total energy demand has grown very little. As a
result, coal's share of national energy consumption has grown from
18 percent to 23 percent. Here is a very key figure, gentlemen:
Coal's share of electricity generation, where imported oil has been
displaced, has grown from 44 percent to 56 percent of the electrici-
ty in this country generated by coal. The primary reason for this
has been coal's ability to compete with other forms of energy, both
domestic and imported.

While intangible drilling costs for oil and gas have been appro-
priately retained in the administration's proposal, that ingredient
of the Tax Code which contributes most to coal's future, percentage
depletion, is slated for elimination.

The problem with oil and gas is to find it. Once found, there is a
finite expense of producing and marketing oil and gas. Accordingly,
maintaining favorable tax treatment for intangible drilling costs is
a necessary incentive for the oil and gas industry. With coal, the
problem is producing it at a competitive cost. Despite high rail
rates and the cost of expensive government regulations, no single
change in the Tax Code would more damage the supply of Ameri-
can coal than the elimination of percentage depletion. In addition
to contributing to America's drive to energy independence, coal
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contributes positively to our ever-worsening balance of payments
problem. We exported 81 million tons in 1984 and contributed $4
billion to the positive side of the balance.

We are hindered by competing effectively in the steam coal
market by the strong dollar overseas, high inland rail rates, and
high regulatory costs. In fact, we have difficulty competing with
foreign coal in some regions of our own country. Now, foreign coal
is being imported into the Gulf Coast States at $5 to $7 cheaper
than our coal can be produced in Appalachia, coming from the Re-
public of Colombia.

Richard Trumka, president of the United Mind Workers of
America, declared in a recent interview, and I quote, 'If the deple-
tion allowance is removed, the price of domestic coal will go up and
more and more imports will be sought by our domestic customers,
thus resulting in greater unemployment here at home. The deple-
tion issue, you see, affects each of us directly.'

Frankly, we cannot accept the theory that the President's pro-
posal will result in an overall benefit by assuming that capital and
labor will be directed into more productive channels. You cannot
burn computers in a utility boiler, and few coal miners can be
trained to become electronics specialists. It is entirely wrong to
cripple those capital-intensive industries led by mining which are
the backbone of our ecpnomy.

Gentlemen, thank you for the opportunity to place these facts on
the record.

The CHAIRMAN. Thank you, sir.
Mr. Kelley.
[Mr. Leisenring's written testimony follows:]



193---

STATEMENT OF THE

NATIONAL COAL ASSOCIATION

by

E.B. LEISENRING, JR.

CHAIRMAN AND CHIEF EXECUTIVE OFFICER

of

WESTMORELAND COAL COMPANY

MR. CHAIRMAN, MEMBERS OF THE COMMITTEE:

THANK YOU FOR AFFORDING US THE OPPORTUNITY TO COMMENT ON THE

PRESIDENT'S TAX PROPOSALS.

I AM E.B. LEISENRING, JR., CHAIRMAN AND CHIEF EXECUTIVE OFFICER OF

WESTMORELAND COAL COMPANY OF PHILADELPHIA PENNSYLVANIA. I AM ALSO

A MEMBER OF THE BOARD OF DIRECTORS OF THE NATIONAL COAL ASSOCIATION

AND PAST CHAIRMAN OF ITS TAX COMMITTEE.

I WOULD LIKE TO OPEN MY REMARKS BY NOTING THAT THE NATIONAL

COAL ASSOCIATION COMMISSIONED THE CPA FIRM OF PRICE WATERHOUSE TO

STUDY THE IMPACT OF THE PRESIDENT'S TAX PROPOSALS ON THE COAL

INDUSTRY. AN EXECUTIVE SUMMARY OF THAT STUDY IS APPENDED TO MY

STATEMENT. THE MEMBERS OF THIS COMMITTEE HAVE BEEN PROVIDED COPIES

OF THE FULL STUDY. THE SURVEY UPON WHICH THE STUDY IS BASED

REPRESENTS COMPANIES PRODUCING OVER 47 PERCENT OF THE NATION'S COAL,

VERY EQUALLY DIVIDED BETWEEN EAT-AND WESTo DEEP AND STRIP, LARGE

AND SMALL.

o I -
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THE STUDY HAS DETERMINED THAT THE PROJECTED IMPACT OF THE

PRESIDENT'S PROPOSAL ON THE COAL INDUSTRY WILL PROVE AN EXTREME

FINANCIAL HARDSHIP.

o BASED ON THIS SURVEY, THE NET FEDERAL INCOME TAX

ATTRIBUTABLE TO COAL OPERATIONS IS APPROXIMATELY $320

MILLION PER YEAR IN RECENT YEARS.

o THE PRESIDENT'S TAX REFORM PROPOSALS WOULD INCREASE

THE TAX ON THE INDUSTRY BY AN AVERAGE OF $200 MILLION

PER YEAR IN EACH OF THE FIRST FIVE YEARS, AN AVERAGE TAX

INCREASE OF 62% AS COMPARED TO THE PRESENT LAW. THE

ONE-YEAR TAX INCREASE IS $170 MILLION IN 1986, AND RISES TO

$260 MILLION BY 1990. THIS ESTIMATE TAKES FULL ACCOUNT OF

MINIMUM TAXES, LOSS CARRYOVERS, AND TRANSITION RULES, AS

WELL AS PROPOSED PERMANENT CHANGES IN THE LAW.

o THE PHASE-OUT OF PERCENTAGE DEPLETION ALLOWANCES

ALONE WOULD ADD $890 MILLION TO TAXABLE INCOME OF COAL

COMPANIES IN 1990, THE FIRST YEAR PERCENTAGE DEPLETION IS

FULLY PHASED OUT.

o COAL COMPANIES WOULD ALSO BEAR ADDITIONAL TAX BURDENS

DUE TO EXCESS DEPRECIATION RECAPTURE OF $390 MILLION.

REPEAL OF THE INVESTMENT TAX CREDIT WILL COST COAL

COMPANIES $820 MILLION OVER THE NEXT FIVE YEARS.
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WHILE THE 62% TAX INCREASE PROJECTED BY THE PRICE-WATERHOUSE-

STUDY MAY SEEM INORDINATELY HIGH, IT IS LESS THAN THE TAX INCREASE

DETERMINED BY A GOVERNMENT-SPONSORED STUDY. IN A REPORT JUST

RECENTLY RELEASED, THE ENERGY INFORMATION AGENCY FOUND THAT "THE

TAXES OF BOTH THE COAL OPERATIONS OF THE TWENTY-FOUR MAJOR ENERGY

PRODUCERS AND A SAMPLE OF 7 MAJOR INDEPENDENT PRODUCERS WOULD

INCREASE SUBSTANTIALLY RELATIVE TO CURRENT LAW -- BY 81 PERCENT" FOR

THE MAJORS AND "49 PERCENT" FOR THE INDEPENDENTS (ANALYSIS OF THE

IMPACTS OF THE PRESIDENT'S TAX PROPOSAL ON MAJOR SECTORS OF THE

ENERGY INDUSTRY )THE ENERGY INFORMATION ADMINISTRATION, AUGUST 1985p

P. VII).

THE PROPOSALS OF THE ADMINISTRATION WOULD ADVERSELY IMPACT

MOST CAPITAL-INTENSIVE INDUSTRIES, BUT IT WOULD HIT COAL MINING, ONE OF

THE MOST CAPITAL-INTENSIVE OF INDUSTRIES ESPECIALLY HARD, BECAUSE-OF

THE LOSS OF PERCENTAGE DEPLETION. SPECIFICALLY, IT WOULD HIT THE COAL

PRODUCER HARDEST OF ALL BY THE ADDED LOSS OF' CAPITAL GAINS

TREATMENT FOR COAL ROYALTIES, THE TOTAL LOSS OF ACCRUAL OF

RECLAMATION RESERVES, AND THE INCLUSION OF CERTAIN MINING INCENTIVES

AS PREFERENCE ITEMS UNDER THE PROPOSED ALTERNATIVE MINIMUM TAX.

FINALLY, THE PROPOSED HIGHER TAXATION FOR BLACK LUNG BENEFITS AND

WORKMEN'S COMPENSATION WOULD RESULT IN HIGHER COAL CO TS AND

THEREFORE, ADDED COSTS TO THE CONSUMER. THIS IS HARSH TREATMENT TO

BOTH THE EMPLOYER AND THE EMPLOYEES OF A STRUGGLING INDUSTRY AS

WELL AS ALL OF US PAYING HIGHER UTILITY BILLS.

MAJOR TAX REFORM MUST NOT BE ACCOMPLISHED IF IT CONTAINS SUCH

A SERIOUS DISRUPTION TO THE COAL INDUSTRY. EVERY PROVISION IN THE TAX

CODE WAS ENACTED TO ACHIEVE CERTAIN DESIRABLE OBJECTIVES IN OUR

- 3 -
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COMPLEX ECONOMY, ALLOW ME TO CITE ONE ESPECIALLY IMPORTANT

INSTANCE.

COAL IS AN ESSENTIAL INGREDIENT IN OUR NATIONAL SECURITY

PROGRAM. IMPORTEIaOIL*-HAS PROVED TO BE AN UNRELIABLE AND DISRUPTIVE

SOURCE. OUR OWN RESERVES OF OIL AND NATURAL GAS ARE LIMITED. COAL

REPRESENTS OVER 80% OF OUR COUNTRY'S FUEL RESERVES, AND IS VITAL TO

OUR NATION.

IN THE LAST TEN YEARS, COAL CONSUMPTION HAS INCREASED BY 41%

WHILE TOTAL ENERGY DEMAND HAS GROWN VERY LITTLE. AS A RESULT, COAL'S

SHARE OF NATIONAL ENERGY CONSUMPTION HAS GROWN FROM 18% TO 23%.

COAL'S SHARE OF ELECTRICITY GENERATION, WHERE IMPORTED OIL HAS BEEN

VIRTUALLY DISPLACED, HAS GROWN FROM 44% TO 56%. THE PRIMARY CAUSE

HAS BEEN COAL'S ABILITY TO COMPETE WITH OTHER FORMS OF ENERGY, BOTH

DOMESTIC AND IMPORTED.

YET, WHILE INTANGIBLE DRILLING COSTS FOR OIL AND GAS HAVE BEEN

APPROPRIATELY RETAINED IN THE ADMINISTRATION'S PROPOSAL, THAT

INGREDIENT OF THE TAX CODE WHICH CONTRIBUTES MOST TO COAL'S

COMPETITIVE POSTURE, PERCENTAGE DEPLETION, IS SLATED FOR

ELIMINATION. THE PROBLEM WITH OIL AND GAS IS TO FIND IT. ONCE FOUND,

THERE IS A FINITE EXPENSE IN PRODUCING AND MARKETING OIL AND GAS.

ACCORDINGLY, MAINTAINING FAVORABLE TAX TREATMENT FOR INTANGIBLE

DRILLING COSTS IS AN APPROPRIATE INCENTIVE FOR DOMESTIC EXPLORATION

TO HELP AMERICA'S DRIVE FOR ENERGY INDEPENDENCE.

WITH COAL, THE PROBLEM IS NOT EXPLORING FOR IT, THE PROBLEM IS

PRODUCING COAL AT A COMPETITIVE COST AND DESPITE HIGH RAIL RATES AND

THE COSTS OF EXTENSIVE GOVERNMENT REGULATIONS TO BE ABLE TO MARKET

THE PRODUCT AND THEREBY LESSEN OUR DEPENDENCE ON IMPORTED OIL. NO

- 4 -
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SINGLE CHANGE IN THE TAX CODE WOULD MORE DAMAGE THE ECONOMICS OF

PRODUCING COAL THAN THE ELIMINATION OF PERCENTAGE DEPLETION. THAT

CHANGE WOULD RUN COUNTER TO THE NATION'S BASIC WELL-BEING.

IN ADDITION TO CONTRIBUTING TO AMERICA'S DRIVE TO ENERGY

INDEPENDENCE, COAL CONTRIBUTES POSITIVELY TO OUR EVER-WORSENING

BALANCE OF PAYMENTS PROBLEM. WE EXPORTED 81 MILLION TONS IN 1984t

CONTRIBUTING OVER $4 BILLION DOLLARS TO THE POSITIVE SIDE OF THE U.S.

BALANCE OF PAYMENTS.

WE ARE SEVERELY HINDERED IN COMPETING EFFECTIVELY IN THE

FOREIGN STEAM COAL MARKET BY THE STRONG DOLLAR, HIGH INLAND RAIL

RATES AND HIGH REGULATORY COSTS IN THIS COUNTRY. IN FACT, WE HAVE

DIFFICULTY COMPETING WITH FOREIGN COAL IN SOME REGIONS OF OUR OWN

COUNTRY. RIGHT NOW, FOREIGN COAL IS BEING IMPORTED ON THE GULF COAST

AT FIVE TO SEVEN .DOLLARS CHEAPER THAN OUR COAL CAN BE MINED AND

TRANSPORTED DOWN FROM APPALACHIA.

LOSS OF PERCENTAGE DEPLETION WOULD STRIKE THE MOST SEVERE BLOW

TO THE COAL INDUSTRY OF ALL THE PROPOSALS.

RICHARD TRUMKA, PRESIDENT OF THE UNITED MINE WORKERS OF

AMERICA, DECLARED IN A RECENT INTERVIEW (AND I QUOTE)s

"IF THE DEPLETION ALLOWANCE IS REMOVED, THE PRICE OF

DOMESTIC COAL WILL GO UP AND MORE AND MORE IMPORTS WILL

BE SOUGHT BY OUR DOMESTIC CUSTOMERS, THUS RESULTING IN

GREATER UNEMPLOYMENT HERE AT HOME. THE DEPLETION ISSUE,

YOU SEE, AFFECTS EACH OF US DIRECTLY.

. 5-
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THE SECRETARY OF THE TREASURY OF THE UNITED STATES HAS

SAID THE UNEMPLOYED CAN FIND JOBS ELSEWHERE. WELL, I SAY

YOU CAN ALWAYS WORK AT WENDY'S."

PERCENTAGE DEPLETION IS ONE OF THE MOST MISUNDERSTOOD

PROVISIONS OF THE TAX CODE. IT IS OFTEN CITED AS ONE OF THE MAJOR SO-

CALLED "LOOPHOLES" YET, IT CAN BE JUSTIFIED BY SIMPLY COMPARING IT TO

DEPRECIATION FOR BUILDINGS AND EQUIPMENT. THERE IS AN ANALYTICALLY

SOUND ANALOGY BETWEEN PERCENTAGE DEPLETION FOR MINERALS AND

DEPRECIATION FOR REPRODUCEABLE ASSETS.

DEPRECIATION OR "CAPITAL CONSUMPTION CHARGES" ARE SET ASIDE BY

THE OWNER OF AN ASSET TO BUILD A FUND TO REPLACE THE ASSET ONCE IT

HAS BEEN CONSUMED. ECONOMIC PRINCIPLE IS THAT CHARGES SHOULD JUST

COVER REPLACING THE ASSET, AND OTHER THINGS EQUALt NEITHER ADDING TO

NOR SUBTRACTING FROM THE CAPITAL STOCK OVER TIME. DEPRECIATION

APPLIES TO REPLACEABLE ASSETS SUCH AS BUILDINGSt MACHINES, ETC. - ITEMS

THAT CAN BE REPLACED AT THE SAME REAL COST IN THE FUTURE AFlVER THEY

ARE USED UP. LEAVING ASIDE THE DISTORTIONS CAUSED BY PRICE INFLATIONt

TECHNOLOGICAL CHANGE, ETC., IT IS GENERALLY SET TO RECOUP THE INITIAL

COST (OR VALUE) OF THE ASSETSt NO MORE AND NO LESS.

DEPLETION ON THE OTHER HAND APPLIES TO NONgPRO U ABLE OR

WASTING CAPITAL ASSETS SUCH AS FUEL AND NON-FUEL MINERALS AND SERVES

THE SAME FUNCTION AS DEPRECIATION FOR RENEWABLE CAPITAL ASSETS.

UNLIKE THE CONSUMPTION OF AN ASSET THAT CAN BE REPLACED AT THE SAME

REAL COST AT THE END OF ITS USEFUL LIFE, THE REAL COST OF FUEL MINERALS

IN THE FUTURE IS GREATER THAN IN THE PRESENT. ECONOMIC THEORY SAYS

THE LONG-RUN SUPPLY CURVE FOR NON-REPRODUCEABLE ASSETS SUCH AS

. 6 _
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MINERALS SLOPES UPWARD, MEANING IT GETS MORE EXPENSIVE TO BRING THE

NEXT RESERVE ON-LINE. THE ECONOMICS OF MINERAL EXTRACTION ARE SUCH

THAT YOU MINE (OR DRILL) THE MOST ECONOMICAL RESERVES FIRST AND THEN

CONTINUE INTO HIGHER COST RESERVES.

IF DEPLETION WERE SET ON THE SAME BASIS AS DEPRECIATION. THE

ECONOMY COULD NOT REPLACE THE CAPITAL STOCK REPRESENTED IN

MINERAL PRODUCTION BECAUSE REAL COSTS INCREASE OVER TIME. IT

FOLLOWS THEN THAT DISINVESTMENT WOULD OCCUR OVER TIME IF DEPLETION

WERE LIMITED TO THE INITIAL COST OF A RESERVE. HENCE, DEPLETION

CHARGES MUST NOT ONLY BE SUFFICIENT TO REPLACE THE INITIAL CAPITAL,

BUT MUST CARRY AN ADDITIONAL CHARGE DUE TO THE UNIQUENESS OF

MINERAL RESOURCE ECONOMICS.

THE RECORD WILL SHOW THAT THE COAL INDUSTRYt AS A GROUPt DID

NOT SEARCH OUT SO-CALLED PREFERENCES TO REDUCE ITS TAX LIABILITY.

WHILE THE INDUSTRY MUST ACCEPT THE NORMAL RISKS OF THE MARKETPLACE,

IT IS DIFFICULT TO BEAR THE LOSS OF POSITIVE TAX PROVISIONS, GRANTED

LONG AGO BY THE CONGRESS AND TAKEN INTO ACCOUNT BY THE INDUSTRY IN

ITS LONG-RANGE FINANCIAL PROJECTIONS.

SPECIFIC TAXES AND SET FEES CURRENTLY EQUAL HALF THE GROSS

REVENUE FROM A COAL OPERATION. BEFORE A PRODUCER CAN THINK IN

TERMS OF ANY PROFITS THAT MIGHT BE REALIZEDt THE COAL PRODUCER:

0 MUST PAY THE LANDOWNER A ROYALTY, IN THE CASE OF

FEDERAL COAL LANDS AS MUCH AS 12-1/2 PERCENT, ON-'

THE COAL PRODUCED UNLESS HE HAS TIED UP HIS OWN

CAPITAL IN OWNERSHIP OF COAL IN PLACE.

- 7
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o MAY HAVE TO PAY ROYALTIES OF AROUND 8% (12-1/2% IN

THE CASE OF FEDERAL LEASES) OF THE SELLING PRICE.

o MUST PAY THE STATE A SEVERANCE OR PRODUCTION TAX

RANGING FROM 3-1/2 TO 5% OF THE GROSS SELLING PRICE

FOR EASTERN COAL. TO AS MUCH AS 30% IN THE STATE OF

MONTANA.

MUST PAY FROM 1% TO 3% OF THE SELLING PRICE TO

RECLAIM ABANDONED MINES FOR WHICH IN MANY CASES

THE CURRENT COAL PRODUCER HAD NO DIRECT

RESPONSIBILITY.

MUST PAY AS MUCH AS 4% OF THE GROSS SELLING PRICE

TO FUND THE BLACK LUNG RESERVE FOR EMPLOYEES

THAT ARE MAINLY NOT HIS OWN. AND THE

ADMINISTRATION IS NOW PROPOSING TO RAISE THAT TAX

BY 50%t TO AN ANNUAL INDUSTRY TOTAL WHICH

ACTUALLY WOULD EXCEED THE PROJECTED INCREASED

INCOME TAXES UNDER THE PRESIDENT'S PROPOSAL.

THUSt THE OPERATOR OF A NEW MINE MUST CURRENTLY PAY FROM 12-

1/2% TO 49-1/2% OF HIS GROSS REVENUE TO LANDOWNERS AND GOVERNMENTAL

AUTHORITIES BEFORE HE CAN BEGIN TO PAY HIS EMPLOYEES, HIS SUPPLIERS, HIS

BANKt AND HOPEFULLY, IF THERE IS ANYTHING LEFT AFTER INCOME TAXESt HIS

SHAREHOLDERS. IN SHORT, ELIMINATION OF THE COAL PERCENTAGE

DEPLETION ALLOWANCE, COUPLED WITH ELIMINATION OF CAPITAL GAINS RATE

-8-
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ON COAL ROYALTIES AND OTHER PROPOSALS HARMFUL TO THE COAL

INDUSTRY, WILL CRIPPLE THE DEVELOPMENT OF AMERICA'S GREATEST FUEL

RESOURCE.

MOST OF THE COAL PRODUCED IN THE UNITED STATES IS SOLD UNDER

LONG-TERM CONTRACTS. THESE CONTRACTS MAY PROVIDE ESCALATION

CLAUSES FOR INCREASED COSTS OF PRECISELY MEASUREABLE ITEMS SUCH AS

LABOR, MATERIALS, SEVERANCE TAXES, ETC. HOWEVER, THEY DO NOT PROVIDE

ESCALATORS FOR INCREASES IN INCOME TAXES. HENCE, UNTIL NEW

CONTRACTS CAN BE NEGOTIATED, THE COAL PRODUCER MUST "EAT" THE

INCREASES IN TAXES. DUE TO THE MAGNITUDE OF THE INCREASE, AS

PROJECTED BY BOTH THE ENERGY INFORMATION ADMINISTRATION AND THE

PRICE WATERHOUSE STUDY, MANY OPERATORS WILL BE THROWN INTO A LOSS

POSITION.

HOW MUCH CAN ONE EXPECT THE PRICE OF COAL TO RISE AS A RESULT

OF THE PRESIDENT'S PROPOSAL WHEN NEW CONTRACTS ARE NEGOTIATED?

INTERESTINGLY, THE GOVERNMENT-SPONSORED STUDY PREDICTS AN INCREASE

OF 4.7 PERCENT BY 1990 AS THE DiRECT RESULT OF THE PROPOSED TAX

INCREASE. THIS, OF COURSE, ASSUMES THE MARKET AT THAT TIME CAN ABSORB

ANY INCREASE. EXTERNAL INFLUENCES SUCH AS THE PRICE OF OIL AND

GENERAL ECONOMIC CONDITIONS MAY MAKE OUR INDUSTRY "EAT" THE

INCREASE.

FRANKLY, WE DO NOT ACCEPT THE THEORY THAT THE PRESIDENT'S

PROPOSAL WILL RESULT IN AN OVERALL BENEFIT BY ASSUMING THAT CAPITAL

AND LABOR WILL BE DIRECTED INTO MORE PRODUCTIVE CHANNELS SUCH AS

SERVICE INDUSTRIES. YOU CANNOT BURN COMPUTERS IN A UTILITY BOILER,

AND FEW COAL MINERS CAN BE TRAINED TO BECOME ELECTRONIC

SPECIALISTS. IT IS ENTIRELY WRONG TO CRIPPLE THOSE CAPITAL-INTENSIVE

- 9 -
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INDUSTRIES, LED BY MINING, WHICH ARE THE BACKBONE OF OUR ECONOMY,

AND WHICH HAVE PROVEN TO BE LIFESAVING DURING NATIONAL EMERGENCIES

SUCH AS THE OIL CRISIS OF THE SEVENTIES AND EARLY EIGHTIES.

THANK< YOU FOR THE OPPORTUNITY TO PLACE THESE FACTS ON THE

RECORD.

- 10 -
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EXECUTIVE SUNARY

The coal industry will face higher taxes under the
President's Tax Proposals for Fairness, Growth and Simplicity
(Nay 1985). This report to the National Coal Association
quantifies the short and long-term effects of the President's
Tax Proposals by analyzing both the mining specific and the
general corporate tax proposals which will impact the U.S. coal
industry. The findings of this report are based, in large part,

on survey data collected by Price Waterhouse representing nearly

50 percent of U.S. coal production. Results are weighted to
represent the entire coal industry.

The President's Tax Proposals will require the coal industry to
pay more than $1 billion in additional federal income taxes over
the next five years.

The direct impact of the President's Tax Proposals is very
large. Over the first five years, coal industry taxes will be
raised by over $I billion. This amount represents a 45.4 percent
increase in tax liability as compared to current law over the
same time period. In 1990, the projected tax liability of $800
million under the President's Tax Proposals will represent a 67.6

percent increase in taxes as compared to current law.

Transition rules meant to ameliorate the impact of any
increase in tax liability under the President's Tax Proposals
fall short of making an effective transition. The increased
taxes during year 1 of the proposed changes would be nearly as
great as those in year 4. The table below provides a five year
summary of the projected changes in coal company taxation due to
the President's Tax Proposals.

i
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PROJECTED TAX LIABILITIES - PRESENT AND PROPOSED LAW

U.S. COAL INDUSTRY - 1985-1990

($ millions)

Current Law Proposed Law Difference

1985 422.6 N.A. N.A.

1986 443.2 623.0 179.8
1987 430.7 535.2 104.5
1988 427.5 623.2 195.7
1989 431.6 635.0 203.4
1990 470.4 788.4 318.0

1986-1990 2,203.4 3,204.8 1,001.4

NOTE: Totals may not add due to rounding.

Historically, percentage depletion has played a major role in the
development and production of domestic coal reserves.

The debate over the appropriate tax treatment for the
depletion of coal reserves dates back to the inception of the
income tax code in 1913. Since the first "code" there has always
been recognition of the fact that a "depletion allowance" was
necessary. The evolution of Congressional thinking and policy
with respect to depletion for coal reached its apex in 1951 when

Congress established a 10% percentage depletion allowance for
coal. Percentage depletion provisions, as they apply to the coal
industry, have remained largely unchanged since 1951. The

ii
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percentage depletion allowance has played a significant role in
the development of domestic coal reserves.--

Repeal of Percentage Depletion will cost the coal industry in
excess of $900 Million in additional tax liability.

Several provisions of the President's Tax Proposals have
substantial impacts on the coal industry (see Table below). In
fact, when one considers only those provisions which adversely
affect the coal industry, the cumulative increase in taxes paid
over the next 5 years is nearly $2 billion. The proposals with
the most severe economic impact over the next 5 years are: repeal
of percentage depletion; repeal of the investment tax credit;
and the recapture of windfall benefit due6t--Wxcess depreciation.

This $2 billion additional tax' liability is reduced to a net
level of $1 billion when the favorable provisions are considered,
most notably the reduction in the corporate tax rate from 46
percent to 33 percent. Still, $904.9 million of the nearly $1
billion in additional taxes is directly attributable to the
repeal of percentage depletion, a provision which only applies to

the extractive industries.

While individual companies may be greatly affected by other
provisions such as the proposed treatment of royalty income from
unrelated parties or the change from the corporate "add-on"
minimum tax to an alternative minimum tax, these provisions do
not appear to burden the industry as a whole to the same degree
as the repeal of percentage depletion.

iii1
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SUMMARY OF PROJECTED FIVE-YEAR CHANGES IN COAL COMPANY TAX

LIABILITIES DUE TO THE PRESIDENT'S PROPOSALS

($ millions)

Provision 1986-1990

Change in Depreciation Allowance $ 1.1

Repeal of Percentage Depletion 904.9

Dividends Paid Deduction -34.2

Change in Treatment of Capital
Gain on Deprecible Assets 12.4

Change in Treatment of Royalty Income 38.1

Decrease in Corporate Tax Rate -909.2

Recapture of Windfall Benefit due #
to Excess Depreciation 217.3

Repeal of Investment Tax Credit 820.1

Change in Corporate Minimum Tax -46.9

TOTAL DIFFERENCES $1,001.4

Note: Details may not add to totals due to rounding.

iv
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Coal price increases necessitated by implementation of the
President's Tax proposals will translate into a 29-million-ton
reduction in annual domestic coal production, further reductions
in coal employment and increased reliance on foreign sources of
coal required to meet anticipated demand.

This study includes the measurement of the long-run impact
of tax reform on the cost of producing coal. The long-run
analysis is based on a typical expansion of a coal mining
operation. An aggregate of the balance sheet information
provided by survey respondents is used to specify this typical
expansion.

In the long run, higher taxes will require either higher
coal prices or a higher rate of return for investors in the coal
industry. When the proposed tax reform rules are fully in
effect, the real pre-tax rate of return must increase by 23.7
percent. Inj other words, a coal project must yield a real rate
of return of 10.7 percent before tax, when a yield of 8.7 percent
would have been sufficient under current law.

The demand for coal is sensitive to changes in price because
other fuels may be readily substituted for many uses. The
estimates of the potential increase in coal prices and the
elasticity of demand for coal suggest that demand could be
reduced by as much as 3.3 percent. Assuming constant returns to
scale, this demand reduction would mean a decrease of about 29
million tons of annual coal production and about 6,400 coal
industry jobs. Thus, the tax increases will translate into
increased unemployment in the U.S. coal fields as well as an
increased reliance on foreign sources of coal to mest anticipated
demand. These adverse impacts on production and employment are,
of course, very heavily concentrated in coal mining regions which
are often among the least adaptable to other businesses and which
already experience disproportionate levels of poverty and unem-
ployment.

V
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Conclusion

It is apparent from the results of this study that the

President's Tax Proposals will impose upon the U.S. coal mining
industry a tax increase of considerable magnitude resulting in
substantial detrimental effects. The study indicates that the
effect of this additional income tax liability will be a

reduction in coal production; an increase in coal mining related
unemployment; a decrease in both internally-generated and
externally-generated investment capital; a decrease in exports of

U.S. coal; an increase in imports of foreign coal as well as

other foreign energy fuels; a loss of a positive $4 billion

annually against the balance of payment and a decrease in size

of the U.S. coal industry as investors leave the industry search-
ing for an attractive return on their investment.



210

STATEMENT BY JOHN L. KELLEY, CHAIRMAN, TAX COMMITTEE,
AMERICAN IRON ORE ASSOCIATION, CLEVELAND, OH

Mr. KELLEY. Mr. Chairman and other distinguished members of
the committee, I appreciate this opportunity to appear before you.

My name is John Kelley, vice president of Cleveland Cliffs, Inc. I
am also chairman of the tax committee of American Iron Ore Asso-
ciation, which I am representing here today. We are a trade organi-
zation representing companies that mine approximately 75 percent
of the iron ore that is produced in the United States and Canada.

Regrettably, I must say that I am appearing here in opposition to
the President's proposals, in spite of our total agreement with the
objectives and our due regard for the tremendous effort that has
been expended on this worthy project by dedicated Treasury De-
partment personnel.

Despite the beneficial effects to business in general of such meas-
ures as the corporate rate reductions and the dividend-paid deduc-
tion, the package offers little comfort to basic industries that must
compete internationally. We are convinced that there exists a rea-
sonable likelihood that repeal and reduction of capital formation
tax incentives for the manufacturing, basic industry, and mining
sectors, even with the beneficial provisions, will force or induce a
significant shift of production activity to offshore locations.

The iron ore industry shares a common destiny with the domes-
tic steel industry, because our product can be used only for conver-
sion to 'iron metal and steel. The common economic plight of these
two industries is graphically illustrated in the exhibits attached to
our written statement. Even though there has been a resurgence of
business activity following the disastrous 1982 year, operating
levels in subsequent years, including 1985, have not been high
enough to restore our industry to economic vitality. Our future and
the future of mining communities remain in serious jeopardy.

It is extremely troubling to us that actual steel imports to date
in 1985 are far above the range specified by the 1984 Steel Import
Stabilization Act. Without a dramatic reduction in steel imports,
cash flow for continued modernization of steel facilities will not
materialize. Consequently, any tax legislation that would hinder in
any way the rate at-which domestic steel industry modernization
can occur should be recognized as contrary to the Stabilization Act.
We believe the President's proposals would have this effect.

Most of our domestic mining operations are located in the north-
ern regions of two central States. Their proximity to interior steel
mills in the United States and Canada is complemented by the
availability of water transportation on thd Great Lakes. We cannot
serve any other steel-consuming region in the world. In contrast,
many foreign producers have expanded their operations, with gov-
ernment assistance, to serve export markets, and the result has
been worldwide overcapacity. Certain foreign governments have
also preempted the natural laws of economics while promoting
social employment and the receipt of U.S. currency, and U.S. in-
dustry is paying the price. An overvalued dollar has added another
severe dimension to this problem.

Our industry has already been rationalized, and presently we
have a huge investment in 11 moderia and efficient processing
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plants. We emphasize -the link between these plants and our a-
tion's consumption of domestic steel products. In short, the level- of
domestic steel consumption has been so meager in recent years.
that we have been unable to keep our pellet plants operating at
anywhere near designed capacity. We are worried about how long
we can hold on in the absence of a dramatic cbange for the better,
and we are concerned for our country if the precipitous shrinkage
of our basic steel industry is not abated.

Two of our specific points of opposition to the President's tax
package pertain to recommended changes in mine operator incen-
tives; namely, the recommendations to repeal percentage depletion
and to treat mine exploration and development expenditures as
preference items. We also urge retention of general incentives that
stimulate industrial capital investment. We believe the package is
fundamentally faulty, because it would have a destabilizing impact
on a vital segment of our Nation's economy.

The amount of attention given to tax reform in recent years ha,
been focused primarily on individual taxes and tax shelter abuses.
The president s proposals go far beyond these.areas of critical need.
In so doing, and in an attempt to retain revenue neutrality while
substantially lowering rates, the package wouldlbe harmful to our
Nation's industrial core. Moreover, it is our considered opinion that
the proposals are much too broad and comprehensive to be dealt
with thoroughly and effectively in one year.

I thank you for your kind attention.
The CHAIRMAN. Thank you.
Mr. Bedell?
[Mr. Kelley's written testimony follows:]
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Mr. Chairman and other distinguished members of the committee, I appre-

ciate this opportunity to appear before you.

My name is John Kelley, Vice President of Cleveland-Cliffs Inc. I

am also Chairman of the Tax Committee of the American Iron Ore Association,

headquartered in Cleveland, Ohio, which I am representing here today. The Assoc-

iation is a trade organization representing companies that mine approximately

75% of the iron ore that is produced in the United States and Canada.

Regrettably, I must say that I am appearing before you in opposition

to the President's proposals in spite of our total agreement with its objectives

- fairness, growth, and simplicity - aid, in addition, our due regard for the

many hours of effort that have been expended on this worthy project by dedicated

Treasury Department personnel.

Our opposition ik easily summarized. The President's proposals could

cause the permanent shutdown of a significant part of both the steel and iron

ore industries In the United States, two vital industries that today are already

in deep, but still reversible, economic trouble. We are convinced that our own

exertions to overcome our economic difficulties may be compromised unless key

features of the proposals are substantially modified. This could mean demise

of the entire package but we believe this consequence, in terms of the long-term

national interest, may be for the better, especially considering the degree

BeRVINO THI IRON ORE INOUSTRA OF UNIYO SYATEG ANO CANAOA
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of controversy over its many key elements that has arisen over the past several

weeks. In any event we ask that Congress not go forward with the proposals as

they stand.

Despite the beneficial effects to business generally of such medsures

as the corporate rate reductions and dividend paid deduction, the package offers

little comfort to basic industries that must compete internationally. We are

convinced there exists a reasonable likelihood that repeal and diminution of

capital formation tax incentives for the manufacturing, basic industry, and

mining sectors, even with the beneficial items, will force or induce a signif-

icant shift in production activity from the United States to offshore locations.

An inevitable consequence of such a shift would be a contraction in the market

for domestic steel and iron ore production.

The iron ore industry shares a common destiny with the domestic steel

industry because the product of our industry can only be used for conversion

to iron metal and steel, and it is not economic to transport our domestic ore

beyond the Great Lakes area. We believe it is now quite generally known that

for many reasons the vital signs in domestic steel have for the past several

years been absolutely dismal and that in many respects they continue to deter-

iorate despite extraordinary efforts of labor, management and government to

reverse these trends. The common economic plight of our industry and the domestic

steel industry is graphically illustrated in Exhibits I through V attached to

this testimony, to which we direct your careful attention. These exhibits depict

fatherr clearly the recent history and present status of iron ore mining in the

United States. Our inability to operate at economic levels of operations in

recent years is shown as a direct reflection of economic difficulties being

experienced by the domestic steel industry. Even though there has been a resur-

gence of business activity following the disastrous 1982 year, operating levels

in subsequent years, including 1985, have not been high enough to restore the

industry to economic vitality. This precarious condition will continue unless

there is a prompt reversal of the steel import trend presented in Exhibit IV

and a restoration of the domestic business to higher operating levels. Our future

and the future of mining communities remain in serious jeopardy.

The grave situation confronting the steel industry is further under-

scored in a decision last summer by a federal bankruptcy judge concerning the

financial difficulties of one major domestic steel producer.
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This forum does not provide the opportunity to discuss in detail the

trends in foreign steel imports; but we do want you to know we are most anxious

dbout the resolution of this horrendous problem, ind it it; i real worry to us

that actual steel imports to date in 1985 are far above the 17.0 to 20.2 percent

range specified by the 1984 Steel Import Stabilization Act - about 30 to 53%

above to be more exact. We recognize and applaud the herculean task of seeking

bilateral agreements with a multitude of foreign governments, but without a

dramatic reduction in steel imports, the continued modernization that is needed

so desperately in the U.S. steel industry will soon begin to wither, causing

serious new problems. Consequently, tax legislation that would hinder in any

way the rate at which U.S. steel industry modernization can occur should be

recognized as contrary to the Steel Import Stabilization Act. We believe the

President's tax proposals will have this effect.

The United States iron ore industry is located almost exclusively

in two states, Michigmn and Minnesota. Its proximity to interior steel plants

in the United States and Canada is complemented by the availability of water

transportation on the Great Lakes. Various economic and other restrictive factors

prevent our industry from serving any other steel consuming region in the world,

and so we have no choice but to serve the markets we have served for more than

130 years, In contrast, many foreign producers of both iron ore and steel with

government assistance have expanded their operations to serve export markets,

and there has resulted a large overcapacity throughout the world. The motivation

of certain foreign governments to generate social employment and obtain U.S.

dollars has often tended to preempt the natural laws of economics, and U.S.

industry is paying the price. An overvalued dollar has added another severe

dimension to the problem.

Over the past decade nearly thirty of our less efficient iron ore

mines and plants have been permanently closed. Today, our entire domestic cap-

ability rests with only eleven efficient pellet plants that are listed in Exhibit

V plus a few natural ore facilities which account for negligible tonnage.

It is generally recognized that mining is an extremely risky business.

Yet, we have recently invested billions of dollars in state-of-the-art pel-

letizing plants, power generating facilities, modern self-unloading lake vessels,

and other infrastructure for domestic trade with the expectation that a reliable
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and stable U.S. tax system would continue to provide essential incentives to

help bring an adequate return on these very long-term fixed Investments. Under-

standably, our expectations were strengthened by enactment of the Mining and

Mtinrtl'; Pol ity Act of 1970 and the Materials and Mincrals Policy Act of 1980,

both of which are in support of minerals development and enhanced minerals avail-

ability as a matter of national policy. To now be confronted with a proposed

tax system change which could bring about results that are directly in conflict

with existing minerals policy as enacted by Congress is beyond our ability to

understand or reconcile.

In summary, we have recently experienced an abrupt and severe business

contraction, and our present economic plight is extremely bleak. We are almost

totally dependent upon the United States steel industry, and it would appear

that our domestic steel industry, in turn, is almost totally dependent upon

manufacturing and construction activities which are carried on in the United

States. We are talking about a domestic mineral for a domestic basic industry

which supplies raw materials to domestic producers of goods for consumption,

but we do not espouse government protection. Fair and lawful trade is our theme

with retention of basic industry tax incentives. In addition to the direct jobs

that are created by these activities, there are many multiples more created

for supplies of other goods and services. It's virtually a house of cards in

which the iron ore industry is not visible to ultimate consumers of manufactured

goods. This is a major reason why we have placed so much reliance on the minerals

policy Acts and on last year's Steel Import Stabilization Act. Indeed, we must

assume that the United States Congress and its President are serious and mean

what they say when they enact a series of laws over fifteen years, all pointing

to an important and consistent policy position. This type of national policy

should not ie adopted or altered without very thorough, deliberate, consider-

ation.

To carry out our existing national policy it is urgently necessary

ti provide through our tax system the incentives to domestic industries that

continue to be ravaged by economic depression and threatened by foreign dumping

and subsidies. The question is not growth or expansion; it is tax stability

for long-term survival of vital basic industries.

In addition to meeting national policy objectives, the following addit-

ional reasons point out why the existing domestic mining industry's survival
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for the foreseeable future is of critical importance to the nation and why a

shift in tax policy should not be the catalyst of further financial hardship:

* Existing facilities are generally modern and efficient.

* Huge investments are at stake (billions of dollars) coupled

with long-term financial obligations to lending institutions.

* Mining families and mining communities are economically locked

in.

* Factors of inordinate risk should be acknowledged.

* Domestic sources of supply which provide national security,

economic as well as defense, should be assured.

* Government should acknowledge and support industry's continuing

self-help efforts in troubled times.

* Utilization of costly, debt-burdened existing power generating

fdcilttte- thdt would otherwise remain idle should be eniouraged.

* ItL shou Id be underst ood that closed, d i smant led and abandoned

mines cannot be reopened.

* There should be a furtherance of positive relations involving

iron ore and steel trade between United States and Canada. (U.S.

mines serve Canadian interior mills; Canadian mines serve U.S.

coastal mills.)

Additional balance of payments shortfall should be avoided.

* If present tax incentives or something better were available,

existing excess capacity in U.S. mines could constitute an at-

tractive investment to U.S. and Canadian steel operators.
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* Retention of tax incentives promotes and helps to provide cash

flow fni t4)sit iiihai iiiul tof sIieI ildtist ry modernizat (on )r(graim!,

yet to be completed and for intensified research on both iron ore

and steel processing to further their better integration.

* Major domestic consumers of supplies, equipment and other goods

and services, including electronic technology applications, would

remain in business.

The President's tax proposals as they would affect business and pro-

ductive capital investment concern us in several ways. As previously mentioned,

we certainly subscribe to the principles of fairness, growth, and simplicity.

Who wouldn't? But we are convinced that the proposals would not make significant

strides toward attaining any of these goals, especially when we reflect on the

business tax changes and how those changes would, in the long run, ultimately

affect individuals.

Referring now to the specific recommendations in the President's pro-

posals which cause us to conclude that, in the aggregate, the package consti-

tutes a serious threat to the survival of our existing domestic mining and indus-

trial base, we offer the following points of opposition:

The first is the recommended repeal of percentage depletion. This

important income tax deduction, which has been available to iron ore for fifty-

three years, should be characterized as an equalizer and not a preference when

considering world mineral competition and economics. Although its value to United

States mining companies has substantially been reduced over the past fifteen

years by its treatment under the add-on minimum tax, there is no question that

it has been a major contributor to the economic vitality and competitive capabil-

ity of our domestic mining industry. Cash flow that has been generated from

percentage depletion over the years by the iron ore industry has neither been

squandered nor held for a rainy day. It has been reinvested in developing new

properties, in mineral processing technology and other research, and in modern-

izing plants with efficient equipment and electronic instrumentation. Continuity

of this cash flow is essential.
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The second is the recommended treatment of exploration and development

as a preference item under the proposed alternative minimum tax. Besides being

disappointed that a reform package as comprehensive a,; the President s does

not discard the dual approach to the determination of taxable income, which

would rid the Code forever of the tax on business tax deductions, we strenuously

object to the inclusion of mineral exploration and development as preference

items. First of all, these two types of expenditures are not similar and must

be distinguished from each other as they are under existing tax law. Most explor-

ation expenditures do not result in the discovery of economically mineable min-

eral deposits; and those that do are required to be capitalized as cost of the

mineral property under existing law. Development expenditures are incurred solely

to facilitate extraction of ore, and they continue throughout the life of the

property. Mining cannot continue without incurring ongoing development expendi-

tures, and nothing of value remains when mining is no longer economically feas-

ible. In fact, an exhausted ore body has negative value in that many post-mining

costs must be incurred to restore the property to an aesthetically acceptable

condition for general, nonmining use.

The third is the recommended repeal of the investment tax credit.

We understand this incentive to be of vital importance to many business organ-

izations that we serve. Over the past twenty-plus years when this credit has

been repealed ot suspended and then restored, there have been strong and con-

vincing indications that investment in machinery and equipment is stimulated

by the credit. In addition, it should be understood that the investment tax

credit continues to be the key ingredient to many investments and modernizations

that are financed by lease arrangements. Lack of financial resources on the

part of capital intensive companies in many cases would otherwise prevent these

invesLmettb.

The fourth is the recommended disqualification for capital gains treat-

ment of dispositions of iron ore reserves through long-term lease arrangements.

Although American Iron Ore Association represents the operating companies, these

long-term arrangements and their tax treatment are a practical and meaningful

element of the industry economics which have made high quality domestic iron

ore available to domestic ste,.l consumers.
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The fifth is the recommended substitution of CCRS depreciation for

ACRS. Although not terribly detrimental when compared to ACRS, we are of the

view that the proposal adds a disproportionate amount of complexity without

sufficient justification or rationale. We are also not persuaded that there

is anything so fundamentally deficient in the ACRS system, which itself repre-

sents a recent change of significance. The ACRS system ought to be given more

than four years to function before being abolished unless proven to be overwhelm-

ingly defective.

The sixth is the recommended recapture in years 1986 through 1988

of prior years' ACRS depreciation. We consider this recommendation to be a retro-

active repeal of law, and the rationale offered to justify it is not realistic

or convincing.

The seventh is that, although we subscribe to the notion that all

taxpayers having income should pay tax, continuation of a minimum tax theme

in which business and personal deductions are taxed as income is conceptually

faulty in its approach. Although the Proposals' alternative method is much better

than the existing add-on type, this safety net approach of defining taxable

income in two different ways cannot truly be characterized as reform. Capital

intensive, low income mining companies have experienced a perverse and volatile

impact from the deduction-type minimum tax.

While our testimony, for the most part, has dealt with thtse parts

of the proposals which are of significant importance to our Association's members

as affected taxpayers, we do feel compelled to comment on certain other aspects

which either affect us indirectly or are of serious concern to us. They are:

* The shift of tax burden from individuals and consumer-type enter-

prise to the low income, capital intensive industrial sector which

produces goods that are also available from foreign sources, could

result In extensive-plant shutdowns for basic industry in the long

term. (Although the proposal explicitly anticipates a shift of

capital and labor flow on a so-called "free market" basis, we hope

the Congress will recognize the danger to the United States in

taking this path, considering world circumstances as they exist

today.)

* We believe the Treasury estimate of a 1.5% increase in real
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gross national product by 1995 is highly conjectural and, in

view of the uncertainty of economists about the proposals' im-

pact, even in the short run, is a very poor reason for upsetting

our entire tax system in the manner recommended and subjecting

a major portion of basic industry to the threat of extinction

in the process.

* Questions about revenue neutrality of the package which were

raised by the Congressional Budget Office and others have appar-

ently been put to rest by supplementary recommendations of the

Treasury Department, but we are continuing to urge that the issue

of federal deficits remain a matter of priority in the Congress

and that there be further emphasis onapending curtailments,

Considering the amount of attention that has been given to tax reform

in recent years and recognizing that the real focus of concern has related pri-

marily to individual taxes and tax shelter abuses, we believe very strongly

that the President's proposals go far beyond the areas of critical need. In

so doing and in the attempt to retain revenue neutrality and substantially lower

rates, the proposals would be harmful to our country's industrial core. More-

over, it is our considered opinion that the proposals are much too broad and

comprehensive for Congress to deal with thoroughly and effectively in one year.
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STATFMEfNT OF AMERICAN IRON ORE ASSOCIATION
BEFORE THE Cr4TEE ON FINANCE

Septenxtvr 26, 1985
EXHIBIT !

United States Iron Ore Shipments vs. Capacity
1975-1984
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STATTMEWr OF AMERICAN IRON ORE ASSOCIATION
BEFORE THE COMMITTEE ON FINANCE

-Septenber 26, 1985
EXHIBIT II

United States Iron Ore Industry Employment
1975-1984
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STATFIMI' OF' ANRICAN IRON ORE ASSOCIATION
BEO THE C( X I1IEE ON FINANCE

St'mteisrx't 26, 198')
I 11B 1, I II

United States Steel Production vs. Capability
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STATE NT OF AMERICAN IRON ORE ASSOCIATION
BEFORE THE COI?4ITEE ON FINANCE

,S'pt~vx-r 26, 1981)

EXHIBIT IV

United Stales Steel Apparent Consumption vs. Imports
1975-1984

(millions of net tons)
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STATEMENT OF AMERICAN IRON ORE ASSOCIAtj0N-
BEFORE THE COMMITTEE ON FINANCE

September 26, 1985
EXHIBIT V

EXISTING IRON ORE PELLETIZING FACILITIES LOCATED IN THE UNITED STATES

Plants Operated by Members of
American Iron Ore Association

By State

ANNUAL CAPACITY
IN MILLIONS OF TONS :1

8.0
8.0
2.7 (idle since 1981)

4.0
11.0
8.1
6.0
2.6
8.2

TOTAL CAPACITY
1.7

60.3

Note: There exists one additional pelletizing facility in Minnesota which is
not operated by an Association member. Its annual capacity is 18.5 million
tuns. Also not included above is the Butler plant in Minnesota (annual
capacity 2.7 million tons) which was permanently closed at the end of
June. 1985.

Source: American Iron Ore Association

MINE NAME
MICHIGAN

Empire
Tilden
Republic

MINNESOTA'
National
Erie
Hibtac
Eveleth
Minorca
Reserve

MISSOURI
Pea Ridge
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STATEMENT BY DENNIS P. BEDELL, CHAIRMAN, TAX
COMMITTEE, AMERICAN MINING CONGRESS, WASHINGTON, DC
Mr. BEDELL. Thank you, Mr. Chairman.
I am Dennis Bedell, a member of the law firm of Miller Cheva-

lier. I am also chairman of the tax committee of -the American
Mining Congress, and it is in that capacity I appear before you this
morning.

The American Mining Congress appreciates this opportunity to
present its views to the committee.

It is no secret that the recession of recent years has severely im-
pacted the domestic mining industry. One need only look at the
metal mining segment of the industry to see how dramatic it has
been. Since 1980 the size of that segment of the industry has
shrunk to two-thirds of its former amount; employment has been
cut in half.

Many minerals are internationally traded commodities, and so it
is in the international marketplace that the domestic industry
must compete. This is increasingly difficult, because many of the
foreign competitors are not burdened by costs suchi as those im-
posed on the domestic industry through environmental controls
and through Government restrictions. Many of them are controlled
by foreign governments or subsidized by their foreign governments,
and so they don't have to worry about considerations such as
whether there are profits from the sale of their minarne commodi-
ty or indeed whether the selling price even covers their costs, be-
cause other concerns such as obtaining foreign exchange are of
greater importance.

With this situation and the precarious state of the domestic
mining industry, it is not surprising that the President's Tax

.Reform Program is of significant concern to the mining industry.
To assist the mining industry and the Congress in evaluating the

impact of the President's program on the mining industry, the firm
of Arthur D. Little evaluated the President's program in its totali-
ty. I would like to just briefly summarize the salient findings of
that study of the impact of the proposals on the industry for the
committee.

First, A.D. Little found that the President's program will more
severely impact the mining industry than any other segment of
U.S. industry. This is in large part a function of the fact that not
only, as a capital-intensive industry, is the mining industry hurt by
the loss of the investment tax credit and the cutback in the depre-
ciation system, but in addition, the industry is hurt by the repeal
of the percentage depletion allowance, which is the particular cap-
ital allowance long provided for the natural resource sector.

Second, the level of taxation resulting under the President's pro-
gram would increase about 50 percent for the mining industry,
which would lead to a reduction in the level of investment that
would flow into the mining industry of approximately 15 percent.
And Arthur D. Little concluded that would eventually lead to a 20-
percent reduction in output from the domestic industry. That 20-
percent reduction in output would cause a loss of 380,000 jobs in
the mining industry and the allied industries that serve and assist
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the mining industry. It also would lead to an increase in imports of
mineral commodities of approximately $10 billion a year.

On pages 15 and 16 of our prepared statement there is a quote
from a Bureau of Mines study with respect to the effect of repeal of
the depletion allowance for copper, but it has much broader impli-
cations in what it says. Stated very simply, that study concluded
-that the costs resulting from loss of percentage depletion-what it
would cause in terms of the loss and decrease in mining income,
employment, the costs associated with that, as well as the loss in
tax revenues and increased imports-would more than offset any
revenue gain, any increase in corporate income taxes, that would
result from the repeal of the depletion allowance.

Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you, sir.
Mr. Swenson.
[Mr. Bedell's written testimony follows:]
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Mr. Chairman and Members of the Committee;

My name is Dennis P. Bedell. I am Chairman of the Tax

Committee of the American Mining Congress and a member of the

Washington, D.C. law firm of Miller & Chevalier, Chartered.

I am appearing before you today on behalf of the

American Mining Congress. We appreciate this opportunity to

testify with respect to the President's tax proposals.

The American Mining Congress is an industry associa-

tion representing all segments of the mining industry. It is

composed of (1) U.S. companies that produce most of the Nation's

metals, coal and industrial and agricultural minerals; (2) com-

panies that manufacture mining and mineral processing machinery,
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equipment and supplies; and (3) engineering and consulting firms

and financial institutions that serve the mining industry.

A federal tax system that recognizes the importance of

the U.S. mining industry to the Nation's security and economic

well-being is essential to the industry's survival. Not only,

however, does the existing tax system fail the Nation by not

encouraging the investment necessary for a strong domestic

mining ndustry, but even more importantly, the major tax

revision p -oposals of the President being considered by this

Committee would magnify that failure and in so doing would

severely damage the industry.

The extent of the damage to the domestic mining

industry and, accordingly, to the United States that would

result from the President's tax revision proposals is set forth

in a study prepared by Arthur D. Little, Inc. and Jones, Day,

Reavis & Pogue at the request of the American Mining Congress.

The study, entitled Impact of the President's Tax Reform

Proposals on the'United States Mir.ing industry, concludes that

the President's proposals, if enacted, would severely damage the

already weakened U.S. mining industry. Important results of the

study include the following--

* The President's tax proposals may affect the mining
industry more severely than any other business area.

" Tax liabilities would increase by about 50% for
profitable firms, perhaps the largest increase in
any business sector.

* Cash flow for typical firms would decline by about
6% and total investment in the industry would
decline by about 15%.
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0 Rates of return on miiiinq investments would decrease
by 10 to 20%, while returns in many other industries
would increase.

# The mining and support industries would lose over
380,000 jobs, many in regions offering few other
employment opportunities.

The proposed tax program would erode American mining
self-sufficiency and increase dependence on foreign
suppliers....

v The removal of established tax incentives would
place U.S. mining firms at a further disadvantage to
foreign producers.

a Domestic mining companies generally cannot pass
increased costs--including taxes--along to their
customers because prices are set in the world
market.

e Over the past few years, mining companies have been
besieged by growing international competition, the
high dollar and weak product demand.

* Foreign producers, especially in developing
countries, have-"4imreased production, in many cases
based on their needs for foreign exchange and
employment rather than on the free-market economics
of supply and demand. Mining firms have very little
control over prices.

* The proposed law would discourage new investment
immediately and have a major impact on mining output
over the next ten years.

The consequences of the proposal would contradict
both the Mining and Minerals Policy Act of 1970 and
the National Critical Materials Act of 1984, both of
which support mining self-sufficiency.

The Executive Summary of the study is included as

Exhibit A.

The American Mining Congrebs strongly believes that \

certain elements of a tax system are of critical importance in

encouraging the needed investment of capital in the high-risk
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mining industry. They include the percentage depletion allow-

ance, the deduction for mine exploration and mine development

costs, a stimulative capital cost recovery system, such as is

provided by the combination of the investment tax credit and

ACRS depreciation, and' capital gains-treatment for coal and iron

ore royalties. These elements provide the requisite incentive

for the industry to survive and grow and must be preserved and

strengthened, not eliminated or curtailed.
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Overview

Historically, our federal income tax system has recog-

nized the fundamental and essential role of this country's\min-

ing industry. Mining's importance to our economic and national

security has long been acknowledged through provisions such as

the percentage depletion allowance and the deduction for mineral

exploration and development expenditures. These and other

critical provisions involving capital cost recovery have helped

to foster an assured availability of raw materials for manufac-

turing while generating needed cash flow for the mining indus-

try. The roots of our tax system reflect the fact that ex-

hausted mines must be replaced with deposits which are often

more difficult and expensive to discover and to process into an

acceptable standard of product quality. Moreover, without

meaningful tax incentives that reflect the unique nature of

mining, there is little likelihood that private investors would

be willing to undertake the inordinate risk that is an inherent

aspect of the business.

During the past decade and a half, however, we have

witnessed a gradual, though indirect, erosion of the U.S. tax

structure affecting the mining industry. This erosion has been

reflected primarily in the form of an add-on corporate minimum

tax which penalizes mining enterprise in its sweep to stifle tax

shelter activities. If not corrected, the present system could

soon strip away completely this country's ability to sustAin and

support a vigorous, dependable, and competitive mining industry
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of any significant size. We believe that this erosion reflects

misdirection of tax policy in recent times, and we are even more

alarmed by the President's proposals to further reduce or elimi-

nate mining industry tax incentives.

Over recent Years as the tax burden on U.S. mining

companies has been increasing, the size of the industry has

decreased precipitously. The economic recovery being experi-

enced throughout the country has not found its way to the mining

industry. The U.S. metals mining segment, for instance, is

presently only two-thirds its 1980 size, and employment has been

cut in half. Factors contributing to this trend and the fragile

condition of our mining industry include U.S.-supported loans to

foreign mining projects and an overvalued currency. Thus, any

change in our tax system at this precarious time which would

cause private investment in-natural resources to become less

attractive would certainly have a disastrous and abrupt impact

on the severely weakened U.S. industry.

It is now more than ever before imperative for our

remaining mining industry to survive and prosper as we face an

ever-expanding global economy and severe pressure on prices.

Mineral deposits are located throughout the world without regard

for national boundaries or forms of government. The only

natural differentiation is that, generally, the higher grade and

more-easily mineable reserves are now located outside the United

States. To enable our own domestic mining industry to compete

against producers that are wholly or partially owned, operated,
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or subsidized by foreign governments, therefore, it is clear

that unique and substantial tax system incentives are essential.

What is now in place must be retained art in fact, improved.

Without this recognition, we believe it is certain that the U.S.

mining industry will dwindle to a position of insignificance in

comparison to its fast-developing foreign counterparts.

Natural resource and agricultural endeavors provide

the feedstock for all food, fuel, fibers, materials and manufac-

tured products which are needed for human existence. It is not

a question of whether to extract or farm. ?It is, instead, who

will extract, who will farm, and where. America was originally

blessed with bountiful natural resources, and our private

enterprise system with encouragement from an enlightened tax

policy provided the means to bring about development of those

resources at affordable cost. An efficient and dependable

minerals and agricultural production capability had much to do

with the prime position of strength and leadership that the

United States has occupied for more than two centuries. Now

with the world and its economy changing so rapidly -- to a great

extent because third world nations are hastening to develop

their own natural resources -- our established position is being

severely threatened. Under these circumstances, there is valid

reason to be alarmed about -the direction our standard of living

could take in the near future without a viable mining industry

of our own.
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The mining industry plays a backstage role in society

because it is at the foundation of productive activity. It is

located in relatively remote areas using only three-tenths of

one percent of our land surface, and the general public has

little name-brand awareness of mining. These factors may

account for the lack of appreciation in this country for min-

ing's contribution to our everyday needs. We are living in a

push-button, self-serve era in which it is all too easy to

overlook the basic industries that make our daily lives mobile,

comfortable, and entertaining. In fact, our fast-track society

has developed a very low threshold of tolerance for any disrup-

tion of our individual ab'.lity to control our own lives, perhaps

with too little understanding of or appreciation for the basic

industries that make it all possible.

Mining is enormously capital intensive, and most

projects take years before production is commenced. In addition

to the unique considerations involving each deposit and plant

flowscheme design, mining projects also have unusual challenges

involving financing and infrastructure necessities. Building or

rebuilding a Nation's mining industry calls for decades of

effort and huge expenditures. These factors and the importance

of having an assured availability of raw material for industry

were recognized by.Congress in the Mining and Minerals Policy

Act of 1970, and subsequently reaffirmed by Congressional and

Executive actions, which declare it to be national policy to

encourage private enterprise in developing an economically sound
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domest c mining industry and the orderly development of U.S.

mineral resources.

There is no way to reconcile our acknowledged U.S.

minerals policy as so expressed with a tax system that does not

provide extraordinary encouragement to invest in mining activi-

ties, and it is most disconcerting that the Presidint's proposed

changes in the tax system which would further penalize the U.S.

mining industry internationally are being extolled under the

misleading and erroneous label of reform. If these proposals

are accepted at face value and enacted without challenge, the

chances are slim that a reversal of tax law could occur in time

to salvage our already shrunken and jeopardized industry.
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Percentage Depletion

The President's tax proposals -- particularly the

phasing out of the percentage depletion allowance -- are at

cross purposes with the country's stated national minerals

policy and would make It increasingly difficult for the

financially-pressed domestic mineral industry to produce basic

minerals and to explore for and develop new domestic mineral

resources.

There is currently intense focus, as evidenced by the

enactment of the National Critical Minerals Act of 1984, on

questions of domestic minerals availability and the extent of

dependence on imported materials. 1 Our Nation's past experience

1 The National Critical Miinerals Act of 1984, Title II of P.L.

98-373, reaffirms that supplies of minerals and materials are
vital to the security, economic well-being and industrial
capacity of the United States. Specifically, Congressional
findings, stated in Section 202(a) of that Act, include the
following:

1) the availability of adequate supplies of strategic
and critical industrial minerals and materials
continues to be essential for national security,
economic well-being and industrial production;

2) the United States is increasingly dependent on
foreign sources of materials and vulnerable to
supply interruption in the case of many of those
minerals and materials essential to the Nation's
defense and economic well-being;

3) together with increasing import dependence, the
Nation's industrial base, including the capacity to
process minerals and materials, is deteriorating --
both in terms of facilities and in terms of a
trained labor force;

4) research, development and technological innovation,
especially related to improved materials and new
processing technologies, are important factors
which affect our long-term capability for economic /

(footnote continued)
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of heavy reliance on imported oil and the consequent effects on

the standard of living and conduct of foreign affairs demon-

strates the dangerous potential of a similar dependence on

foreign sources for hard minerals and should be reason enough to

encourage national independence.

The availability and production of minerals, both

domestic and foreign, are measurably affected by the system of

taxation and its economic impacts on mining in the United
2

States. For example, Congress has long recognized the major

impact of federal tax laws that allow a deduction of percentage

depletion by this Nation's minerals industry.

The deductibility of percentage depletion has been

amply proven to be a sound and effective incentive for minerals

exploration and development, and it ought to be maintained. The

President's tax proposals emphasize the need to preserve oil

incentives which we applaud. The same need is also true for

(footnote continued from previous page)
competitiveness, as well as for adjustment to
interruptions in supply of critical minerals and
materials;

8) the importance of materials to national goals
requires an organizational means for establishing
responsibilities for materials programs and for the
coordination, within and at a suitably high level
of the Executive Office of the President, with
other existing policies within the Federal
Government.

2 See, e.g., Subcommittee of Mines and Mining of the House

Committee on Interior and Insular Affairs, 96th Cong., 2d Seas.,
U.S. Minerals Vulnerability: National Policy Implications
(Committee Print No. 9), xii-xiii [hereinafter Committee
Report).
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hard minerals, especially since governments of other nations,

both developing and developed, actively encourage and support

mineral development through any number of devices from tax

incentives, risk-snaring and guarantees, through flexibility in

the application of reglations, to more liberal antitrust

policies.

Case for Percentage Depletion

There are two basic reasons why the percentage deple-

tion allowance is a proper element of a fair tax system:

(1) A mineral deposit is a unique waiting asset for

which the percentage depletion allowance is necessary in order

to provide for cost replacement.

(2) The massive capital requirements, above-average

risks and long lead times from exploration to commercial produc-

tion, which are inherent in the mining industry, require the

percentage depletion allowance to provide an incentive thAt will

generate the needed capital for expansion of mineral production.

Cost Replacement

A mineral deposit is wasting asset that requires

investments in exploration, acquisition and development in order

to yield a flow of commodities over its productive life. As is

true of other assets, the value of a mineral deposit diminishes

with its depletion.

In sharp contrast to a manufacturing facility, how-

ever, where original cost is a reasonable indicator of replace-

Id. at 73.

9
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ment cost (inflation effects aside), the original cost of land

and mineral deposits is an inadequate measure of the cost

required to discover and develop a replacement for exhausted

reserves in a new location. Historical evidence clearly proves

that exhausted mines are replaced with deposits that are more

difficult and expensive to discover and -- because of lower ore

grade or greater difficulty to mine and develop, or both -- are

much more expensive to operate, even after adjusting original

costs for inflation.

The percentage depletion allowance responds to the

unique nature of a mineral deposit and provides a realistic and

practical method of reflecting the decreasing or wasting value

of a mine as it is depleted, and so it encourages the capital

investment needed for its replacement.

P.pital Needs and Risks

Capital needs for development of new minerals produc-

tion are enormous. Increasingly, new mine developments are in

remote or difficult terrain and usually of lower grade ore

bodies so capital and operating costs escalate. Moreover, the

lead time required to bring a project into commercial production

is extensive, often seven to ten years from the time exploration

commences. The staggering costs of environmental, reclamation

and safety regulations add to the needed outlays.
4

In recent years, the U.S. mining industry has had

insufficient earnings and cash flow to generate internally the

Id. at xiii.
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funds needed to meet its capital demands. (In some cases the

profitability of certain domestically-produced minerals has been

depressed as a result of excessive production by government-

controlled overseas 'operations which trade profitability for

employment and foreign exchange. Total production costs of some

government-controlled operations are actually higher than those

of domestic operations and in times of low prices debt servicing

and other indirect costs are allowed to slide.
5
) A review of

various mining companies' financial statements filed with the

SEC and/or in reports to shareholders reveals substantial losses

for mining operations in recent years. As a consequence, the

industry's long-term indebtedness has mounted substantially to

levels approaching 50 percent of capitalization in a number of

cases. If this trend continues, the industry's borrowing power

will be exhausted long before its huge capital requirements are

satisfied, and the U.S. will become more vulnerably dependent on

foreign sources for minerals of strategic importance.

It is also a fact that investing in the replacement of

mineral deposits involves greater risk than investing in general

capital goods, so a premium is necessary to attract the neces-

sary financing. The percentage depletion allowance reduces tax

burdens on the mining industry, and the resulting improvement in

profitability -- or at least the prospects of it -- helps to

attract the interest of investors.

Committee Report at 39.
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If our national policy is to continue the encourage-

ment of private enterprise to build and enhance America's

minerals base, as clearly it should be, continuation of deple-

tion allowance must remain a vital part of such a policy.

Since many minerals are commodities whose prices are

set by the world marketplace, an increase in mining costs

through repeal or diminution of the percentage depletion

allowance could not be passed on in the form of increased

selling prices. Accordingly, if Congress were to increase

mining costs by repeal or curtailment of the depletion

allowance, the results would be to:

(1) Discourage production of domestic basic minerals.

(2) Discourage exploration and development of new

domestic resources.

(3) Increase imports of materials of strategic

importance from vulnerable foreign sources.

(4) Impair the ability of U.S. mining companies to

compete for those needed foreign sources of minerals where

adequate reserves do not exist in the United states.

A recent report by the U.S. Bureau of Mines regarding

copper is equally applicable to all mineral resources. 6 It

states:

"... given the increase in production costs
and the subsequent increase in copper impor-
tation that would result from this repeal
(of percentage depletion), it is quite clear
from a national income point of view the

6 "The Depletion Allowance and Domestic Minerals Availability

-- A Case Study in Copper" by Paul R. Thomas, Robert L. Davidoff
and Melinda M. Quinn (Information Circular 8874).
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ultimate income transfer would be from
domestic copper producers to foreign copper
producers. The loss of domestic mining
income and employment and the associated
loss in domestic tax revenues that this
implies, as well as the explicit cost of the
additional copper imports for the U.S.
balance of payments, would more than offset
any gain in corporate income revenues that
the Federal Government might obtain from
repealing this allowance."

Recommendation 4B.6 of the National Commission on

Materials Policy is as valid today as it was when made in June,

1973:

"We recommend that

4B.6 ... the Congress continue the percent-
age depletion provisions of our tax laws as
a time-tested major incentive to discovery
and development of mineral resources. These
provisions should not be further reduced
unless and until a better incentive system
can be developed."
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Exploration and Development Expenses

Nearly all finished goods contain raw materials mined

from the earth, but few of their producers need the massive

capital investments and long periods of exploration and develop-

ment that mining requires. Likewise, few industries have as

high an investment risk as mining.

Recognizing these fundamental facts, as well as the

strategic importance of mining to U.S. national security and

economic well-being, Congress has long included in the tax laws

provisions that permit a current deduction for mine exploration

expenses and mine development expenses.

In recent years, however, these fundamental facts and

basic policies have been lost sight of. Mine exploration and

development expenses have been labelled "preferences" and the

previous tax treatment of allowing current deductions has been

curtailed. In addition, the President's tax reform proposal

would classify 90 percent of the deductible portion of the

exploration and development expenses actually incurred as a

"preference item" thus subject to the new alternative minimum

tax.

These actions represent a serious threat to the

financial well-being of the mining industry in this country.

They not only increase the tax burden that the industry must

bear, in total frustration of the long-standing policy of

providing incentives to encourage the exploration for and

development of this country's natural resources. They also
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negatively impact the mining industry's abilityto utilize

efficiently the capital investments that the industry must

commit if it is to meet the country's demands for basic raw

materials. This is especially significant because these are

difficult times when uheconomical mines are being closed and new

mines must be opened to replace these properties and others that

are being depleted. By increasing the industry's tax burden,

and delaying the time at which tax benefits can be realized from

nonproducing activities at a mine, these actions threaten the

industry's ability to accumulate the capital that it requires to

develop new properties and, thus, to continue to meet the

country's demands for basic raw materials.
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Corporate Minimum Taxes

The American Mining Congress is opposed in principle

to a minimum tax on corporations, whether an add-on tax such as

is contained in present law or an alternative minimum tax such

as has been proposed by the President, which is based on the

concept that certain deductions, credits, etc. (tax preferences)

are to be reduced in value when used by lower income operating

corporations when these same deductions, credits, etc. are fully

available to high income corporations.

In addition to the objectional aspect that a

"preference-based" minimum tax apparently attempts to do

indirectly what presumably cannot be legislated directly, its

penalties do not fall upon taxpayers in any fair or uniform

manner. Whether an add-on or an alternative minimum tax, tax

penalties will not come into play unless the ratio of income

before preferences to the preferences themselves falls below a

certain level. As a result, when preferences are found in a

taxable corporation that has large amounts of ordinary income,

the corporation obtains full enjoyment of the deductions, etc.

When preferences are found in a corporation which has relatively

lower operating income (as in the case with many mining and

other basic industry companies which are in difficulty with low

or no operating income because of adverse international trade

and other economic environments), the use of the preferences is

penalized. The "preference-based" minimum tax often perversely
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attacks corporations most severely when they are least able to

pay.

The penalty upon these struggling operating corpora-

tions is particularly unjustifiable since it often results

directly or indirectly' from the use of capital formation

incentives (percentage depletion, capital gains rates, accel-

erated depreciation, investment tax credits). These incentives

are frequently vital to the necessary modernization efforts of

these companies.

If, however, it is believed that public perceptions of

fairness require that the tax system include some device such as

a corporate minimum tax, an alternative minimum tax of the

nature proposed by the President is substantially preferable to

the add-on minimum tax of present law. In addition, any corpo-

rate minimum tax should provide for full recognition of net

operating loss carryovers so there is a meaningful distinction

in the application of the tax between those corporations which

are-suffering economic and operating hard times and those corpo-

rations which have simply reduced their income to zero by the

use of a multiplicity of tax benefits. Moreover, any minimum

tax should provide for full recognition of unused investment tax

credit carryovers. The President's minimum tax proposal is

deficient in this regard and would result in inequitable treat-

ment of modernizing companies with carryover investment tax

credits. Since under the President's proposal investment

credits would be available only to offset the regular income
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taxes, the alternative minimum tax at a 20% rate would effec-

tively repeal those unused credits. Instead, if a corporate

minimum tax proposal is included in any tax revision package,

credits earned under laws which provided that the credits would

be of benefit should not be retroactively denied after the

investments that earned the credits have been made.
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Coal and Iron Ore Royalties

Since enactment of the Revenue Act of 1951, Congress

has acknowledged the importance of encouraging the orderly

leasing and production of this Nation's coal reserves by the

allowanc. f capital gains treatment for specified coal

royalties under section 631(c). The appropriateness of this

treatment for iron ore royalties was recognized in the Revenue

Act of 1964, and since that time capital gains treatment also

has been provided for iron ore royalties.

The President's tax reform proposals by repealing the

presently allowed capital-gains treatment under section 631(c)

for the specified coal and iron ore royalties would strike a

further blow at important segments of our domestic mining

industry. This is not a time to take steps that discourage or

adversely impact the orderly growth and development of the

domestic mining indstry. The industry is struggling to compete

in a difficult international marketplace characterized by unfair

competition subsidized by foreign governments and at the same

time struggling to rise out of the depression that has affected

it for most of the decade. It is not sound policy to further

damage these critical segments of the industry by the enactment

of adverse changes ift our federal income tax laws.
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STATEMENT BY KURT SWENSON, PRESIDENT, NATIONAL BUILD-
ING GRANITE QUARRIES ASSOCIATION, BARRE, VT; ACCOMPA-
NIED BY HON. ROBERT McCLORY, BAKER, AND McKENZIE,
WASHINGTON, DC
Mr. SWENSON. Mr. Chairman, members of the committee, my

name is Kurt Swenson. I am the president of Rock of Ages Corp. I
appear today in my capacity as president of the National Building
Granite Quarries Association.

It is pretty easy to know what coal and things like that are. You
may wonder, what does the granite industry do, who are they, and
where are they? We are the guys who take pieces of granite out of
the ground and make it into monuments, building granite, granite
curb, and related products. In fact, we were looking yesterday out-
side this building, and the wall surrounding the flowers out there
is granite from our quarries in New England. There is a lot of
granite used in Washington.

All of our companies are small-very small companies. None of
our companies are publicly held. The average sales level of our
companies is probably $5 million.

The President's tax bill has this effect on our little industry:
Compared to a 50-percent tax increase from the other members of
the panel, our survey shows that it will be 125 percent for our in-
dustry. The total revenue increase that the Government gets as a
result of this is $4 million. Four million dollars, by our survey, is
what the Government will get if this happens, and that is $4 mil-
lion assuming no jobs lost.

I would like to ask, Mr. Chairman, that you hold the record open
so that we may submit that survey when it is final.

The CHAIRMAN. I would be happy to.
[The survey follows:]
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IMPACT OF THE PRESIDENT'S TAX PROPOSALS
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SURVEY HIGHLIGHTS

Repeal of percentage depletion for dimension granite
will raise no more than $4.4 million a year.

Three estimates:

$2.1 million per year;

$4.4 million per year;

$2.3 million per year.

The lower estimates appear to be more accurate.

The tax burden of dimension granite companies will
increase dramatically under the Administration's
proposals.

Profitable companies will experience an increase
of 125 percent.

Even if percentage depletion is retained, these
companies will experience 75 percent tax
increases.

A loss of as few as 10 percent of current jobs in the
dimension granite industry would wipe out direct
revenue pickup from repeal of percentage
depletion.
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I. INTRODUCTION.

On September 26, 1985, Mr. Kurt Swenson, President of

the National Building Granite Quarries Association, appeared

before the Committee on Finance of the Senate to testify in

opposition to the proposed repeal of percentage depletion

for dimension granite producers. Mr. Swenson testified that

the National Building Granite Quarries Association was in

the process of conducting a survey of the dimension granite

/ industry to ascertain the impact of the Administration's tax

proposals, particularly the repeal of percentage depletion,

on that industry. He further testified that preliminary

results from the survey, which had not then been completed,

indicated that no more than $4 million would be raised

annually from the repeal of percentage depletion for the

dimension granite industry. In addition, preliminary

results of the survey indicated that the typical dimension

granite company would experience an increased tax burden of

approximately 125 percent under the Administration's tax

proposals.

At the time of his testimony, Mr. Swenson asked that

the record of the hearing be held open so that the final

results of the survey could be included when the survey was

completed. This report contains the final results of that

survey.
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II. SCOPE OF THE SURVEY.

The dimension granite industry consists of

approximately 200 companies employing 9,600 people. 1/ As

many of these companies as could be identified were asked to

respond to a survey designed to elucidate information

necessary to determine (a) the total potential revenue

pickup within the dimension granite industry from repeal of

percentage depletion for granite; and (b) the overall effect

of the major elements of the Administration's tax reform

proposals on the tax liability of companies in the dimension

granite industry. 2/ The companies responding were assured

confidentiality accordingly, no company-by-company figures

are set forth in this report.

Responses were received from companies employing 29.9

percent of those employed in the dimension granite

industry. .2/ The typical company responding to the survey

had 40 employees, A/ although the smallest employed only 10

I/ Bureau of Mines, United States Department of Interior,
Dimension Stone at 6, preprint from MINERAL FACTS AND
PROBLEMS (Bulletin 675) (1985) (hereinafter cited as
Dimension Stone). This figure is as of 1983, the last
year for which data are available.

2_/ A copy of the survey questionnaire is appended.

2/ I.e., 2,868 employees out of 9,600.

A/ Median value used.
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people. Seven companies employing more than 100 workers

responded. The foregoing indicates that although the survey

covers the entire range of companies in the dimension

granite business, from those with the fewest employees to

those with the most, large companies were more likely to

respond to the survey. Consequently, the larger dimension

granite companies are somewhat overrepresented in the survey

results. This is not unexpected, because larger companies

are more likely to have trained staff with the time to

respond to the survey within the short period required by

the exigencies of the legislative process.

The survey information is drawn from the most recent

tax return for the company. In almost all cases, that year

was the 1984 calendar year. Another approach would have

been to ask for information for each of the taxable years in

a "base period* of three or more taxable years. Such

approach would have minimized the chance that the survey

results from a particular company would represent an

atypical year. However, given the economic recession that

hit all domestic industries in the 1981-83 period, such a

"base period" would tend to understate substantially the

current profitability of the dimension granite industry,

and, accordingly, understate the revenue impact of repeal of

percentage depletion.
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On the basis of the large proportion of the dimension

granite industry covered and the range in size of the

companies responding, we are confident that the survey

results are a reliable indication of conditions in the

dimension granite industry generally.
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III. REVENUE PICKUP FROM REPEAL OF

PERCENTAGE DEPLETION IFOR DIMENSION GRANITE.

Three different methods were used to determine the

potential revenue increase from repeal of percentage

depletion for granite. Based on these methods, repeal would

raise somewhere between $2.1 million and $4.4 million

annually from companies in the dimension granite industry.

In each case, as appropriate, the effects of the

Administration's tax reform proposals with respect to

corporate rates, investment tax credit, and cost recovery

were taken into account. Transition rules were ignored and

the Administration's proposals were treated as fully

implemented in order to give an accurate picture of the full

impact of those proposals on the dimension granite industry.

A. Method 1 -- $2.1 Million.

The first method used to estimate revenue pickup is

based on comparing tax liability under the Administration's

proposals with current tax liability. This yields the

increase in tax liability as a result of all proposed

changes in the Administration's tax package. This increase

is then adjusted to remove the increase in tax liability

that results from changes other than repeal of percentage

depletion. The result is that amount of increased tax
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liability that flows solely from repeal of percentage

depletion.

The first step in this method is to determine the tax

liability of each company responding to the survey under the

rules set forth in the Administration's tax proposals.

Accordingly, for each company the 'taxable income" figure

reported in the survey was adjusted as follows: First,

taxable income was increased by the amount of percentage

depletion claimed, and decreased by the amount of cost

depletion that would be allowable. This adjustment reflects

the repeal of percentage depletion companies would still be

allowed to deduct cost depletion under the Administration's

proposals.

Second, the tax liability of each company was

determined by applying the appropriate corporate tax rate

under the Administration's proposals to the taxable income

as adjusted above. In many cases, companies responding to

the survey were small, and the graduated tax rates set forth

in the Administration's proposals were the reJevant tax

rates rather than the 33 percent rate that would be applied

generally.

Third, from this tax liability we subtracted the

company's tax liability under present law. Because such

present-law liability reflects use of the investment tax
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credit, which would not be available under the

Administration's proposals, such liability was increased by

the investment tax credit claimed by the company as

indicated in the survey response.

The result of this process is the difference between a

company's tax liability under present law and its liability

under the Administration's proposals that is due solely to

the repeal of percentage depletion. The difference for each

company responding to the survey was determined in this

manner, and the differences added up, to obtain the total

increase in tax liability among the companies surveyed that

results solely from the repeal of percentage depletion.

To extrapolate this figure from just those companies

which responded to the survey to the dimension granite

industry as a whole we used the employment figures. Because

29.9 percent of the employees in the dimension granite

industry were covered in the survey, it was assumed that the

total tax increase among the companies responding to the

survey would be equal to 29.9 percent of the tax increase of

the whole dimension granite industry.

This method for estimating the revenue pickup from

repeal of percentage depletion for the dimension granite

industry yielded a figure of $2,063,810, or approximately

$2.1 million. Accordingly, it appears that Federal tax
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revenues would increase by only $2.1 million each year as a

result of repeal. Because the effect of minimum tax on

current tax liability was not taken into account, this

figure probably overestimates the amount of new revenue that

would be generated. In addition, the probability that

companies will fail under the higher tax burden imposed by

the Administration's tax proposals has not been factored

in. To the extent present companies should go out of

business, the revenue pickup will be less than estimated

above. 5/

B. method 2 -- $4.4 million.

The first method, described above, is conceptually the

best because it takes into account all the changes proposed

in the Administration's tax reform proposals. The second

method, by contrast, looks just to the amount of percentage

depletion as claimed by the companies responding to the

survey to determine the revenue pickup from repeal of

percentage depletion.

Under the second method, the amount of percentage

depletion claimed by the companies responding to the survey

5/ Section V of this report, below, does estimate how few
jobs need be lost for this potential revenue pickup to
be wiped out.
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was totaled. As in the Method 1, this amount was

extrapolated to the dimension qkanite industry as a whole by

assuming that the amount of percentage depletion claimed by

companies responding to the survey represented 29.9 percent

(based on employment figures) of the amount of percentage

depletion claimed by the whole industry.

This figure was then multiplied by 33 percent, the

highest corporate rate set forth in the Administration's tax

proposals. In other words, the maximum tax rate was applied

to the amount of the deduction for percentage depletion our

survey indicated was currently claimed by the dimension

granite industry. The result is a figure of $4,374,827--or

$4.4-milion, rounded--for the annual revenue pickup from

repeal of percentage depletion for the dimension granite

industry.

The estimate arrived at-under this method is more than

double that determined under the first method. The major

reason for this difference is the different tax rates

imposed on the amount of percentage depletion under the two

methods. Under the first method, the amount of percentage

depletion is taxed at the graduated rates that apply under

the Administration's proposals to small corporations, i.e.,

15 percent on the first $25,000 of taxable income, 18

percent on the second $25,000 of taxable income, and 25
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percent on the third $25,000, with the flat 33 percent rate

not applying until total taxable income was higher than

$360,000. Very few of the companies surveyed had taxable

incomes under the Administration's proposals as high as

$360,000, and over half had taxable incomes of less than

$100,000. Under the second method, the amount of percentage

depletion is taxed at the flat 33 percent rate.

Because of the second method's approach, it

overestimates the revenue pickup from the dimension granite

industry by ignoring the fact that the industry is composed

primarily of small businesses. However, it does indicate

the highest potential revenue pickup from repeal of

percentage depletion for the dimension granite industry.

C. Method 3 -- $2.3 Million.

In contrast to the first two methods, this method does

not make use of data from the survey. Rather, this method

estimates the total revenue pickup from repeal of percentage

depletion by looking at total United States dimension

granite production as established by United States

government sources.

The amount of percentage depletion that a company can

claim is based on its gross income from mining the mineral

multiplied by a statutorily specified percentage. In the
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case of the dimension granite industry, 14 percent is- the

prescribed figure. Accordingly, if the total income from

mining dimension granite in the United States can be

determined, the total amount of percentage depletion that

could be claimed can be determined. The total potential

revenue pickup can then be computed using the appropriate

tax rate.

The average annual production of dimension granite in

the United States for the period from 1973 through 1983 was

499,272 tons of dressed stone equivalent. A/ Tax

regulations make clear that percentage depletion for

dimension stone is based on production of undressed, rather

than dressed, stone. _/ The above figure must be adjusted

so as to represent undressed stone. The Bureau of Mines has

determined that one ton of undressed stone is equivalent to

.7 ton of dressed stone. Vl Applying this, United States

domestic production of rough (undressed) dimension granite

averages about 713,246 tons annually.

Direct contact with members of the dimension granite

industry indicates their cost per ton of undressed granite

6_/ Dimension StQne, p. 4.

7_/ Treasury Regulations section 1.613-4(g)(6)(iv).

8_/ Dimension Stone, p. 4.
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is approximately $57. . 2/ This figure must be increased

by the typical profit per ton to reach the income figure

required for determining percentage depletion.

Profitability in the industry is apparently low. However,

to be conservative a profit margin of 20 percent was

assumed. This yields a per ton profit of $11.40. Combined

with the $57 cost per ton, we arrived at a figure of $68.40

per ton of undressed dimension granite as an appropriate

figure to use to determine the gross income from mining.

Using these figures, the maximum annual gross income

from mining dimension granite would be $48,786,026. This

figure represents the maximum amount of income with respect

to which percentage depletion can be claimed by dimension

granite producers. Multiplying this figure by 14 percent,

the allowable percentage depletion under thestatute, yields

a figure of $6,830,044 as the amount of percentage depletion

that is potentially claimable by United States dimension

granite producers in a typical year.

Under the highest marginal rate proposed by the

Administration for corporations, 33 percent, the maximum tax

benefit that a deduction of $6,830,044 for percentage

9_/ Average cost appears to be $5 per cubic foot, and there
are 11.428 cubic feet per ton of granite. Dimension
Stone, p. 4.
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,depletion can yield is $2,253,914. Accordingly, the

potential revenue pickup estimated under this method is

approximately $2.3 million annually. This result is close

to the result yielded by the first method, and, because it

is based on non-survey data sources, gives confidence that

the result produced by the first method is not only accurate

but more likely to be accurate than the second method.



267

-- 14 --

IV. INCREASED PER COMPANY TAX BURDEN.

Besides- determining the overall revenue pickup from

repeal of percentage depletion, the survey also looked at

how the tax burden on a typical company in the dimension

granite industry would be increased by the Administration's

tax proposals. In particular, we were able to determine

that the typical profitable dimension granite company would

see its taxes increased by 125 percent as a5result of the

Administration's tax proposals being fully impleIeie4t4,,

Even if percentage depletion for granite were not repealed,

other changes in the Administration's proposals would result.-

in average tax increases of 75 percent.

To arrive at these figures, each company responding to -

the survey that showed a profit for tax purposes had its tax

liability calculated in three ways -- first, under present

tax law; second, under the law as modified by the

Administration's tax proposals; and, finally, under the law

as modified by the Administration's tax proposals, except

that percentage depletion for granite was ,treated as

retained. Only profitable companies were, usru,# since

percentage increases cannot be calculated in cases where the

|
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base for the increase, i.e., current profit, is zero or

negative. -LY

The results of our survey in this regard are in line

with results that were found in a survey of the entire

mining industry conducted by the American Mining

Congress. j In that survey, the typical profitable mining

company would see its taxes increase by approximately 50

percent. Our survey arrives at a higher increase. This

difference is accounted for largely by the small size of

companies in the dimension granite industry as compared to

the typical mining company. The proposed rate reductions

benefit larger companies far more than small businesses,

because, in fact, there is no rate reduction in the

Administration's proposals for companies with taxable

incomes of less than $50,000 a year, and only small rate

reductions for the next $50,000 of income.-U3

jO/ A signficant proportion of those companies responding
. -..... ootir survey did not show a profit from operations.

Accordingly, we are less confident of these results of
our survey than of our estimates of revenue pickup.

/American Mining Congress, Impact of the President's TaxReform Proposals on the United States jining Industry
(September 1985) (submitted to 'the Senate Finance
Committee, in connection with testimony by the American
Mining Congress on September 26, 1985).

12/ I.e., a 5 percentage point drop for taxable income in
the 50,000 to 75,000 range, from 30 percent to 25
percent, and a 7 percentage point drop for taxable
income from $75,000 to $100,000, from 40 percent to 33
percent.
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V. REVENUE EFFECTS OF EMPLOYMENT LOSSES.

The foregoing has assumed that all dimension granite

companies would stay in business and that current employment

would remain the same- after the full implementation of the

Administration's tax proposals. Manifestly, this will not

1e the case; some companies will go out of business as a

result of the huge'tax increases in store for the dimension

granite industry under the Administration's proposals. The

purpose of this section of the report is to estimate the

effect of losses in employment in the dimension granite

industry on the revenue pickup estimates set forth in

Section III. of this report.

To that end, each of the companies responding to the

survey was asked to report the total Federal income tax

withheld on behalf of their employees. The companies in the

survey withheld an average of $2,539 per employee. It was

assumed that the amount withheld was exactly equal to the

employee's tax liability. Multiplying this amount by the

9600 employees in the dimension granite industry shows that

the total Federal revenue derived from income taxes paid by

those employees is approximately $24,374,400.
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According to the Administration's tax proposal, total

taxes paid by individuals would decline by 7 percent.L_ A

decline of 7 percent results in total taxes of $22,668,000

from employees in the dimension granite industry under the

Administration's proposals.

Three estimates of the potential revenue pickup from

repeal of percentage depletion for the dimension granite

industry were set forth above. The first estimate, $2.1

million, is only 9.2 percent of the total income tax revenue

from dimension granite industry employees. Accordingly, if

only 9.2 percent of the current jobs in the dimension

granite industry were lost, no net revenue gain would

result. Stated differently, a loss of only 890 jobs would

wipe out the revenue pickup from repeal of percentage

depletion.

The pickup of $4.4 million estimated under the second

method would be wiped out by a loss of 19.4 percent of the

industry's jobs, or 1,863 jobs. The $2.3 million revenue

pickup estimated under the third method would be negated by

a loss of only 10.1 percent of current employment, a loss of

only 974 jobs.

12/ The President's Tax Proposals to the Congress for
Fairness, Growth, and Simplicity: Summary 3 (May 1985).
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Not considered, of course, are the indirect revenue

losses that result from lowered purchases by the unemployed

and increased use of governmental assistance by them.

Although these losses have not been estimated in this

report, it is reasonable to concluded that employment losses

in the dimension granite industry would need to be even less

than indicated above to completely negate any potential

revenue pickup from repeal of percentage depletion for the

dimension granite industry.
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VI. CONCLUSION.

The survey conducted bv the National Building Granite

Quarries Association leads to the following conclusions

concerning the impact of the Administration's tax proposals

on the dimension granite industry:

1. Revenue pickup from repeal of percentage
depletion will be minimal at best, totaling
somewhere between $2.1 million and $4.4
million annually.

2. Dimension granite companies will experience
dramatically increased tax burdens, in the
range of 125 percent.

3. Even if percentage depletion is not repealed,
other proposed changes will -ad to an
increase of 75 percent for the typical
dimension granite company.

4. Any direct revenue pickup from repeal of
percentage depletion would be wiped out by
employment losses of no more than 19 percent,
and perhaps as little as 10 percent.
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Appendix

GRANITE INDUSTRY TAX SURVEY

Using your company's most recent tax return, please provide the
following information. The form and line numbers for the 1984
Form 1120 have been indicated to assist you. Your responses will
be kept confidential and used only to determine overall effects
of the Administration's tax proposals on the dimension granite
industry.

1. Gross Income
(Form 1120, Line 11) .............................

2. Depreciation
(Form 1120, Line 20) .............................

3. Percentage Depletion
(Form 1120, Line 22)0.............................

4. Taxable Income Before NOL Deduction
(Form 1120, Line 28) .............................

5. Investment Tax Credit
(Form 3468, Line 14)..............................

6. Cost Depletion (estimate)
Estimate this amount by multiplying the basis
of the granite-producing property by a
fraction. The fraction consists of the amount
of granite actually produced during the year
divided by the total amount of recoverable
granite in the property as of the
beginning of the year............................

7. Total number of employees.........................

8. Total Federal income tax withheld on
behalf of employees ..............................
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Mr. SWENSON. I think I can guarantee you, if this President's bill
passes, there won't be any revenue pickup of the $4 million that is
involved. The reason is that the employment loss in our industry
would completely wipe out any revenue gain. We estimate that
that would be a 17-percent reduction in employment. Let me ex-
plain to you why there would be jobs lost.

In the last 7 years, imports in granite have gone up 1,400 per-
cent; the highest increase on record was the last reported year be-
tween 1983 and 1984 when they went up 84 percent. Imports now
control 30 percent of the market for granite.

What that means is, we can't raise prices. We don't have quotas
or anything to protect us; we are just a small little stone industry.
Nobody hears about us. So, we don't have those kinds of things to
help us.

The administration itself noted in its presentation that, given the
decline in mineral prices, immediate termination of the depletion
allowance would cause sufficient job dislocation. I don't care wheth-
er you phase it in or not, that job dislocation will occur in the gran-
ite industry.

I think everybody has to keep in mind that tax reduction doesn't
help anybody who loses their job.

What are the other countries doing? Our situation is that these
governments provide outright 50-percent grants for the costs of
equipment; they pay the labor force for a year. Their job, as they
see it, is to put people to work and take them off the public welfare
rolls.

The depletion allowance that is proposed to be repealed involves
a non-renewable resource. Quarries make big holes in the ground.
They are very difficult to replace. Not only that, there is a mini-,
mum tax on depletion, and it is dependent on profits., you don't get
the benefit of depletion unless you pay tax. •

We are not tax shelters; ask yourself if you have everheard-of-
granite tax shelter. They don't exist.

The investment tax credit also hits us. That is simply a matter of
accelerating cost recovery; that's all that it does. We get 10 per-
cent. ThAt is in the face of governments who give outright grants of
50 percbit to our competitors.

I testified here in I think it was 1975 on trade adjustment assist-
ance. Our company received a loan from trade adjustment assist-
ance, which I am happy to report we paid back in full. But trade
adjustment assistance comes too late. By then the damage is done.
My opinion is that this tax bill will on all heavy smokestack indus-
tries, and in particular on the granite business, cause severe prob-
lems that simply are not something that the country needs at this
time.

.Thank you.
The CHAIRMAN. Thank you, Mr. Swenson.
(Mr. Swenson's written testimony follows:]



STATEMENT OF KURT M. SWENSON,

PRESIDENT, NATIONAL BUILDING GRANITE QUARRIES ASSOCIATION

TRUSTEE, BARRE GRANITE ASSOCIATION

Introduction.

My name is Kurt M. Swenson and I live in Hopkinton, New

Hampshire. I am the President of the John Swenson Granite

Co., Inc., of Concord, New Hampshire, and Rock of Ages

Corporation of Barre, Vermont. Both of these companies are

-engaged in the dimension granite business. As the President

of the National Building Granite Quarries Association, and

as a Trustee of the Barre Granite Association, I represent

today about 40 companies in the dimension granite business.

The testimony of the other witnesses on today's panel

has given you the "big picture" of the effects of the

Administration's tax reform proposals on the mining

industry, with particular attention to the giants of the

hard minerals industry--iron ore and coal. By contrast, I

am here to inform you of the effects of the Administration's

Mposals on one small industry--the dimension granite

business. Our industry manufactures granite for building

and construction, monuments, and curbing. Many of the

buildings here in Washington are faced with our granite.
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Nationwide, our industry employs only 9,600 people, Y_/

our businesses are all small family owned companies, and,

consequently, our industry's contribution to the gross

national product is negligible. But repeal of percentage

depletion for granite, as proposed by the Administration,

will nevertheless be catastrophic for our industry and the

small communities that depend on it. In the rural areas of

Vermont, Minnesota, Georgia, Texas, North Carolina and

elsewhere where the dimension granite industry is

concentrated, what is "negligible" on the national level

looms as a disaster on the order of magnitude of the Great

Depression.

Imports Have Devastated the United States Dimension
Granite Industry.

A tidal wave of foreign imports Was engulfed the United

States dimension granite industry. As the table below

indicates, imports of dimension granite stone have increased

dramatically in the period from 1977 through 1984. Each

year, on average, imports increased 50 percent over the

preceding year. This results in a phenomenal increase of

1,432 percent over the seven-year period--a factor of over

I_/ Bureau of Mines, United States Derartment of Commerce,
MINERAL FACTS AND PROBLEMS 6 (prepriht 1985) (Bulletin
675) (hereinafter cited as "Bureau of Mines Report").

4
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14. This increase has come almost entirely at the expense

of the domestic dimension granite industry.

Yea

Imports of Dressed Dimension
1977-1984

Volume.!/

1977
1978
1979
1980
1981
1982
1983
1984

231
256
396
456
691

1,228
1,923
3,539

Granite by Volume

% Increase in Value
Over Prior Year

10.8
54.7
15.2
51.5
77.7
56.6
84.0

/ Volume in 1,000's of cubic feet.

Source; 1977-1983: Imports IM 146, TSUS item
513.74 (microfiche), Bureau of Census, U.S. Department
of Commerce.

1984: United States General Imports and Imports
for Consumption: Schedule A,.Commodity by Country, p.
2-109, Bureau of Census, U.S. Department of Commerce
(1985).

United States demand for dimension granite has remained

stable over the same seven-year period, but imports have

risen from a little over 10 percent of domestic consumption

eleven years ago to at least one-third, if not more, as of
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1984. 2/ As a result, over the last twenty years, over

twenty thousand jobs have been lost.

This rising tide of imports is not a result of a lack

of efficiency or competitiveness of the United States

dimension granite industry. Rather, it has largely been a

result of the policies of the United States government,

which have encouraged a strong dollar and thus promoted

imports at the expense of domestic producers. -1 Further,.

countries such as Italy, Brazil, and Spain, which together

account for approximately 85 percent of the dimension

granite imported into the United States, provide substantial

direct and indirect tax and other subsidies to their granite

industries. 4/ The dimension granite producers of this

country are not competing in a free market, but rather have

been placed in a situation where foreign competitors have

been the beneficiaries of not only their own governments'

2 These figures are based on data supplied in the Bureau
of Mines Report, p.4. In 1973, imports accounted for
11.4% of United States consumption by weight, while in
1983, they accounted for 28.2% by weight. Given the
84% increase in imports for 1984, we estimate that
imports must now account for approximately one-third to
forty percent of current domestic consumption.

2/ Bureau of Mines Report, p. 6.

4/ United States General Imports and Imports for
Consumption: Schedule A, Commodity by Country, p. 2-
109, Bureau of Census, U.S. Department of Commerce
(1985).
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unfair subsidies but also of the United States government's

strong dollar policy.

Nevertheless, the granite producers of the United

States have not meekly submitted to this foreign

competition. Nor have they turned to Congress for

assistance. Instead, over the last several years, the

members of the dimension granite industry have invested

millions and millions of dollars in new technology in an

effort to preserve and protect the United States industry

and its employees. To our complete dismay, at this most

critical time in our beleaguered history, Congress is being

asked by the Administration, in a tax reform proposal

heralded as promoting simplicity and fairness, to put the

final nail in the coffin of the domestic dimension granite

industry. .5/

Repeal of Percentage Depletion Will Raise No More Than
*4 Million in New Revenues, and Probably Less.

Repeal of percentage depletion for granite will

generate only minimal additional tax revenue from the

dimension granite industry at best,- and, given the damage

/ Our industry's program to modernize so as to compete
effectively with foreign competition will also be
severely undercut by the Administration's proposal to
end the investment tax credit.
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that will surely result in the form of businesses failing

and job losses, it is probable that repeal will actually

result in a net decrease in tax revenues. The National

Building Granite Quarries Association is in the process of

conducting a study of the impact of the repeal of percentage

depletion for granite on the domestic dimension granite

industry. Although the survey is as yet incomplete, we have

enough information now to draw some conclusions. We will

make the final results of our survey available to you as

soon as it is complete; however, it is unlikely that the

final results will differ greatly from those described

below.

The most dramatic result of our survey is that repeal

of percentage depletion for granite will raise less than $4

million annually in tax revenues over present law, based on

1984 operating results. In arriving at this figure, we

assumed that all the Administration's proposals became law

and ignored any transitional rules. This estimate is

probably high, in that we assumed that all present dimension

granite companies would remain in business and that all

would be profitable. Clearly, a number of these companies

will go out of business, and a number of them are not

currently profitable. Accordingly, to the extent that

imports make further inroads into the dimension granite

market and domestic production falls, the actual revenue

pickup may be considerably less than $4 million per year.
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Dimension Granite Producers Will Experience Tax
Increases Averaging 125 Percent.

Although the tax increase, in absoibte terms, is

negligible, it is ruinous to the small businesses of our

industry. Our survey indicates that the average dimension

granite company will have an increase e in its federal taxes

of approximately 125 percent by reason of the

Administration's tax proposals. Strikingly, even if

percentage depletion for granite were not repealed, Qther

changes in the Administration's tax pi posals, such as

repeal of the investment tax credit, would result-,4 taxes!!

increasing an average of over 50 percent per 'company' i the

dimension granite industry.

Part of the reason the tax burden of companies in our

business will increase so deamiatically under the

Administration's tax proposals is that mostof odf companies

are small businesses which do not benefit much, if at

from the proposed reduction hi corprate ta- rate As th

Committee is aware, taxable corporate income of less th h'

$50,000 is taxed at exactly the same rtes u4er ibth the

current' Internal Revenue Code ad &h. Administration's

proposals. A large number of the gran'ie producers in this

country have taxable incomes in ' ow,jirWge.

Accordingly, including additional revenue by reasohr of los

oAve



282

-8-

of the percentage depletion deduction will be a pure tax

increase for these producers, totally unmitigated by the

proposed rate reductions.

Tax Losses Resulting From Lost Employment Kay Totally
Negate Any Direct Increase in Tax Revenue from Repeal
of Percentage Depletion for Granite.

Tax increases of this magnitude will make it difficult,

if not impossible, for many dimension granite producers to

remain in business. At very least, we' would expect a

substantial decline in employment as A.l-"sult of some

companies going out of business and others paring down their

workforces. This will have the effect of wiping oit much,

if not all, of the revenue gained by repealing percentage

depletion. Our survey indicates that a drop in employment

of only 16.8 percent in the dimension granite industry will

result in a loss of federal income taxes paid by those

individuals equal to the revenue pickup from repeal of

percentage depletion. I can guarantee- yoU that this

employment loss will 'occur if the Administration'lspko aPs

are enacted. A, "

I he Economioluact of Reeal of Pecentage Depletion
Tor Granite Will be Severe in Affected Comunities.

The economic impact of even marginal losses in business

and employment on the communities-in which dimension granite
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is produced would be severe, because these communities

depend heavily on the dimension granite industry for

employment. For instance, in Elberton, Georgia, sixty

percent of the non-farm workers are employed by companies in

the dimension granite business. Cold Spring, Minnesota,

Barre, Vermont, and Marble Falls, Texas are towns similarly

dependent on a healthy United States dimension granite

industry. But these areas have been hard hit already by the

tremendous increase in imported dimension granite. A

further blow in the name of some philosophic ideal of

"reform" will create and perpetuate poverty among those

communities least able to survive such blows.

It is not unfair to say that the Administration's tax

proposals, and particularly the repeal of percentage

depletion for granite, will most probably destroy the

domestic dimension granite industry. A few of the larger

companies may survive, but most of the companies are small

and do not have the financial resources to weather yet

another storm. These catastrophic effects are a high price

to pay for increasing the revenue of- the United States

government by less than $4 million each year. The actual

result will be a net loss to the Treasury in the form of

lost individual tax revenues and unemployment compensation

offsetting any revenue gain.
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The Aduinistration's Tax Proposals are not Fair to the
Dimension Granite Industry.

The key issue that has emerged in the ongoing debate

over tax reform has been that of fairness. With respect to

the dimension granite industry, the Administration's tax

reform proposals are not only manifestly unfair, they make

no real sense at all. Thousands of jobs and a whole

industry, and the areas that depend on it, are threatened by

a reform that will raise only a negligible amount of

revenue, if any at all.

The ramifications from the Administration's proposals

are immense and all of them must be analyzed before a step

is taken in the name of simplification which will have the

result of destroying an industry. As a capital-intensive

"smokestack" industry, the granite industry would be among

those most severely affected by other portions of the

Administration's proposal. Abolishing the investment tax

crdit-_andchangngdeprec action schedules would hit our
industry and other heavy industries very hard. The service

and financial industries, in contrast, would achieve

significant tax savings from the Administration's

proposal. If the granite depletion allowance is repealed,

the members of our industry simply want Congress to know

that such action will put an entire segment of the small'

business community on the brink of collapse.
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We know that both Congress and the President want to

enact a fair and equitable tax system. But fairness and

equity are not achieved by driving small businesses into

bankruptcy and devastating the economies of whole 'areas.

Individuals are not benefitted by measures that alleviate

their income tax burden by relieving them of jobs.

Conclusion.

In summary, we strongly urge that percentage depletion

with respect to granite be retained. The dimension granite

industry is only barely surviving under the onslaught of

imports, and loss of percentage depletion would ring its

death knell. In return for a possible increase in the

Treasury's coffers of no more than $4 million a year, an old

and respected American industry, which has contributed so

much to the beauty and durability of our cities, would be

destroyed.

Kurt M. Swenson
President
National Building Granite

Quarries Association
Box 482
Barre, Vermont 05641

(802) 476-3115

Appearing on behalf of:
National Building Granite Quarries Association
The Barre Granite Association
The John Swenson Company, Inc.
Rock of Ages Corporation
Other interested granite companies

56-330 0 - 86 - 10
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The CHAIRMAN. What do the countries give--a 50 percent what?
Mr. SWENSON. Outright grants.
The CHAIRMAN. What do you mean outright grants?
Mr. SWENSON. Well, I can tell you one story. We had a proposal

from a country, Ireland as a matter of fact, where, if we were to
erect a plant over there, and we used a price of $7 million, they
would give us-give us-$5 million.

The CHAIRMAN. OK, I see what you mean, grants just to locate
your plant there.

Mr. SWmnsoN. That's right.
The CHAIRMAN. OK. And they will also pay all of your workers'

wages for a year?
Mr. SWENSON. Approximately a year, because they feel that that

is a job-training period.
Senator BAUCUs. Where? In Ireland?
Mr. SWENSON. This particular example was Ireland.
The CHAIRMAN. Mr. Leisenring, let me ask you a question. I was

intrigued with the exported coal figures and the balance of pay-
ments. We export 81 million tons of coal?
-- Mr. LmSENRING. That is correct, sir.

The CHAIRMAN. Last year, I mean.
Mr. LEISENRING. Yes.
The CHAIRMAN. And we have a $4 billion net balance of pay-

ments on it?
Mr. LEISENRING. That is correct.
The CHAIRMAN. How much do we import?
Mr. LEIsENRING. There is very little coal being imported into this

country now, Senator Packwood; but I did mention in my testimo-
ny that the Republic of Colombia has developed a very, very large
coal operation jointly between the Republic of Colombia and Exxon
Corp., which is going up to 25 million tons a year, and then I think
in steps higher to 35 million tons or higher. You can imagine what
the labor rates are down in Colombia. Also, half of the venture
owned by the Republic of Colombia was financed by the World
Bank, IMF, at rates which are not available to Americans.

The CHAIRMAN. Let me interrupt you; I want to ask you a specif-
ic question: How much coal do we import now? We export 81 mil-
lion tons. Carl, do you know?

Mr. BAGGE. About a million tons.
The CHAIRMAN. At the moment?Mr. BAooE. Last year.The CHAIMAN. So, at the moment we have a sensational export

balance, not just in money but about 80 to 1 in terms of coal going
out and coal coming in, and no one can really compete with this,
short of extraordinary foreign subsidies of some kind.

Mr. LEISENRING. That is correct.
The CHAIRMAN. OK.
Senator Long.
Senator LONG. No questions, Mr. Chairman.
The CHAIRMAN. Senator Baucus.
Senator BAucus. Generally, what is yoL.' best argument that the

Tax Code should be used to counteract unfair foreign competition?
Mr. Swenson, you mentioned the Ireland grant as a kind of unfair
foreign competition. When Secretary Baker appeared before us, I



287

and others asked him how the United States should counteract
other countries' unfair subsidies or grants et cetera. His response
was, "Well, do that some way other than through the Tax Code"-
use more direct actions like changes in trade laws, or outright ex-
penditures, or grants, but don't use the Tax Code.

What is your response to the Secretary's view? Any of you.
Mr. SwENsoN. Well, my response is, first of all we are not here

asking for some special change in the tax law; all we are here to do
is to ask you to keep it the same. So, that may be a simple answer,
but what is the country going to do about the question of imports?
What is the country going to do about the issues of job creation?
We have had a trade adjustment assistance program in place for a
long time; we have had countervailing duty laws in place for a long
time. I have been personally exposed to those.

The Government doesn't want to stop imports, and there are
probably legitimate reasons for that-better prices, perhaps, and so
forth. Trade adjustment assistance? You make loans under the-
Trade Adjustment Assistance Program, and many -of those loans
are never repaid. The employees are still lost, because by the time
the assistance is granted the company is already dead, and there is
nothing it can do to regain its market share.

I don't know that that answers your question, but I view the Tax
Code as something that has developed over the years to accommo-
date industry and jobs and so forth, and all of a sudden to change
the rules in the middle of the game is a very, very serious step.

Senator BAucus. What you are saying, basically is, don't change
the code to delete certain provisions if their deletion would hurt in-
dustries which are suffering from increased international competi-
tion.

Mr. SWNsON. I think that that is my view. I think I would focus
on the issue of job creation and employment. That, to me, is criti-
cal.

Senator BAucus. Does anyone else have a view on using the Tax
Code?

Mr. BDzLL. Well, Senator Baucus, I would certainly second that
remark. Don't make the situation worse by increasing the- tax
burden that presently exists. To go beyond and use the Tax Code to
significantly affect- the international situation may involve consid-
eration of substantially different alternatives like value-added
taxes that have a far more significant effect.

Senator BAucus. What if the code is changed, along the lines
proposed by the administration? What alternative public policy ve-
hices are available to assist your industries to counteract unfair
foreign competition? Are there any?

Mr. Bwzmj.. Well, I think we all suffer somewhat from having
primarily a tax orientation. But certainly, in the general area of
the trade laws, even enforcing the present trade laws with regard
to the dumping of foreign commodities in this country, would I be-
lieve be a major step in the right direction.

Senator BAucus. Thank you.
The CHAIRMAN. Senator Symms.
Senator Symms. Thank you, Mr. Chairman.
One thing that I think also should be mentioned, and I make this

in the form of a statement to Senator Baucus's questions about
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where we are in the industry both in coal and metals, is that- one
thing that the Congress would have to think about if they invoke
this-now, I personally believe that we will leave this tax law
alone; at least it will be my effort to see that we do, or if we don't,
we probably will be talking about this bill for several years--but
one thing we will have to have is a bigger Navy, wouldn't you all
agree with that? There is no way out of it, as I see it, as the Soviets
expand their fleet all over the world. If we are going to put our
mining industry out of business, we simply have to face that ques-
tion here in the Congress; so we have to have a bigger Navy, we
would have to have a picket line of destroyers all the way from
Africa to the mouth of the Mississippi so we could run the barges
to bring both coal and metals. So, I think that Is really important.

But, Mr. Bedell, you made a point that is really dramatic, and I
want to just quote It back to you and ask you some numbers on it:

"The U.S. metals mining segment is presently only two-thirds of
its 1980 size, and employment has been cut in half." How many
Jobs are you talking about?

Mr. BzDELL. I don't have the gross number of Jobs right at my
fingertips; I could certainly supply that for you, Senator.

(The information follows:]"
Senator SyMMS. Furthermore, I made the statement yesterday at

a press conference that, if this proposal were passed, we would lose
400,000 more Jobs in the metals industry alone. Would you concur
with that?

Mr. BEDELL. Yes, I think so, Senator.
Senator SyMMS. How about in the coal industry? How many Jobs

would we lose in the coal Industry?
Mr. LEISENRINo. We don't have any figures on that; but we do

know that the growth of the industry In capital expenditures would
be completely dried up, and a great many of the marginal produc-
ers, and there are a large amount of marginal producers in the coal
industry, would go out of business.

Senator SyMMS. Do any of you have any figures on how much
money this proposition will cost the Treasury by having that many
more miners, which are generally higher paid jobs, dislocated, and
going through the unemployment misery? What the actual loss In
dollars in tax revenues to the Treasury as well as outflow in unem-

loyment compensation, readjustment, trade adjustment, and so
north would tere be?

Mr. LZIOsNRINo. For the coal industry we do not have those fig-
ures, but I would be happy to see that Price Waterhouse in their
study might expand that and make that information available to
you and to this committee as soon as possible.

(The information follows:]
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NATIONAL
COAt
ASSOCIATION

ROBERT r STAUI F U. October 9, 1985

(?o 46 2643

Mr. Edgar R. Danielson
Senate Finance Committee
219 Dirksen Senate Office Building
Washington, D.C. 20510

4

Door Mr. Donlelson

Enclosed Is a corrected copy of the testimony of Mr. E.F). Lelsenring which was
presented on behalf of National Coal Association on September 26, a part of the panel
on mining. Changes are minimal, and may be found on pages 72 and 74,

Near the bottom of page 93, Senator Symms asked what the actual loss In dollars
might be to the Treasury should the provisions adversely impacting on the mining
industry be enacted. Price Waterhouse, who provided NCA much of the data for our
testimony told us that such a number was inposslbte to quantify based on the Information
available to them, However, based on Treasury numbers and the testimony of the
American Mining Congress, based on the study by Arthur D. Little, Inc., a fairly ccurute
estimation of Treasury Income per job can be figured.

In direct response to Senator Symms' question, the following answer may be
Inserted at the bottom of page 93.

"Mr. Lelsenringi Senator, we do not have the precise Information you are
requesting. And, unfortunately, our Price Waterhouse study can not accurately provide
the numbers you seek. However, If I might, I would point out that the Arthur U. Little
study commissioned by the American Mining Congress projected a mining and related
Industry job loss In the area of 400,000. The President's proposal to repeal percentage
dopletion estimates a revenue gain of about $4 billion over a five-year period. Simple
arithmetic Indicates that Treasury gains $10,000 for each lost job. How much are
unemployment and welfare payments, retraining costs, lost taxes on personal Income,
etc.? I don't know. I respectfu'ly suggest that It Is far more than $10,000 per each
potentially unemployed. And, one can't possibly quantify other adverse Impacts on the
national economy such as the balance of trade deficit, state and local costs, or In
addition the personal and family trauma of being thrown out of a job."

I I con be of further assistance, please call on me.

. Since" J

o~rt '.Suffer

RFS4g

it130 seventeenth Sliest, NW.

Washilnglon, D.C 20036 4677
1201) 463,262
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Senator SYMMS. I guess the thrust of my question is that I don't
believe Treasury's numbers when they talk about how much reve-
nue they are going to gain. If you look at-it-industry by industry,
they are going to lose enormous revenues to Treasury. We have al-
ready lost it, because of the severe international competition. But if
we do anything to the Tax Code that makes it any worse for our
mining producers and lose more miners, the Treasury is going to
have less revenue, not more, and the static numbers that they use
at Treasury I think give the Congress a totally erroneous picture of
what really is going to happen, notwithstanding and not to men-
tion the national security implications, just the pure dollars and
cents.

Do you have figures on that, Mr. Bedell?
Mr. BDELL. I don't have them on the retraining, relocation, loss

side; but I think it Is readily apparent that what you say is abso-
lutely correct, because of the small amount the Treasury projects
will gained in revenue from repeal of the depletion allowance.
For the hard mineral sector, including coal, Treasury estimates the
revenue pickup at something like $200 million a year. And if we
are talking about the loss of in excess of 400,000 jobs, that means a
yearly revenue gain of only, $500 per job. The offsetting lose of
their income taxes and the retraining costs are obviously going to
be greatly in excess of the small revenue gain.

Senator SyMMs. Well, to be specific, in my State I asked Hecla
Mining Co. to run these numbers of what they thought would
happen to Hecla.

I would ask unanimous consent Mr. Chairman. that I put this in
the record at this point. And I wiil get those figures from my officetopnut In.The CHAIRMAN. Without objection.

(The information follows:]
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ID For . . ..

June 10, 1995

The Honorable Rtaven D. S ys
Sennror, Gtato of tdAho
509 Sonace Isfrt Office Building
Washington, D.C. ?0510

Dear Stevot

In accordance vith your recent request, I am forvarding herevith en
internal memorandum sumarirtnX a study of the impact of President Rengann'
n vet tnm proloobale on Ifecln I)ininlg Company.

Thi ntudy uis o ur nctunI earnings porfornance over the pest five yeara
as a basis for a comparison betven our tax liability under existing
ler,iglntLo, ed that under thie President' praponal. In our highly cyclical
businua, we think it important that Any such atudv cover a period of
approvimately the price cycle in silver in order to be menninRful. We have
chosen hero to uoo tha live years 1979 through 1983, and ve consider the
averago for this period to be the moot important number. We have also assumed
that tho proposed depletion allowance phpe-out vould have bean completed by
the ntart of this period. We ha'v further asuned that the oparatina loss
carryforvardo vhich Affected our actunl tax in recent yearn did not exit,
Nlice they are an abnormal situation.

The boctom line Is that the latest tax proposal vould Increess our
federal fiacoma tax liability by 56!. This i primarily the result of the los
of the depletion allovance. It is an improvement over the proposals first
proposed by the Treasury Department, primarily because the latent proposals do
not change our ability to expense erploration coss as they are incurred,
Poover, A 562 increase in our federal income tax is $oin& to have a serious
impact on our ability to compete in the vorld mining cane. As you Are well
avar, this is the arena in vhich vu must compete because silver i a
conmodity traded vorld-vide vith a price set on a vorld-vide free market.
Although other aspects of the President's tax proposal do impnet us, ye tool
we could live vith thor it v could retain the present depletion allovanee.

Plneas be asaured that ve are very much in favor of the dea of tax
ninplifiction. We (Ail to understand, however, why a so-called "tax neutral"
tax simpllifcitbon bill need involve, first, a tax nhift from individuals to
eorporationej and second, a coiiscioup f-rther nhift of tax burden from service
and other kinds of businesses to thcse of us in the struggling natural
resource industries.

HECLA MINING COMPANY
WALLACE, IDAHO
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If you or nonbern of your stiff (ro Intoroecod in further dot.lga of thts
study, pleano fool fro tn contact 11r. 14. J. Gr.tier, Senrior Vice Prom1de.nt of
llucln Mining Conpnny, vhn vould bo pleoacd to 2ntwor your quosttns. You nre
fro to un thin snfortition in any wAy thnt you nuo fit.

Sincoroly your,

1., A. Criffith

WAG; II
Enes I

HECLA MINING COMPANY
WALL.ACE, IDAHO Go$" '
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IIECLA MINING COMPANY

June 7, 1985

MEMORANDUM TO: W. A. Griffith

FROM

SUBJECT:

William J. Crismer

The President's Tax Proposals

As a comparison, the attached schedule sets out the effect of the new tax
proposals compared with actual results on A scale-out for five years - 1979
throuSh 1983 - ignoring NOL benefits and using averaging to get a five-year
total, While the computation Is rough, it does reflect the effect of the pro-
posals.

The point is, the present low approach gives a five-year total of
$12,208,000 (line A) versus the new proposal of $19,102,"00 (line 5), or an
increase of approximately 562.

The major causes are:

(1) Percentage depletion would be lost (i.e., phased out over five years,)

(2) The comparison reflects the capitalization of 202 of exploration and
developnent expons., which is already required for years after 1984 (as
part of the 1984 tax reforms).

(3) The change in depreciation allowances from the ACKS (Accelerated Cost
Recovery System) system put into effect in 1981 and the proposed CCRS
(Capital Cost Recovery System) system would have only minimal effect on

Hocla.

(4) There is an "alternative minimum tax" proposed, but the loss of percent-
age depletion (comparatively) more or less renders this tax moot in our
example, except for the five-year transition period (1986-1990) where we
phase out percentage depletion by 202 each year. (The effect of this
phasing out is not reflected in our example.)

We can discuss this matter at any time.

VM4" .Grlomer

WJCGskp
Enclosure
cci A~rown

TTGIles
R1114allace
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Senator SyMMs. But they estimated that their taxes over the last
5 years would be 56 percent higher than they have paid. Now, they
are not making a profit right now, with these depressed metals, but
when I inquired and quizzed the managers and the president of the
corporation, "What would you do if this tax burden was placed on
you right now?" They said, "We would have no choice except to
cease operations until the price of metals goes higher, because with
losing percentage depletion" and that is the biggest one that affects
them, more than the ITC's, even, but with losing that they would
have to shut down their operations-not all of them, but many of
their operations-and all of the other companies that operate in
Idaho have confirmed the same thing to me: they would have no
choice.

So, I think that this will be one issue that we surely will win on,
because I don't think the other people have an argument. I don't
know why they let people down in the bowels of the Treasury come
up with these kinds of hairbrained schemes, myself. I never have
been able to figure out why allow that to happen. You know, it
seems to happen no matter who is in office, that the Treasury
keeps wanting to tax everything that they haven't thought of. So, I
even hate to come up with a new idea around here, or they will
want to tax that, too.

Mr. Chairman, I thank you very much for having this hearing
this morning, and I think that the statement of the mining indus-
try certainly speaks very close to home to me, because mining is a
substantial segment of our economy in Idaho, and this would be ab-
solutely devastating to the Jobs and the people who live in my
State If this were passed. I will certainly be here trying to plead a
rational decision on the part of this committee, if we ever get to
this. I hope it is several years away before we really jet to this
point.

The Chairman. I can assure you, if we do go to it, he will be here
doing just what he says 'he will do.

Thank you very much. Carl, I am glad you got on today.
We are recessed.
(Whereupon, at 11:88 a.m., the hearing was concluded.]
By direction of the chairman the following communications were

made a part of the hearing record:]
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September 26, 1985
Hearings on Tax Reform
Proposals Concerning
FLnancial Unstitution

Statement of
Henry D. Forer, C.P.A.

Partner, Deloitte Haskins & Sells
Miami, Florida

On Behalf Of
The Florida League of Financial Institutions

Filed With
The Senate Finance Committee

September 26, 1985

My name is Henry D. Forer and I am Partner-in-charge of
services to the savings and loan industry for Deloitte
Haskins & Sells, an international public accounting firm.
This statement is being filed on behalf of the Florida
League of Financial Institutions. The Florida League is a
state-wide trade association representing over 140 savings
and loan associations and savings banks operating in Florida
with aggregate assets approximating $90 billion dollars.

Florida League membership includes both mutual and stock
institutions. As mutual, net income is the only practical
source of net worth. Many of the stock institutions are
recently-converted mutuals who, as new public companies, now
are seeking to establish their identity in the marketplace
as solid institutions with a consistent pattern of
earnings. Both the stock companies and the mutuals are
striving to meet the credit needs, primarily in the housing
area, of the residents of Florida, one of the fastest-

growing states in the nation.

Although the League supports the overall objectives of
fairness, growth and simplicity of the Administration's Tax
Reform proposals, we cannot sit idly by without pointing out
some of the extremely adverse financial effects" of certain
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provisions of the reform package. These provisions would
reduce the net income and net worth of League members at a
critical time when savings depositors, regulators and stock-
holders have these measures of financial integrity under
high intensity scrutiny.

The Florida League supports the statements of the other
thrift industry representatives appearing before or filing
statements with the Committee. Rather than repeating their
points, we wish to confine our remarks to the financial
statement impact of the reform package. As explained below,
we are respectfully disagreeing with certain statements
contained in the September 12, 1985 pamphlet of the Joint
Committee on Taxation concerning this subject.

The Administration's tax reform proposals contain provisions
that will adversely affect the net income and net worth of
League members as follows

1. The total tax impact of the bad debt reserve
recapture will be required to be recognized as a
current expense.

2. Subject to final conclusions to be reached by the
Financial Accounting Standards Board ("PASB"), the
increase in the marginal thrift institution tax
rate will require an upward adjustment of existing
deferred income taxes, thus compounding the
financial statement effect of the bad debt reserve
recapture.

Bad Debt Reserve Recapture
The bad debt deduction changes contained in the Administra-
tion's tax reform proposals will adversely and immediately
affect the financial statements of League members. Under



298

3

the proposals, thrift institutions could no longer use the
percentage-of-loans'method or the percentage-of-taxable-
income method for computing bad debt deductions. Instead,
bad debt deductions would be available only as losses
occur. Further, previously deducted bad debt reserves would
have to be included in taxable income (recaptured) over a
maximum 10-year period.

Although the precise recapture calculation is not entirely
clear since it would be limited to an amount calculated
undor methods previously utilized by commercial banks, it

can be estimated. In the aggregate, it could approximate
$200 million of tax for Florida thrifts and we believe it
would have an extremely adverse effect on many individual
Florida League members.

Under existing authoritative accounting literature, the
total income tax impact of bad debt reserves to be
recaptured would be recognized as an expense, based on
current tax rates, as of the enactment date of any new
legislation. This accounting requirement is immediate,
notwithstanding a permissible 10-year period of recapture
into taxable income.

Paragraph No. 23 of Accounting Principles Board ("APB")
Opinion No. 23 states,

The Board concludes that a difference between
taxable income and pretax accounting income
attributable to a bad debt reserve that is
accounted for as part of the general reserves
and undivided profits of a savings and loan
association may not reverse until indefinite
future periods or may never reverse. The
association controls the events that create
the tax consequence, and the association is
required to take specific action before the
initial difference reverses. Therefore, a
savings and loan association should not
provide income taxes on this difference.
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however if circumstances indicate that the
assocV o ton in Ikely to pay income taxes,
either currently or in later years, because of
known or expected reductions in the bad debt
reserve, income taxes attributable to that
reduction should be accrued as tax expense of
the current period the accrual of those
income taxes shoud not be accounted for as an
extraordinary item. (Emphasis added)

Thus# the tax effects of the proposed recapture of prior bad
debt deductions would be recognized in the financial
statements as an expense at the enactment date, based upon
tax rates currently in effect.

Deferred Income Tax Effact
Under the Administration's proposals, the maximum marginal
tax rate of thrift institutions will become 33%. Over the
years since 1969, this thrift rate has increased from 19.2t
to its present level of 31.3%. Existing deferred income
taxes were established using these lower levels of marginal
tax rates, pursuant to existing accounting literature.

Paragraph No. 19 of APB Opinion No. 11 states, in part
... The deferred taxes are determined on the
basis of the tax rates in effect at the time
the timing differences originate and are not
adjusted for subsequent changes in tax rate or
to reflect the imposition of new taxes...

However, accounting for tax rate changes as a result of the
tax reform proposals will depend on the final conclusions
reached by the FASO in its current project on income taxes.
The PASB has tentatively decided that comprehensive
interperiod tax allocation should be continued. However,
the FASO favors a liability approach to interperiod tax
allocation rather than the deferral method presently used
and described above.
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Under the liability method of comprehensive interperiod tax
allocation, deferred taxes would need to be adjusted based
on tax rates expected to be effect when the liability is
paid.

Paragraph No. 20 of APB Opinion No. 11 states, in part:

...The estimated amounts of future tax
liabilities and prepaid taxes are computed at
the tax rates expected to be in effect in the
period in which the timing differences
reverse. Under the liability method the
initial computations are considered to be
tentative and are subject to future adjustment
if tax rates change or new taxes are imposed.

Accounting for a change to the liability method would be
subject to any transitional guidance included in any
ultimate pronouncement issued by the FABB.

To summarize, under existing authoritative accounting
literature, the proposed increase in the maximum marginal
income tax rate would require no current accounting recog-
nition. The deferral method of comprehensive interperiod
income tax allocation emphasizes rates in effect at the time

the timing differences originate. Deferred taxes are not
adjusted for any subsequent changes in tax rates.

However, under the liability method tentatively decided on
by the FASB, the increase in the maximum marginal income tax
rate would require an upward adjustment, as of the enactment
date of any new legislation, of existing deferred taxes. We
believe these upward adjustments would be significant and,
coupled with the tax effect of the bad debt recapture, would
seriously erode not only net income but also net worth,
which is critical to members of the Florida League of
Financial Institutions.
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Joint Committee Analysis

On September 12, 1985, the Joint Committee on Taxation

issued a pamphlet entitled, Tax Reform Proposals: Taxation

of Financial Institutions (JCS-38-85), which discusses the

Administration's proposals. We respectfully disagree with a

number of statements contained in the pamphlet including the

following:

1. "The financial accounting methodology for
thrift institutions is the same as for
banks." (p. 24)

The above statement, which was made in the context of the

bad debt deduction, is clearly erroneous. We have

previously (see page 3) d ted those provisions of paragraph

23 of APB Opinion No. 23 which classify the bad debt reserve

of a savings and loan association as a permanent difference.
Banks were not included in APB Opinion No. 23 and treat

differences between bad debt reserves for financial

accounting and income tax purposes as timing differences

(see AICPA, Audits of Banks, (1983), p. 94). Accordingly,

the financial accounting methodology for thrift institutions

is clearly not the same as for banks.

We also respectfully disagree with the following statements:

2. "Some thrift institutions have followed
financial accounting procedures which
treat the tax deduction for bad debts
under the percentage of income method as a
reduction in their effective tax rate
rather than as a timing difference. As a
result, no amounts currently exist in
their deferred tax reserve accounts to
cover the additional tax resulting from
the Administration's proposal to recapture
a portion of the bad debt reserve... (tihe
problem lies not with the Administration's
recapture proposal, but rather with the
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failure of certain thrift institutions to
show a deferred tax liability on their
balance sheets. Thus, it is argued, the
problem is one of a failure to follow
adequate accounting procedures in the
past, and not a problem of tax policy."
(p. 28-29) [emphasis added]

We believe the use of words "some" and "certain" to

characterize thrifts which have not established deferred

taxes on bad debt reserves is erroneous. Indeed, we do not

know of a single instance where deferred taxes were

established for permanent differences. Reference is again

made to existing generally accepted accounting principles as

set forth in paragraph 23 of APB Opinion No. 23, which

states:

"Therefore, a savings and loan association
should not provide income taxes on this
difference." [emphasis added]

We therefore submit that the problem is not one of a failure

to follow adequate accounting procedures in the past but is

a tax policy matter that must be addressed by the Congress.
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STATEMENT OF
THE EXPANDED SHALE, CLAY AND SLATE INSTITUTE

TO THE
COMMITTEE ON FINANCE, UNITED STATES SENATE

September 26, 1985

Mr. Chairman and Members of the Committee:

The Expanded Shale, Clay and Slate Institute appreciates

the opportunity to present its views on President Reagan's tax

proposals being considered by the Committee.

The Expanded Shale, Clay and Slate Institute is an industry

association representing approximately 80% of the United States

producers of rotary kiln lightweight aggregate. Rotary kiln

lightweight aggregate is produced by burning clays, shales and

slates in a rotary kiln. Burning expands and stabilizes these

raw materials to make them suitable for use as a lightweight

aggregate. Almost all of the lightweight aggregate produced in

the United States is sold as concrete aggregate and used to make

lightweight concrete products such as structural concrete, roof

slabs, concrete masonry block units, insulating concrete and

precast shapes.

The Institute strongly supports certain elements of the

President's tax reform proposal. However, we believe some

elements of the proposal constitute a serious threat to the

economic vitality of the lightweight aggregate industry.

The economic strength and viability of the lightweight

aggregate industry is essential to the Nation's continued-indus-

trial and economic well-being. The use of lightweight aggregate
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in the construction of buildings, housing and our Nation's

highways and bridges has resulted in tremendous savings of steel

and other critical materials and minerals. In addition, the

reduction in design requirements of buildings and highways made

possible by the use of lightweight aggregate is of untold

benefit. For example, lightweight aggregate has been used in

such notable structures as the roof of the United States Capitol

Building, the Chesapeake Bay Bridge, the World Trade Center in

New York City and the two tallest concrete structures in Chicago

and Houston. In the reconstruction of the United States Capitol

Building lightweight concreto, rather than ordinary concrete, was

used for the roof slabs because the building's supporting

structures could not carry the tremendous weight of ordinary

concrete. In the construction of the Chesapeake Bay Bridge,

spanning 4.3 miles of open water, lightweight concrete, rather

than ordinary concrete, was used for the bridge deck. By using

lightweight concrete instead of ordinary concrete the dead weight

of the deck was reduced by more than three million pounds per

mile, resulting in a substantial saving in structural and

reinforcing steel.

A federal tax system that recognizes the importance of the

lightweight aggregate industry to the Nation's industrial and

economic well-being is essential to the industry's survival and

the Nation's economic vitality.

The present federal tax system recognizes the importance of

the lightweight aggregate industry and provides many tax

incentives designed to encourage the development and production



305

of lightweight aggregate. Percentage depletion is foremost among

these incentives.

The basic purpose of the percentage depletion allowance has

always been to insure an adequate of supply of the Nation's

national resources at a reasonable cost to the consuming public.

Provision for the percentage depletion allowance in the tax law

illustrates that minerals in the ground have no usefulness to the

public unless someone has the courage and persistence to assume

the risk, and make the substantial investments of capital essen-

tial for the discovery-and production of certain vital minerals,

such as clay, shale and slate used in the production of light-

weight aggregate. A phase out of the percentage depletion allow-

ance would eliminate the financial incentives necessary to

justify the efforts and expenses needed to discover shale, clay

and slate deposits suitable for the development and production of

lightweight aggregate.

The discovery, development and production of shale, clay and

slate deposits suitable for lightweight aggregate is a capital

intensive industry. The percentage depletion allowances helps to

finance these capital needs and has generally been reinvested to:

(i) develop new deposits of clay, shale and slated (ii) develop

and modernize new mineral processing technology; and (iii)

develop more cost efficient environmental controls in mining

technologies. A continuation of percentage depletion is

essential to the lightweight aggregate industry.

Producers of lightweight aggregate analyze their potential

return on investment (ROI) in deciding whether to invest in a new St.
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deposit of clay, shale or slate and the facilities necessary for

development and production. Percentage depletion is a

significant component of the ROI factor and has become an

integral part of the economics of the lightweight aggregate

industry. A phase out of the percentage depletion allowance will

substantially reduce and possibly eliminate the after-tax ROI on

many existing and planned projects to develop and produce

lightweight aggregate. This reduction in ROI will discourage

outside investors from investing in the lightweight aggregate

industry and reduce the availability of internally generated

working capital for new investments. This reduction in after-tax

ROI and internally generated working capital will result in: (i)

reduced production of lightweight aggregates (ii) reduced

exploration for suitable clay, shale and slate deposits and

development of lightweight aggregates and (iii) reduced numbers

of highly paid skilled jobs in the lightweight aggregate

industry.

A phase out of percentage depletion may signal the end of an

industry in America that is flourishing in the Soviet Union.

Since 1970, only one new lightweight aggregate plant has been

constructed in the United States. During the same fifteen years

the Soviet Union has built many new lightweight aggregate plants.

The lightweight aggregate industry has witnessed a drastic

decline in the development and production of-lightweight

aggregate. The decline is due to rising energy and environmental

control costs and to increased imports of lightweight aggregate.

The Soviet Union, in particular, has encouraged the production of
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lightweight aggregate because of its many outstanding qualities

like energy savings, fire resistance and durability. The

lightweight aggregate industry must have percentage depletion to

remain competitive with an ever increasing foreign lightweight

aggregate industry.

It is generally recognized that mining is an extremely risky

business. Because of the risks and the capital intensive nature

of the mining business, most companies are unwilling to invest

their own-capital. Despite this fact, substantial investments

have been made by producers of lightweight aggregate to modernize

plants and equipment and to develop more cost efficient mining

technologies. These Investments of capital have been made with

the expectation that the tax laws would continue to provide

essential incentives, like the percentage depletion allowance, to

help achieve an adequate financial return on these long-term

fixed investments. Congress' enactment of the Mining and

Minerals Policy Act of 1970 and the National Critical Minerals

Act of 1984, bolstered this expectation by reaffirming that

development and availability of critical minerals and materials

are essential to the economic well-being and industrial capacity

Of the United States. The proposed elimination of the percentage

depletion allowance directly conflicts with Congress' existing

mineral policy since elimination of percentage depletion will

reduce the number of lightweight aggregate plants in this

country. This apparent conflict in Congressional policy is

irreconcilable. The percentage depletion allowance must continue

to be an integral part of our national minerals policy.
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The percentage depletion allowance is a sound ahd effective

financial incentive for mineral exploration and development in a

high risk and capital intensive industry. Our nation, our heavy

industry, and our military strength depend on stable and

available mineral wealth. Without percentage depletion the

mining industry would not be what it is today. Percentage

depletion is one of the principal foundations of our economic,

fiscal, and tax policies and has helped support the economic and

military strength of the Nation. The incentive and support

provided by the percentage depletion allowance should not be

eliminated.

-6-
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Rei Statement of Bruc 0. Jolly, Jr. an ohn
oStti P or the Record o the ahigttee on
Jtnance of the United tate Senate on the
President's Tax Proposal to the Congres forF atnme, r ot,,+ and Sinp Xtctty

Dear 3enator Packwoods

Enclosed is a statement submitted by Bruce 0. Jolly, Jr. , of Mccllinrhey,
Stafford1, M4ints, Cellini ana Lang, P.C., Now Orleans and Washington, D.C. and
John Ostby, of Ostby and Nlealon, Alexandria, Va. on Uwe Priesident's Proposal
to tax the inoone of all credit ,unions that have more than five million

dollar ($5 million) in et*ber savings.

I am the Chairnmn of the ad hoc Suhoomittoe on Taxation of the Credit
Union Comnttee of the American Bar Association and represent credit unions
thaironh t the United States. Mr. nstby served as General Counsel of the
National Credit Upion Aministration under former Administrator$ Nicicern
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and Montgomery and Chairmen Connell and Callahan. Mr. Ostby is currently the
Chairman of the Credit Union Committee of the American Bar Association. This
statement, however, is not submitted on behalf of the American Bar
Association, but rather represents the views of experts familiar with credit
unions and their role in the financial industry.

It is with pride that we report. that credit unions, as unique financial
intermediaries, .have adapted successfully to the deregulated market - even
led the way - without losing their identity. Likewise, it is with concern
for their future that we review the proposal to tax these same institutions,
the results of taxation on other previously tax-exenpt entities, and the
arguments for and against the change in the tax status of the nation's credit
union. Finally, we evaluate the probable consequences 6f taxing credit
unions.

Present Law

The Tax Code presently provides for the tax-exeupt status of credit
unions in two discrete sections of the law - Section 501(c)(1) for federal
credit unions and Section 501(c)(14) for state-chartered credit unions. The
history of these exceptions has been already well-docwanted in the
submissions by two trade associations to this committee. Ifowever, we would
like to highlight the salient qualities of credit unions that provided
Congress with the yardstick for establishing the policy objectives that
underlie the current tax-exenpt status of the nation's 18,000 credit unions.
Although these objectives were first recognized in the Tax Acts of 1937 and
1951, these qualities are still viable today and support the sam policy
decisions concerning the tax-exenpt status of all credit unions.

o First, credit unions were and are non-profit enterprises.

o Second, credit unions were and mast, by law, rain true mutual entities
with mmter participation in their governance.

" Third, credit unions mst, regardless of site, continue to conduct their
operation in a runner dedicated to meeting the needs
of their notere and that in all respects fulfills the societal
goals that Congress originally endorsed mn it accorded credit
unions their present tax-exeupt status.

o Finally, Congress itself met consider the overriding question, "If we
change & fundamental tenet of credit union operation through the
Tax Code, would we have to recreate these entities tomorrd?"

The Pro oeed Change

The President has proposed the repeal of the tax-exeapt status for credit
unions with assets in excess of $5 million. The proposal would tax "large"
credit unions under the sa s rules that apply to other thrift institutions.
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'Te pr xsal would leave unchanged, for the present, the federal
tax-exenpt status of those credit unions with less than $5 million -assets.

Tho proposed effective date would be January 1, 1986.

The President's Argqments in Support of the Proposed Change

The President's proposal to repeal the tax-exempt status of more than
2,000 of the nation's credit unions concludes that because e of their tax
exception, credit unions enjoy a oonpetitive advantage over other financial
institutions such as oomrcial banks and savings and loan associations."

That staterunt alone, however, does not articulate sufficiently the
underlying Treasury analysis that must have preceded the conclusion. Rarely
do uc sweeping changes in tax policy ome to the fore without a broader
underlying rationale.

The proposal notes that credit unions have grown and that their share of
the costuer loan and savings market has increased as a result of "expanded
powers" and their "tax-exempt status." Most telling, however, is the initial
statement that under current law, credit union inoxae is exempt, whether
distributed or "retained."

The articulated reasons for changing the tax-exenpt status of credit
unions, therefore are

o Credit unions exercise rany of the'sam pers as banks
and thrifts.

o Sims credit unions are "large."

o Retained credit union earnings escape taxation - until
the credit union is dlsolved.

Arguments For and Against the PrEopoal

Even if the foregoing conclusions were entirely true, the justification
for modifying the policy objective inherent in the preferential
treatment of credit unions is not considered, much less answered, by these
statements.

We are confident that mriuters of the Finance Ccfntte., the Congress and
the Treasury Department share our belief that credit unions operate in a
manner distinctly different from the banks and thrifts to which their consumer
lending powers are so often oorpared. Other submuissions to this oonittee are
replete with examples of compassionate behavior exhibited by credit unions
toward credit union mnwrer not demntrated b other financial institutions
serving the same nmuket, at the same tim, and under the same circumstances.
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It is important, therefore, to understand why credit unions consistently
be have differently from other financial institutions. The true policy issue,
which Congress mAst consider, is whether credit unions are unique because
of their structure or because of their tax-exenpt status. If it is the
latter, then the Treasury proposal weigh nudi heavier on the side of
fairnoes.

The question of taxation of "large" credit unions is significantly
different from the debate surrounding the question of, for instance, the
deductibility of state and local income taxes or the structure of the
investmnt tax credit. The latter involves degree of taxation the fornur
inplicitly indicates that the credit union movemnt no longer perform the
singular function that Congress originally designated credit unions to
perform.

To suggest the size alone is an appropriate basis for change in the tax
law is no more appropriate to credit unions than to suggest that large
universities with huge endowments have somehow strayed from the ideals that
provide the basis for the exception of educational institutions. No, the
analysis mst focus on the policy determinationm that originally afforded
credit unions their tax-exenpt status. We believe that it is the unique
structure of credit unions that pronptad Congress to grant then a tax-exerpt
status and that the determination is still a viable tax policy consideration
in 1985.

The factors that distinguish credit unions from the banks and thrift
institutions to which they are so frequently corqyred are nu, rous. These
distinctions between credit unions and thrifts are founded in law and
translate into the operational differences that have historically supported
the present tax-exeupt treatment of credit union. Specifically, credit
unions -

o Are non-profit entities (Whila other financial
institutions operate for profit).

o Must limit mesnbership to individuals with a ooxmon
bond.

o Must deal solely with numbers.

o Are true mutual institutions -- with ead maloer
ensured of an equal voice in the operation of the
credit union. (Federal law prohibits cwulative voting
or the assignrent of voting rights to an existing- board
of directors as part of the nr , erehip agreement.)

" Shares are equity - not deposits - and that treatment
is reflected in their priority in liquidation.
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o Must depend on volunteer officials. Only one board
member nay be copensated as a board manber. The
credit union anager nay serve on the board, bit is
ccopensated as a credit union uuployee not as a board
mn.er. All other board and statutorily required
oomittee numbers nust be unpaid volunteers.

o Do not serve the general public. Even with
multiple groups in the sane field of motbership, the
process requires each participating group to have the
requisite identity of occupation, association, or
residence within a well-defined gbograp*ic area that
has been undanged for 50 years.

" Do not nuke oamrcial loans. Although the types of
consumer loans authorized have changed in the past
decade, major area of lending activity remin without
the lending authority of the nation's credit unions.

" Are restricted in their investment authority, ensuring
that credit unions remain dedicatwl to the funammtal
goal of providing a low cost source of funds to their
mnbers. Even in tine of low loan denum, credit
unions cannot seek many investment opportunities that
would allow them to earn higher yields and attract
rate-sensitive funds.

" Have limited access to outside capital sources. This
inability to raise capital from external sources is one
of the nost significant limitations facing credit
unions.

" May, generally, not accept doposits. All accounts are
legally "shares" and unlike counterpart mutuall " thrift
institutions, no debtor-creditor relationship arises
between a credit union mv t~er and the credit union when
a deposit is nde.

" May invest only 1% of their assets in service
organizations providing services to the credit union.
The inability to tap outside capital source again
limits operations.

o May lend only 1% of their assets to their service
organizations.

o Members nay not vote by proxy.
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o Must permit mmbers to appeal adverse loan decisions
either to the board of directors or the credit
committee.

o May authorize interest refunds to borrowiig mwbers.-

o Must have a supervisory onmmittee with power to suspend
any officer.

" Must conduct routine audits. The supervisory coniittee
is required by statute to verify accounts at least once
every two years.

" Must nuke statutorily required transfers to reserves.
These reired transfers are ironically castigated in
the Presidet's proposal as unfair because they are not
taxed even though they represent a congressional
determination that they are necessary for the safety
and soundness of the institution.

o Are required to pay dividends on all share balances
,hen the mininzn par value of shares exceed $5.

o May expel nmaters.

o Are not subject to tax, other than real property and
tangible personal property taxes to the extent levied
on similar property held by other business.

o May exercise only limited non-dscretoary trust
powers.

o May be allotted space in federal buildings whore
available to serve federal erployes.

o May issue share drafts, not checks -- legally distinct because
they are not drawn on a deposit account.

The majority of these restrictions on credit unions are found in the
state statutes regulating state-chartered credit unions, as well as in the
Federal Credit Union Act. Ihe unmistakable conclusion mst be that,
notwithstanding the superficial appearance of similarities between the
consumer powers of credit unions and other financial institutions, credit
unions are statutorily mandated to be --

o Non-)rofit

o Dewrratic, mutual institutions
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o That serve only specific groups in a field of mathership

o With statutorily limited authority to raise external
capital, invest resources, or lend funds.

With the understanding that credit unions are structurally different from
their financial institution counterparts, Congress has before it anple
evidence of the uniqe behavior that that structure generates. The role that
such i mter-oriented financial institutions play in Anerican society is best
recalled by the JimW Stewart movie "It's A Wonderful Life" in which the town
in the middle of the Depression stood together to save its building and loan
from threatened insolvency.

The early history of the taxation of thrift institutions also provides a
meaningful basis for evaluating the potential iqact of the present proposal
on the nation's credit unions. Thrift institutions were originally designed
to be philanthropic rather than profit-oriented. The dual purpose was to
provide a safe haven for an individual's (marter's) savings and sinultansously
to supply a scirce of fund. for financing residential loans. Due to the high
priority Congress placed on residential construction and thrift, savings and
loans and savings bsnkirwers exenipted from income tax when the first Revenue

Act was passed in 1913. The 1913 Act specifically excluded mutuall savings
banks not having capital stock" and "domestic building and loan
associations."

The 1939 Internal Revenue Code provided a similar tax exemption for
"domestic building and loan associations substantially all of the b siness of
which is confined to making loans to nmlers." All transactions of early
domestic building and loan associations were confined to mnubers. An
individual had to be a shareholder of the association to participate in its
benefits. Thus, nunoers were both borroers and lenders. The rationale for
the associations' tax-exenpt status was that interest paid by shareholders-
borrowers on loans was effectively being returned to them in the form of
"dividends" on their accounts. As thrift institutions continued to develop
both in size anl coaplexity, however, pressures trounted in the financial
community to bring thrifts under federal taxation. The g"al was to work
toward "equitable" taxation of all financial intermeliaries.

The Depression caused significant economic losses for banks, savings
banks, and savings and loans. Credit unions faired better during the
Depression because as cooperatives, its musber-oned shares were
"scaled-dow" rather than liquidating a credit union. The hwters' savings
shrank, but the mutual entity survived. In other words, credit union rdbers
realized equity participation in their savings institution.

The 1930s also nurked the beginning of the erosion of other thrift's
tax-exenpt status. Prior to 1932, "dividends" received from savings and loans
on accounts were nontaxable up to $300 per person. The Revenue Act of 1932
repealed this special exemption by treating these divideond payments like
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interest income from a bank deposit. The Public Debt Act of 1942 went a step
further by repealing the exemption from income tax granted to distributions
from federally-chartered savings and loans. Thus, by 1942, savings and loan
dividends paid to depositors were fully taxable even though thrifts themselves
remained exempt.

Mounting political pressures for "equitable taxation" of financial
institutions forced Congress to pass the Revenue Act of 1951. The 1951 Act
bought an official end to the tax-exampt status of the savings and loans and
savings banks by subjecting them to tax laws applicable to all corporations.

Even after adoption of the 1951 Code, domestic building and loan
associations were allowed tax deductions for loan reserves that greatly
exceeded their actual losses. This deduction for building and loan
associations was an outgrowth of Congress' recognition of the high risks
involved in making long-term mortgage loans and the need to provide funds to
finance the nation's housing requirements. The effect of this benefit was to
increase greatly the associations' after-tax yield on investments and loans.

The 1962 Revenue Act instituted a nmbmer of changes in the tax formula
for savings and loans that can only be characterized as staggering. The
effective tax rate for savings and loans jumped from less than 1% in 1962 to
16% by 1963. In contrast, the effective rate on mutual savings banks, which
were not subject to the sam restrictions on lending as savings and loans,
changed very little. The primary reason for the marked difference was the
saving banks' ability to hold large amount of tax-exempt securities while
still obtaining a substantial bad debt deduction. With the '69 and '81 Acts,
the pressure to tax the earnings of institutions with statutorily limited
purposes has increased even more.

As this brief overview shows, gwth my have contributed to the
determination to tax savings and loans. Itowever, that decision appears to have
been based more on their drift away fran a nonprofit, mutual orientation and a
dedication to lending only to mnsnArs.

In turning to the question of probable conseq unnes of a change in the
except status of credit unions, the Finance Committee and ultimately Congress
must confront the truly hard issues.
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We foresee three nujor effects if Congress elects to tax credit unions.
First, we believe that credit unions will not fail to notice the difficulties
experienced by limited purpose thrifts in the years since 1951. Thus, we
predict substantial pressure to change the very structure that distinguishes
today's credit unions from other financial institutions.

The second oonsequence is that the services offered by credit unions will
change. Credit unions will be forced to raise loan interest rates or service
charges, or both, to retain the safe levels of capital needed by today's
financial institutions and deliver the same types of services demanded by
messbers. Although there will be even greater pressure to decrease operating
expenses, we do not believe that credit unions will be able to attract and
retain qualified board and committee menftere without providing adequate
conpensation.

Finally, the not significant change would result front the credit union
need to seek external sources of capital to mintain stability, provide for
grwth, and retain their vitality in a competitive, deregulated marketplace.

Conclusion

Answering the question -- whether the tax-extaipt status of credit unions
or whether their structure akes them unique -- is to pose a question best
answered by history. Clearly, the structure is unique. It is a reflection of
their historic purpose and the fundamental policy determination made in
granting the original exception.

Unlike the thrifts-in the 1950s, credit unions in 1985 have not departed
ftra the fundamental structure and purposes that warranted a reaffirmation of
their present tax treatment in 1937, 1951 and 1978. Also, the fact that
taxation will affect only that portion of incom actually retained in
reserves needed to ensure safety wd soundness should not lead Conqnress to the
conclusion that the itpact will be mniml.

If Congress elcts to end the special tax status of the nation's credit
unions, it must recognize that the change will create substantial pressures to
fundamntally alter the structure of these financial intermediaries.

We appreciate the opportunity to express our views on this smtter.

Very truly yours,

V ce o. Ty Jr., Lsq.

0sby, esq.

Bcfhi/AA/#107
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The following statement is submitted on behalf of the Mining and

Reclamation Co'ncil of America (MARC) for the hearing record of the Senate

Finance Committee on the impact of the President's tax proposals on the mining

industry.

The President's tax proposals for "Fairness, Simplicity, and Growth"

contains a series of provisions designed to raise billions of dollars over the

next few years. Several of these will adversely impact the coal industry.

While overall the proposal is a laudable attempt to impart "fairness" to the

tax code, the reforms would reverse a number of longstanding industrial

policies.

Much of the revenue needed for the tax redistribution components of the

plan would be raised by taking back production and capital formation

incentives for basic industries as coal. Those incentives are critical to

enabling the U.S. to continue to be the most efficient, safe, and

environmentally sound coal producer in the world.

At the outset it must be noted that the coal industry already pays more

than its fair share of taxes. In addition to its federal income taxes the

coal industry also pays over $700 million per year to the federal government

in special taxes on the coal industry-the black lung and surface mining tax-in

addition to royalty payments on federal coal and state income and severance

taxes.
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For the past several years many of the coal industry's capital

investments have been only marginally profitable--In part due to the one or

two major tax provisions that encourage exploration and development. In this

regard, the coal industry is acutely concerned by the President's proposal to

phase out percentage depletion for coal and practically eliminate expensing of

exploration and development costs. Changes to these provisions would compound

the tax burden on the coal industry as would proposals, to a lesser degree, to

eliminate the capital gains treatment for coal royalties and the accural of

reclamation reserves.

Coal's effective 8.6-4 depletion allowance is already low compared to

other minerals, which receive allowances as high as 20 %. While all domestic

minerals are extremely important to the Nation's welfare, none are more

important to the economy and our energy independence than coal. As the

Committee is well aware, the Congress, through the decade of the 1970's - In

response to major "oil shocks" - established a national policy to utilize

domestic resources and reduce the importation of energy from abroad to the

maximum extent feasible. This policy would be seriously jeopardized by the

President's proposed changes in tax treatment of the coal industry.
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The coal industry has been severely impacted by the current worldwide

recession. Both domestic and foreign production are down in 1985. Hundreds

of mines are closed and thousands of miners continue to be out of work.

Artifically low gas prices, the oil glut, and high transportation and

environmental compliance costs for coal are making coal less competitive with

other fuels. Any additional tax burden or change in percentage depletion will

exacerbate the problems facing the entire coal industry. Both small and large

producers will be impacted, since depletion is figured on a mine-by-mine basis.

In spite of the current downturn in coal markets, the coal Industry must

begin now to accommodate expansion and growth for the future to meet the

Nation's projected needs. By conservative estimates, the coal industry will

require capital investments of at least $30 billion iq constant dollars

between now and the year 2000. This amount is inordinately larger than the

current total industry capitalization of $20 billion. As outlined below, the

proposals under consideration will make the needed capital increasingly scarce

and far more expensive.

While capital costs vary according to the terrain And the depth of the

seam, It is generally accepted that the capital cost to install a new mine,

exclusive of the cost of coal, averages about $65 per ton of annual

production. This figure does not include the substantial administrative costs

prior to start-up, such as securing permits, surveys, feasibility studies, and

other related costs. Thus, a medium-sized mine, with a capacity of one

56-330 0 - 86 - 12
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million tons a year, represents well over a $65 million capital expenditure by

the time it actually begins commercial production. These new mines will mean

thousands of additional Jobs for miners.

Production costs are also skyrocketing. Total industry production costs

increased over 100 percent during the period 1975 to 1984. The cost of

machinery alone was up over 125 percent during that period. In spite of this

trend, prices for coal have increased by a smaller percentage. In fact, in

constant dollars the national average minemouth price of coal has declined by

18 percent over the same period. The coal Industry has survived this

shrinking margin between costs and prices by making the necessary investments

to increase productivity. Over the past seven years production per man hour'

has increased 175 percent in underground mines and 145 percent at surface

mines. This impressive record of produ,:tIvity increases is largely the result

of investing internally generated working capital in improved technologies for

extracting coal and the acquisition of more productive equipment to be used in

the mines. Elimination of percentage depletion for coal would directly and

significantly reduce the availability of working capital for such investments

in the future, thereby threatening future productivity increases in the coal

industry.

Coal must compete in the money market for its capital requirements.

Given the high risk nature of coal mining, the industry's cyclical nature, and
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the present low profit margin, any reduction in tax incentives that have a

current or future adverse Impact on profits will make capital for opening new

mines less available and more expensive.

Coal operators, as any other business, look at their potential return on

investment (RO) in determining whether to invest in a new mine and related

facilities, and, as any other businessman, the coal operator's bottom line is

making a decision based on the after-tax RO. Percentage depletion, and the

other incentives mentioned earlier, are significant components of RO! and a

major source of cash flow for investments in productivity improvements,

research in more cost efficient environmental compliance and mining

technologies, and new mines. By itself, and in conjunction with other

proposed tax changes mentioned herein as well as the Administration's proposal

to increase the black lung excise tax by 50 percent, the after tax RO! on coal

mine projects promises to be substantially lessened and in many cases,

eliminated.

This reduction in ROI will both decrease the attractiveness of the coal

industry to outside investors and substantially reduce the availability of

Internally generated working capital for new investments. As a consequence,

the cost of capital for the coal industry will increase; the industry will

stagnate and begin to shrink; and, the number of highly-paid skilled jobs in

the mining Industry will be reduced as investment capital and operators leave

the Industry and pursue ventures which promise a higher ROI.
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As investment in technologies to increase productivity and in new mines

shrinks, the production cost per ton on coal will increase relative to

competitors to the United States coal industry in both domestic and

international markets. This will result In - (1) increased coal and oil

imports into the U.S. for power generation; (2) increased electricity imports

from Canada; (3) a decline in the U.S. share of the world coal markets and a

reduction in coal's contribution to the balance of trade deficit; and (4)

higher prices for domestically produced coal than would otherwise have

occurred.

Energy Secretary Herrington, in testifying recently before the Senate

Finance Subcommittee on Energy and Agricultural taxation stated that:

"The net effect of the President's tax proposal on the
coal industry.. .will mean a higher level of tax
liabilities for both existing and future coal mines, with
an eventual price increase of perhaps 5-10% on coal from
new mines...."

The Secretary's observations, based upon an analysis we have not had the

opportunity to review, would appear to be generally accurate. They reflect,

however, a fundamental misunderstanding of the coal market. The price of coal

is determined by the economic law of supply and demand. So long as oil is

available for base and peak load power generation at stable or declining

prices; foreign coal is available at prices as much as 30% below domestically

produced coal in selected markets; and imported electricity is available at
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prices below the cost of power generation domestically, the prices for coal

cannot rise since the market will not purchase it at a higher price.

As a consequence, coal operators will have to absorb the 'higher level

of tax liabilities' the Secretary noted. Both their after tax margins and

internally generated working capital will be reduced with the effects,

outlined above, the expected result.

The Impact of these changes, while they will effect all coal operators,

will be acutely felt by the small, Independent coal operators MARC

represents. Generally, these operators, which comprise the overwhelming

majority of operators in the industry are privately owned and almost

exclusively dependent on internally generated cash flow for capital. The

President's proposals will dramactically decrease the cash flow available to

such operators.

As a consequence, should the proposed changes be effected, the Committee

should anticipate an acceleration of the trend toward concentration In the

coal industry. According to the Energy Information Agency, small companies

have suffered a dramatic decline in nationwide production share in recent

years. Between 1977 and 1983, companies producing less than 200,000 tons

realized an overall production share decline of 351. Producers In the 200,000

to 500,000 ton range lost nearly 91 of production share, while companies

mining 500,000 tons and up realized a 45.3% increase in their percentage of
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overall production. During this six-year period, nationwide coal production

grew by over 13%. Ten years ago there were over 7,000 coal producing

companies in the U.S... today there~are less than 3,600.

Other elements of the President's proposal, mentioned earlier, will also

have a disproportionate impact on smaller operators. The deduction of

exploration and development costs, which are expenses that a coal industry

must pay at the time they are Incurred and largely labor intensive,-are also a

significant source of cash flow. It makes no sense that a high-tech company

can deduct the salary of a scientist to refine a micro-chip while a coal

operator is not permitted to fully expense the wages of a worker constructing

a road to a new mine. It's ironic that the Interior Department is criticized

and chastised for not having obtained sufficient data from the industry prior

to leasing federal coal while the Treasury Department promotes tax policies to

discourage development of exploration data.

T'ie President's proposal also proposes to repeal what's left of capital

gains treatment for coal royalty income and the limited ability of an operator

to deduct accrued reclamation expenses. Less than one year ago, in this very
room, the conferees on the 1984 Tax Act eliminated a 30-year policy of capital

gains treatment for coal royalty income between related parties and

legislatively reversed a unanimous opinion of the Tax Court that coal

operators, as accrual basis taxpayers, are entitled to deduct liabilities when

they arise as they are required to accrue income when it Is earned.
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Both actions contained limited grandfather provisions to avoid

destroying the economics of previously entered contracts. The President's

proposal would abrogate those agreements in which the Treasury Department was

a party. While the dollar impact of those proposed changes may appear

insignificant in the context of the President's proposal, their repeal would

have a significant adverse impact on many operators and in some situations

would make a contract originally negotiated to make a profit Into a loss. The

repeal of the accural provisions would, as depletion, result in directly

reduced cash flow and availability of working capital. -

In conclusion, MARC would like to point out that the provisions of the

tax code referenced in this statement are an integral part of our Nation's

Industrial, economic, and energy policy. Any modifications of these

provisions must closely be scrutinized in light of the ramifications these tax

policy changes will have on other national policies and national security.

The proposed changes will result in decline of the projected growth of the

domestic coal Industry; a decline in number of available skilled jobs in the

relatively high wage coal industry; a decline in economic activity in the

historic coal mining regions of the Nation; and, a restructuring of the highly

competitive coal industry resulting in a further decline in numbers of

independent coal operators.

DR/#0330A
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Mr. Chairman and members of the Committee, I am Robert A. Hess,

President of the National Association of Federal Credit Unions and

General Manager of the Wright Patman Congressional Federal Credit

Union. The credit union community appreciates this opportunity to

participate in the current debate on tax reform. We have examined the

impact of various tax-reform proposals on our nation's only member-

owned, volunteer-led and consumer-oriented financial cooperatives --

credit unions -- and welcome this opportunity to share our findings

with you.

Credit unions play an important role in the financial lives of

more than 52 million Americansi members of the armed forces, senior

citizens and inner city and rural residents -- taxpaying Americans

from all walks of life who have a need for the convenient and low-cost

financial services that only credit unions provide. In many cases,

these individuals would be deprived of a small savings or share draft

account, or they might have no source of credit at all if credit union

services were not available to them.

By virtue of an act of Congress, credit unions are tax-exempt.

That exemption has existed since the earliest days of the credit union

movement. The Congress has reaffirmed that exemption on two

occasions. Significantly, during the 98th Congress both the House and

the Senate voted overwhelmingly to approve a resolution affirming that

credit unions throughout the land remain true to their original aims

of providing credit and savings options for consumers of average

means. This Joint Resolution was signed into law by President Reagan

-1-
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on August 11, 1983, as Public Law 98-71. (See Appendix A). In

accordance with the terms of the resolution, President Reagan issued a

Presidential Proclamation on June 18, 1984, reaffirming the distinct

contribution credit unions have historically made to our nation's

financial health. (See Appendix B). Our comments, today, will

examine the rationale of the tax exemption for credit unions, sum-

marize the tax-reform proposals as they might affect that exemption

and highlight some of the characteristics that make credit unions

unique among all financial organizations. This uniqueness in its many

aspects is at the core of the credit union community's argument that

the tax exemption for credit unions should not be repealed.

evolution of Credit Unions' Tax-Uxempt Status

Since the 1860s, tax laws at the federal level have almost

uniformly recognized that cooperatives and other non-profit institu-

tions should be treated differently from profit-making entities. The

law makes this distinction by taxing the distributions of non-profits

primarily at the membership level -- do facto recognition that the

institutions are merely extensions of their members.-!his distinction

has been ever-apparent in the case of credit unions, since they have

always operated on a non-profit basis, and since they have statutory

membership and service restrictions that limit their competitive

stance with other financial organizations. Briefly, Kr. Chairman.

Credit unions are true member-owned cooperatives, organized to promote

thrift and to create a source of credit for a defined group of

individuals who are linked by a common bond. This true-mutuality con-

cept distinguishes credit unions from commercial banks and savings and

-2-
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loans. It means that only the member/owner of the credit union may

save and borrow there.

Kr. Chairman, as I mentioned, the tax exemption of credit unions

reaches back to the very beginnings of credit unions in the small

towns of Kew England in the early 1900s. The Attorney General of the

United States, in 1917, recognized the basic cooperative underpinnings

of credit unions in a formal opinion which declared that credit unions

were exempt from federal Income taxes. Early 20th-century entrepre-

neurs, such as Edward Filene, saw that credit unions were beneficial

in helping workers achieve their personal financial goals. Filene and

others not only helped organize credit unions for their employees, but

they continued to work hard for their success once they were

established.

Efforts to establish credit unions nationwide under the auspices

of the Federal government came to fruition in 1934 with the signing of

the Federal Credit Union Act by President Roosevelt. This event paved

the way for a nationwide system of federally regulated credit unions

that have opened the door of financiaX opportunities for countless

millions of working Americans in the intervening fifty years.

Following passage of the Federal Credit Union Act, a few states

attempted to tax credit unions on the sane basis as commercial banks.

However, it was evident that such a tax burden would be counterproduc-

tive, and Congress intervened in 1937 and granted a full federal

income taX exemption for Federal credit unions. In 1951, when

Congress ordered the taxation of thrift institutions it left the

exemption for credit unions intact because of their true-mutuality
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The justification for the exemption of credit unions from federal

income tax conferred by that 1937 amendment is especially important in

the context of today's proposals to tax credit unions. By that single

act, Congress made an implicit statement about credit union growth and

orientation. It recognized that credit unions have no stockholders

and, therefore, no outside source of capital. The exemption has

enabled credit unions to maintain their enviable level of reserves

while at the same time permitting then to provide low-cost financial

services to their member; who otherwise might be unable to obtain

financial services at anything other than usurious rates.

Provisions of Current Tax-eimolification Proposals

For only the second time in the fifty-one-year history of the

Federal Credit Union Act, the traditional tax-exempt status of credit

unions is threatened. Significantly, S. 1006/5.R. 2222, the major tax

reform proposal introduced by Senator Bob Kasten (R-WI) and

Congressman Jack Kemp (R-NY), would retain the tax exemption for

credit unions because the sponsors feel strongly that credit unions

are unique financial institutions whose non-profit cooperative status

justifies their current tax treatment. The credit union community has

received written reaffirmation of support for the preservation of the

credit union tax exemption from Senator Kasten and Congressman Kemp as

well as from many other members of both the Senate and House. I would

like to take this opportunity to publicly thank those members who have

conveyed their support of the credit union community.
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Proponents of repeal of the credit union tax exemption generally

base their arguments on the issue of equity: the need to treat finan-

cial institutions alike for tax purposes so that one group does not

enjoy either an economic or competitive advantage over another. This

argument fails to consider that other financial organizations, such as

banks and savings and loans, operate in the open marketplace to the

benefit of their stockholders. By contrast, credit unions serve only

their own fields of membership and function for the sole benefit of

their members. There is no separate class of owners in a credit union

-- the members own all of the credit union's assets -- and there is,

therefore, no profit motive. Members pay federal taxes on their wages

when earned and on their credit union dividends -- as is the case with

participants in other cooperatives.

The President's Proposal

The President's tax-reform proposal is the focus of most of the

dialogue on tax legislation in this Committee and in the Congress.

The President's plan is also the focus of most of the concern within

the credit union community over the taxation issue. It would tax

credit unions with assets of $5 million or more. The proposal would

tax over 80 percent of all credit union retained earnings, including

statutory reserves.

The Administration paints the virtue of dividing the credit union

community by instituting this $5 million threshold as relieving "a

significant administrative burdenO for the nation's smaller credit

unions. We disagree fundamentally. By establishing a system that
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would exempt only such small credit unions from taxation, a strong

disincentive for these small cooperatives to provide necessary

services to their members would be built into the tax code. This is

because of a fatal flaw in the President's proposal that would subject

the credit union's entire income to taxation once the $5 million line

was crossed. Similarly, larger credit unions would, in effect, be

penalized for their efforts to expand and provide necessary services

for the benefit of their members.

Mr. Chairman, credit unions oppose a tax on their reserves and

undivided earnings for another basic reasons It is clearly unsound

public policy. If the credit union tax exemption is repealed, the

unique volunteer features of credit unions will be seriously

threatened if not immediately altered, their safety and soundness will

be jeopardized and their role as providers of sound financial alter-

natives to the *for-profitO banking system will be seriously impaired.

With your permission, I will, in a few moments, expand on all of these

points, Mr. Chairman. But first, I believe it is important to deal

with some of the arguments that are somewhat carelessly bandied about

by proponents of taxing credit unions.

Point/Counterpoint on the Credit Union Taxation Issue

First, there is the so-called "level-playing-field' argument --

the assertion that credit unions hold a competitive edge in the finan-

cial marketplace over banks and savings and loans. Credit unions

flatly reject this erroneous assertion, and we have the irrefutable

facts to buttress our position.

-6-



336

If it were true that credit unions hold a competitive advantage

over other financial institutions that are taxed, then, by extension,

these member-owned financial cooperatives, which outnumber banks and

thrifts combined, would hold most of the consumer credit and deposits

across the board. In fact, in 1984, credit unions held only 14.9 per-

cent of installment credit in the country and were the recipients of

only 5.2 percent of savings deposits. While credit unions have been

successful for the most part, they have gained that status from pro-

viding basic financial services to the average worker at the lowest

possible cost and at places that are convenient for the member. In

truth, credit unions, with volunteer boards of directors and comit-

tees, offer a good return on savings and they make low-cost loans to a

defined field of membership because they were established expressly to

give the average consumer the benefit of their lower costs of opera-

tion. This is not an unfair competitive edge, Kr. Chairman it's the

result of good management and the *people-helping-peopleO philosophy

at its best -- the same fundamental service principles that President

Reagan so strongly supports.

Credit Union Sise

Another allegation made by proponents of taxing credit unions is

that they have grown disproportionately from other classes of finan-

cial institutions. To this assertion we says "tonsenseli Kr.

Chairman, none less than the General Accounting Office, in analyzing

the proposal to tax credit unions, noted that 99.5 percent of Federal

credit unions had assets of less than $100 million in 1963. Citing

the growth in the deposit bases of both banks and savings and loans,
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the GAO concluded that, *...overall, credit unions are not a serious

competitive threat to...[their] taxed competitors." (See Appendix C).

Another glimpse within this area is also illuminating: the market

share of consumer loan activity for credit unions as a whole has

actually declined by over two percentage points in recent years.

Despite what the recent GAO report said about the relative size

of credit unions, some who do not understand the function of credit

unions hold that the larger credit unions are substantially equivalent

to commercial bangs and thrifts. This assertion is also untrue. The

size of a credit union is dependent on the size of its field of mem-

bership. That base is influenced by a number of factors that wholly

transcend market forces. For example, if a company decides to con-

solidate several field installations at a single location, the credit

unions serving the various installations could be consolidated as

well. While the credit union might have 4grownO in discrete terms,

the same number of members are being served. Furthermore, some of our

nation's larger credit unions have grown over the years because of

their willingness to respond to the requests of government officials

that they provide services to specific groups of people who would

otherwise be without financial services.

A clear example of the benign factors that propel credit union

growth is shown in the following example. Navy Federal Credit Union

is the nation's largest, with almost 700,000 members, worldwide, and

over $1.6 billion in assets. I can assert, categorically,

Mr. Chairman, that the Department of the Navy, itself, has been one of

the prime catalysts in this growth. At the request of the Secretary
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of the Navy, the Navy Federal Credit Union has established facilities

on bases and at other locations formerly served by other financial

organizations. Those locations were abandoned because they were

unprofitable, for the most part. Credit unions, such as Navy Federal,

willingly serve the servicemen and servicewomen at remote locations

because they want to provide financial assistance at the lowest

possible cost. For its part, the Department of the Navy has a firm

policy of assisting credit unions "at all echelons...' and encourages

its personnel to volunteer their services as unpaid credit union offi-

cials -- in contrast to the many restrictions it places on their

involvement in commercial enterprises. Across the country, employer

after employer espouses the same philosophy. For example, it is quite

routine for a credit union sponsor (employer) to provide space for the

operations of the credit.4nLon. many also provide payroll options --

such as direct deposit -- that foster regular savings at the credit

union.

Volunteer Bf frts

Mr. Chairman, I turn now to some of the characteristics that have

helped spur the growth of credit unions and of which we in the credit

union community are justifiably proud. Perhaps one of the most unique

features of the movement is the substantial volunteer effort at both

the board-of-directors level and at the operating level -- a feature

not found in other financial organizations. This spirit of volun-

teerLsm and the strong community orientation of credit unions go hand

in hand. By law, board members, except for a single member, serve

without compensation. At the present time there are over 250,000
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volunteers in the credit union movement. In fact, at least one-third

of the approximately 18,500 credit unions in the nation have no full-

time employees. They carry out their financial services with

volunteers for the most part.

At first glance, one might say that taxing credit unions would

not disrupt this historical community connection in the credit union

movementg-but, as a result of taxation, we foresee pressures

developing to compensate directors and other volunteers. In that

eventuality, an important, albeit intangible, quality in the credit

union community would be lost. Moreover, many credit unions would be

devastated financially if they were required to compensate their

volunteer officers and support personnel. Across the credit union

spectrum, these volunteer, services are estimated to be worth some $200

million in this calendar year.

I believe it is readily apparent that if these pressures

developed following taxation, the historical community connection of

credit unions -- people helping people -- would change radically. Not

only would employers and other sponsors feel differently about profit-

making, taxpaying organizations, but the bedrock of credit union

management -- the volunteer directors -- would be under great pressure

to change the operating philosophy of credit unions. For example,

tax-planning would require the services of professionals who would

insist on being compensated for their expertise. The profit motive

would inevitably surface, and credit union boards of directors would

be selected with this view, as opposed to the non-profit orientation

of present-day directors and officers.
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Credit Unions in the Forefront of Insured Institutions

Another clear distinction between credit unions and other

providers of financial services is found in the manner in which credit

unions insure their mbers' accounts. As a result of actions ini-

tiated in Congress last year, provisions which we supported and which

were added to the Deficit Reduction Act of 1984, on January 21, 1985,

all federally-insured credit unions placed an amount equal to one-

percent of their insured shares in the National Credit Union Share

Insurance Fund (NCUSIF).

While the intended result of creating a strong insurance fund for

credit unions was achieved (in fact, the WCUSIF is now the strongest

of the three federal deposit insurance funds), a little noticed bene-

fit to the country as a whole was also realized. By capitalizing the

MCUSIF in the manner which the credit union comunity sought and the

Congress prescribed, our country's credit unions reduced the federal

deficit by almost $800 million on January 21 of this year when they

placed their deposits in the fund. Thus, credit unions contributed 8

percent of the deficit reduction achieved in 1965 as a result of the

Deficit Reduction Act. Credit unions' contribution to deficit reduc-

tion will continue, year after year, as credit unions increase their

NCUSIF deposit to reflect growth. It is very likely that, left

untaxed, credit unions will make a $120 million contribution to the

reduction of the deficit next January. An even larger contribution

can be anticipated in future years. And I stress that act of defi-

cit reduction on the part of credit unions will take place without

legislating any change in our tax status. If credit unions are not
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saddled with an anti-growth tax, their contribution to deficit reduc-

tion is expected to total $9.2 billion by the turn of the century.

Xffects of Taxation

In addition to these considerations, Kr. Chairman, there are

several troublesome scenarios that would likely follow taxation of

credit unions. For example, many credit unions might consciously look

for ways to reduce their taxable income or to maximize profits through

resort to speculative investments. The President's proposal, in its

analysis of the recommendation to tax credit unions with assets of $5

million and over, states that *...large credit unions would have to

increase the spread between their 'dividend' rates and loan rates.... *

However, was any consideration given to the effects of such a policy

on the safety and soundness of credit unions and their mbers?

Harking back to an earlier point, Kr. Chairman. If taxed, credit

unions would be forced into direct competition with banks and thrifts.

Yet, credit unions, in terms of aggregate deposits, are less than

1/20th the esie of banks and about 1/10th as large as thrifts.

Eventually, credit unions would lose their indentity and would,

of necessity, become like banks and savings and loans. Even in this

case, only the strongest and fittest credit unions would be able to

compete with the other classes of financial institutions. Kr.

Chairman, this is a particularly ironic scenario. At a time when the

chairman of one of the largest financial networks in the country calls

for the establishment of *family banksO to better serve the needs of

consl rs, credit unions are being earmarked for changes that would
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erode forever their strong commitment to providing low-cost financial

services to consumers of average means.

These prospects are particularly frustrating given the quality of

service that credit unions now provide to their members. This was

graphically revealed in a 1984 survey conducted by the American

Banker. The survey showed that seventy-one percent of credit union

respondents are very satisfied with credit union service. The same

poll showed that customers of banks and savings and loans are less

than half as well satisfied with their respective institutions. Yet,

despite the relationship that credit unions have nurtured with their

members, their ability to continue to provide these services would be

severely impaired if taxation is imposed.

Safety and-Soundness

Another major concern of the credit union movement over taxation

is the effect on safety and soundness -- two fundamental elements

central to the stability of any financial system. Unlike stock-

issuing financial institutions, the ownership of credit unions is

reflected in members' holdings of shares (savings) in the credit

union. Therefore, there is no source of capital other than retained

earnings to provide for contingencies. These reserves in the credit

union serve several needs, Kr. Chairman: (1) they are the source of

funds for assuring that the credit union meets the statutory require-

ments for reserves sufficient to cover loan losses and non-productLve

investments (2) they allow credit unions to keep pace with the

rapidly changing technological requirements of the financial services
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industry and (3) they provide the reserves needed to keep credit

unions on par with the needs of their members.

The effects of taxation on credit unions' reserves would differ

under each of the bills now before the Congress proposing the taxation

of credit unions! however, if the President's proposal had been in

effect for the tax years 1975-84, we estimate that credit unions'

reserves would have been reduced by over 25 percent. This is a

beat-cases scenario in that it assumes that credit unions would grow

at the same rates under taxationp in reality, we believe that taxation

would stifle credit union growth.and force untold numbers of them out

of business. Mr. Chairman, credit unions simply cannot survive

without strong reserve underpinnings.

Because of this palpable link between credit unions' level of

reserves and their safety and soundness, we in the credit union con-

munity are nonplussed that the President's proposal goes to some

length to note that 6(1n 1983, Federal credit unions.. .retained

earnings.. .were 10.6 percent of current net earnings.* This seemingly

benign statement implies that such a transfer to retained earnings was

a ploy on the part of credit union managers to do something

unwarranted or devious. Yet, the Federal Credit Union Act itself

reuuires that 10 percent of operating income be placed in reserves

until prescribed perc6ntage levels of outstanding loans and risk

assets are reached. To place this in perspective, on February 24 of

last year, the chief federal regulator of credit unions wrote to the

then-Chairman of the Senate Finance Conmittee in a cautionary veins
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'While I am, of course, always concerned with

contributing in any way to deficit reduction, my

primary interest in this matter is safety and

soundness. In my judgment, the taxation of credit

unions could seriously affect their financial

soundness. In an effort to minimize any taxation,

credit unions would concentrate on returning as

much of their earnings as possible to their

members in the form of dividends. However in

doing so, many could inadvertently Jeopardize

their financial picture, including their reserve

base...

Moreover, a study performed by a certified public accountant very

knowledgeable in the area of credit union operations shows that

perhaps as few as one-third of-all Federal credit unions could main-

tain their statutory reserve levels, even in the initial period, if

the President's tax proposal were to be enacted. As is painfully

evident from the recent spate of bank and thrift failures, under-

capitalization of any financial institution is the root cause of

insolvency.

It is no accident that credit unions have their enviable safety

record, Mr. Chairman. In 1970i they banded together to start their

own share insurance programs and they did this with no seed capital

from the federal Treasury -- a departure from the earlier FDIC and

FSLIC programs in which the government supplied the start-up funds.
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Building on this initiative, credit unions developed a philosophy of

taking care of their own problems. This has been achieved through

strong reserve positions, enlightened management of the share

insurance program and, perhaps most important, their firm commitment

to self-help principles-and to the economic well-being of their

members.

Whither the Gain?

Kr. Chairman, one of the most bothersome elements to the credit

union community during this tax debate is the fact that the

Administration and others are willing to cast the pall of uncertainty

over credit unions for so little revenue gain when measured against

the inevitable hardships and dangers. Clearly, credit union members

across the spectrum would suffer economically. Preliminary estimates

by many of our credit unions on the effects of the President's tax

proposal show that loan rates might have to be raised or share divi-

dend rates reduced by a spread of as much as two percentage points.

Moreover, service fees would have to be imposed on non-fee services

and existing fees increased. One or more of these measures would

follow swiftly if the President's or other proposals to tax credit

unions were enacted and all of them might have to be put in place

beyond the first year of taxation. In effect, the plans to tax credit

unions place a now financial burden on the wage earners who use credit

unions as their sole source of financial services.

And what would all of this generate? By Administration

estimates, not more than $200 million in FY 1986. By our own

calculations, considering tiz-avoidance strategies that virtually all
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credit unions could employ, coupled with the throttling of credit

union growth, the actual gain in revenues by taxing Federal credit

unions would be loss than $100 million in each of the initial three

years.

summary

In conclusion, Mr. Chairman, we believe that credit unions' place

in the structure of tht !inancial services industry would be adversely

affected if the current proposals in the Congress to tax credit unions

were enacted. Their special niche as providers of low-cost financial

services to individuals of modest means would be placed in jeopardy

indeed, we envision that many credit unions would not be able to pay a

sufficient return on savings to enable them to effectively meet their

statutory mandate to promote thrift. Consider also the fact that

credit unions presently have statutory restrictions that distinguish

them from other financial institutions. They do not serve the public

at large, because only individuals within their fields of membership

may join the credit union, nor can they make loans for commercial

endeavors. These limitations and restrictions place credit unions in

a far different position than banks and thrifts as providers of

financial services. Credit unions are true mutual organizations they

are owned by their members, each of whom has the same voice in the

management of the credit union -- regardless of the number of shares

held. An oft-overlooked fact is that credit unions have no incentive

to make large profits that escape taxation. Their net income is paid

to members as taxable dividends paid into reserves, by law, to assure

the safety of members' depositsr or retained in small amounts for
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growth and for member services.

Thus, there is no *tax" rationale for the taxation of credit

unions. Proponents of taxation, if they have their way, would make

credit unions into wholly different, profit-making entities -- devoid

of the member service and consumer orientation that have helped

millions of citizens of average means to achieve their part of the

American dream. In speaking out on taxation, credit unions ask only

that those in the Congress and the Administration who are proposing to

tax credit unions look at all the facts. After such a review, we are

convinced that impartial lawmakers will conclude that taxing credit

unions will do irreparable harm and could reverse decades of progress

in the evolution of a financial system that serves as a valuable

alternative to the Ufor-profitm banking system.

That concludes my remarks, Mr. Chairman. I will be glad to

respond to any questions that you or other' members of the Committee

may have.

000

-18-



348.

Appendix A

9i STAT. 402 PUBLIC LAW 96-71-AUG. 11, 198

Publl Law 96-71
ofth Cangs Joint Resolution

lbhM-T d=W do suk bqmmk Jm IU Oft, a -f~,mA Usin W&.
Wbsm an June 26, 1984, Prdmt Frnkln iome elt dped into

law the Fedrmi Cdt Union Act
Whrms the eseemmm of te rl Credt Union Act mailed

t mn to be .h hout the United tie uder

wbems "Wa unm - coopeati smcatioi
s-ed IninMe It th oo of the fedar C
Union Act fr the WipmofltI anmg their =e&

M. d me a 00mmne O h povidest or produatlys

W iedW~rai III uim hoe P; t~ a " 0 eotodd theas
ehe""Ofrit b arisped the phdiiphl.

tie. tha a birth *blthe Unbi Ac? sad
Wies JMi Uk 1M6 Ib the ANet- aniv. at the dat af the- of go Federal Credit Union Now'P4then~m be it

Mokied by Owe Somsa mnd Raiwof uadetiu0 do United

ad tile Pr.dmt of the United Staem s authaorime nd reoueto JI a p1alou am*in upou the people of the UnitdwiSae
to oim'ue sub week with appoprat. cereinunl am d ctle

Approved Aut; IL 1968

LEOMAllI 3-J w18
ncOUNLREO VOL Of I M

0

-19-



.. un Psek OW iim Appendix B

F~unemkem nil at Iwo a lad

Fedmi Cdut Unin Week 1M

By the Ptdeat do Utd OsWN at ANm

A Plauemaem
Thi yea md the fMeth aftevary of dole pamp the Federel Crdit
Wm Aat dU which ambled ardt am to be iwud thrhmo th
ted Steem mude IIIte appre by the ederalmecet.
Creditmme a Mndqueydm o a I ea o sa udedcme

inopmerave eit and lcd rmot d m ae quit h

hel an vlameetm. Carved a s-p plae fer dwmelvee am

Today. Fede rlt wme am at their ae obpltim hiaey heitrWe, teW A amNdve~ Year. as th Ned... hatuwlq fan
laedted~~ As ambw w-ad coopeaeUvm amt wnda;a es wa the

Ar Ofit "t hr -chadL-e r ear asulue."
inlaaleda~~aoeto doe Idel ndaa i"el hav omeatty a a!e.d

eCmApe by Hose o eeoa i h dIead the week
Ilk ma "Fedeal Credt Unbo Wek" ad has audtwed

o d to lease a Pmalamaton uk r the obeemanm

NOW. THWWIM I. RONAW REAGAN. Freldeat of the Unite States of
Amemc do hm almn e wek I ue .SLUK as Fedm
Crdit UnIc. a cl upom th peO d atew to celeb t
dde weak with apprpate o mee and ntilee.
IN WnlU SW7 fU, I hve bmvm e had thin eiyhteen da Iidwn, O- ow u lad almmm hubdrd md do- -t mld *
lepeee o the Unsted States d Ae the two bndbed and e*ghth.

rem 6.e6f m pal



350

Appendix C

BY THE COMPTROLLER GENERAL

Report To The Chairman, Senate Committee On
Governmental Affairs

OF THE UNITED STATES

Compendium Of GAO's Views On The Cost
Saving Proposals Of The Grace Commission

Vol. II - Individual Issue Analyses

S-21- GWOCII
MIMUARY 10, 19W



351

UAS 23: TAXING OF CADIT UNIONS
1. PPS! IS= AN SAIJM

Should credit unions be taxed?

The PPSSCC projected potential revenue of $379 million
over 3 years.

II. GO ANALYSIS Or ISM0 AND ASUOCIA2M 3ZU DATIONS

Since this is a complex matter-more complex than the
treatment given by the PPSSCC-GAO can take no position on
this Issue without much further study.

The PPS8CC believes that the tax exemption given to
credit unions should be ended because they are beginning to
conduct lLnes-of-business similar to commercial banks and
savings and loans, both of which are taxed. The P688CC con-
tends that original credit unions were small and their
memberships were comprised of persons with close bonds.
Now, however, there are some large ones with very broad
memberehps. Thus, since they are competing with other
financial Institutions, they should be taxed similarly.

National Credit Union Administration (NCUA) officials
disagree with the recomendation. The officials point out
that tax exemption is booed on the nature of credit unions'
organizations: they are not-for-profit cooperatives.
Theoretically, all earnings not absorbed by costs of opera-
tions are distributed to members as dividends, which are
taxable to the individuals. Presuming that only undistrib-
ut*d earnings would be taxed, credit unions, upon losing the
exemptions, would simply distribute all earnings to their
members.

There are a number of arguments against the
recommendation to end the tax exemption. Although credit
unions may be growing, as of Do-ember 31, 19S3, 99.5 percent
of all federal credit unions still had assets of less than
$100 million, and 68 percent had assets of lesa than $2
million. By commercial bank standards, those institutions
are very small*

Moreover, both federal- and state-chartered credit
unions had deposits totaling $75.5 billion, while co iercial
bank deposits totaled $1.5 trillion, and savings
institutions totaled $616 billion. Thus, overall, credit
unions are not a serious competitive threat to the taxed
competitors. Indeed, GAO io unaware of any major
protestations by banks or savings and loans that credit
unions enjoy a unfair competitive advantage.
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However, a business- practice test might conclude cnar
at least soe credit unions should be taxed. Same are very
large. The 59 federal credit unions with $100 million or
more in assets (out of a total of 10,962 federal credit
unions) hold about 22 percent at all federal credit union
assets. Also, some credit unionsare broadening their
membership bases. There is tax legislative history pertain-
Ing to the actual savings industry that demonstrates tnar
when some large mutual companies stopped Obehavtngs lixe
true cooperatives, they were taxed. Presumably, if a body
of evidence could show that credit unions have stopped
behaving like cooperatIves--including complex financial
analyses not performed by the PPSCC-then a case for
taxation might be made.

1210 GM AM AsU T O INIF IMMU A OU A0OUTY, FVASIILITY,

The P PSCC concluded that legislative changes would be
needed to implement the recommendaton, and GAO agrees.
Adopting the recommendation would require a change to
federal tax laws (sects. 501(c)(1) and 301(c)(14) of tne ?3x
Code). Such a Change io technically feasible, given tne
changes to the Insurance Induetry tax structure.

IV. GW *UMU1X 01 fAIXUIS SMINA

Since no figures were presented to back the PPSSCC
estimate GAO could not analyse them.

Y. 33L5VAUIT O&0 11UOS

GAO/PAD-81-1 Btllions-of Dollars Are Involved
in Taxation of the Life Insurance
Industry--Some Corrections in the
Law Are Needed (Sept. 17, 1961)

YZ. O CONTACT

Craig Simmons 275-6678
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STATEMENT OF THE

NATIONAL COUNCIL OF COAL LESSORS, INC.

TO THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

ON

PRESIDENT'S TAX PROPOSALS TO THE-CONGRESS

FOR FAIRNESS, GROWTH AND SIMPLICITY

September 26, 1985

Mr. Chairman, Members of the Committee:

I am James Davis, President of the National Council of

Coal Lessors, Inc. We appreciate this opportunity to comment on

the President's Tax Proposals.

The National Council of Coal Lessors is an association

whose members include coal land owners of all sizes from most of

the important coal producing regions in the country -- from small

coal land owners to large corporate coal lessors. I believe that

virtually all of the members of the association would be adversely

affected by the Administration's tax proposals.

Under existing provisions of the Internal Revenue Code,

coal royalties received by lessors of coal lands, subject to

certain limitations, are taxed at capital gain rater, To qualify
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the lessor must retain an economic interest in the reserves trans-

ferred and must have held the property for more than six months at

the date the coal is mined. Capital gain treatment does not apply

to any disposal of coal to a related person or to a person owned

or controlled directly or indirectly by the same interests which

own or control the person disposing of such coal. Percentage

depletion is not allowed on royalties qualifying for capital gains

treatment.

Under the Administration's tax proposals, capital gain

treatment of coal royalties would be phased out over a three-year

period and coal royalties would be taxed as ordinary income. Tax-

ation of such royalties as ordinary income cannot be justified,

would be highly inequitable and contrary to sound public policy.

An outright-sale of a coal property is subject to

capital gain treatment. If an owner sells a, tract of coal land

for $500 an acre, the gain, if any, under existing -law and under

the Administration's tax proposals, is taxed at capital gain rates

for Federal income tax purposes if the owner has had the requisite

holding period.

The basic difference between an outright sale of a coal

property and a disposal contract, such as a coal lease, is that in

a sale ownership is transferred immediately with payment of the

agreed sale price made in a lump sum or in sE.pulated install-

ments; whereas, in a lease, ownership is transferred and stipu-

lated payments per ton of coal are made as mining takes place.
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Historically most tracts of coal lands are not sold out-

right but areieased to coal mine operators. As a consequence,

title to the coal does not normally pass from the owner of the

coal to the operator until the coal is actually extracted. The

pervasive use of a lease rather than an outright sale is dictated

by two primary considerations.

One, neither the owner of the coal nor the coal operator

can know with any precision the quality, quantity and economic

value of the coal until the same is actually mined. Accordingly,

a conventional.coal lease, in order to insure a fair valuation of

the coal itself, provides for a tonnage royalty payable by the

operator to the lessor following extraction and sale of the coal.

Two, because of the cost intensive nature of the coal

mining business, most coal mine operators are unwilling to invest

their capital in the coal itself but prefer to lease the coal so

that they pay for the coal at the time of extraction and sale.

Thus, even though coal land owners would prefer an

outright disposition, practical considerations often prevent them

from doing so. Consequently, the only choice often available to

a coal land owner is to dispose of his assets on a unit-by-unit

basis in the form of royalties via a disposal contract as the coal

is mined and sold by the operator.

Realistically, a le&l-6 f coal land authorizing the

mining of coal in place in consideration for the payment to the
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mineral owner of a tonnage royalty following extraction and sale

of the coal is the functional equivalent of an installment sale by

the mineral owner of a nonrenewable asset. When so viewed, the

substance and ch acter of the royalty payment is the same as the

substance and character of the consideration received by the owner

in an outright sale of the coal property.

accordingly, the income tax consequence with respect to

these two types of dispositions of coal in place should be the

same. The inherent logic of this analysis was accepted by

Congress in 1951 when U enacted legislation according to capital

gain treatment to coal royalties. It is our position that this

treatment properly recognizes that c.al royalties are the

functional equivalent of the sale of a capital asset and are not

in any sense ordinary income.

One of the stated goals of the Administration's tax

proposals to the Congress is fairness. The elimination of the

capital gain treatment of coal royalties clearly would be unfair

to coal lessors who have acquired coal properties or entered into

long term coal leases, or both, on the assumption that coal

royalties received over the term of these leases would be taxed at

capital gain rates. Many coal lessors have invested substantial

sums to acquire coal properties -- often over extended periods of

time. Coal lessors would suffer severe and unjust financial

hardships if coal royalties are now taxed as ordinary income.
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The Administration's tax proposals recognize that

capital gain treatment "encourages the flow of capital to new and

innovative activities that involve high risk yet offer large

economic and social returns." It is important to recognize that -

capital gain treatment of coal royalties was enacted to and will

continue to encourage the development of domestic coal reserves.

Coal is our most abundant energy resource. The

encouragement of the development of domestic coal reserves is

essential if America's effort to achieve energy independence and

to reduce the nation's dependence on imported energy supplies is

to be successful. Among the tax incentives that have encouraged

the development of domestic coal reserves has been the capital

gain treatment accorded property owners who dispose of their

reserves by way of long-term Lease arrangements. The proper sales

classification of coal as a capital asset has unquestionably

stimulated the development of coal properties.

The introduction of the Administration's tax proposals

states that "special subsidies or preferences for specific

industries or sectors should be curtailed except where there is a

clear national security interest that argues to the contrary."

Coal is a vital natural resource essential to our national

security program. With coal representing over 80% of our

country's fuel reserves, its development is essential so we are

not vulnerable to cutoffs of our oil supplies. The future
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development of our domestic coal reserves depends upon fair tax

treatment which encourages the development of and investment in

these reserves.

Government revenue estimates of the cost, on a static

basis, of continuing the capital gain treatment for coal royalties

show that the tax loss is negligible. The loss is so slight as to

be listed as an asterisk in the Administration's revenue esti-

mates. These cost figures ignore the dynamic interaction of the

increased tax liability which in the long term will produce less

revenue as the cost of leases will be raised to the lessee when-

ever possible, thereby further reducing the profit of the lessee.

If capital gain treatment for coal royalties is

repealed, coal land owners will seek higher royalty rates when new

leases are negotiated or old leases renegotiated to compensate for

the increased tax liability. The elimination of capital gain

treatement for coal royalties is only one of a number of the

Administration's tax proposals which would adversely impact an

already.4epressed coal industry. The phase-out of percentage

depletion allowances, excess depreciation recapture, repeal of the

investment tax credit, loss of accrual of reclamation reserves and

the inclusion of certain mining incentives as preference items

under the proposed alternative minimum tax will also affect an

already depressed industry.

The net effect of the Administration's tax proposals on

the coal industry will result in a higher level of tax liability
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which eventually will result in a price increase or a lower level

of profitability or both. The Energy Information Administration

of the Department of Energy in a recent Service Report forecasts a

coal price increase of 4.7 percent over the next five years as a

result of the proposed tax changes. The possible effects of an

increase in the price of coal include the following:

1. Electric utility bills will rise.

2. Coal exports will fall due to higher priced coal.

3. The balance of payments will worsen.

4. - Coal production will fall.

5. Tax receipts from coal royalties will fall because

less coal will be sold.

6. Unemployment will increase.

In summary, a lease of coal lands authorizing the mining

of coal in place in consideration for the payment to the mineral

owner of a tonnage royalty following extraction, is the functional

equivalent of an installment sale by the mineral owner of a

non-renewable asset. Thus, the Congress has properly classified

disposal contracts of coal in place with a retained economic

interest as sales. Fairness dictates the continuation of the

capital gain treatment of coal royalties. Government revenue

estimates of the cost of continuing the capital gain treatment of

coal royalties show that the tax loss is negligible. Sound public

policy mandates a tax policy that encourages the proper

development and management of our coal resources. Therefore, we
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recommend that the existing capital gains treatment of coal

royalties be retained. Coal royalties should be taxed as capital

-gains not as ordinary income.
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Summary Statement of

National Council of Coal Lessors, Inc.

1. Under existing provisions of the Internal Revenue Code, coal

royalties received by lessors of coal lands, subject to

certain limitations, are taxed at capital gain rates.

2. A lease of coal land authorizing the mining of coal in place

'.1 consideration for the payment to the mineral owner of a

tonnage royalty following extraction and sale of the coal is

the functional equivalent of an installment sale by the

mineral owner of a nonrenewable asset.

3. An outright sale of coal property is subject to capital gain

treatment.

4. Accordingly, the income tax consequence with respect to these

two types of dispositions of coal in place should be the same.

5. Thus, Congress has properly classified disposal contracts of

coal in place with a retained economic interest as sales.

6. Fairness dictates the continuation of the capital gain

treatment of coal royalties.

7. Government revenue estimates of the cost of continuing the

capital gain treatment of coal royalties show that the tax

loss is negligible.

8. Sound public policy mandates a tax policy that encourages the

proper development and management of our coal resources.
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EXHIBIT "C"

Illustration of the Present
profits from sale of C

Method of taxing
%1 in Place

Cress Secilo of Land

COAL DEED -

COAL LEASE-

Sale price paid by purchaser in lump sum
or installments. Profit is properly taxed
as capital gain.
Sale price paid by purchaser per ton of
coal mined. Profit is properly taxed as
capital gain.

Since coal leases are sales of undeveloped real
estate held for long term investment, the same
as coal deeds, any profit from sale by coal leases
should be treated as capital gain as the profits
from sales by coal deeds are treated.
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EXHIBIT "D'

COAL CONTRIBUTES OVER $4BILLION
TO THE BALANCE

TRADE BALANCES 1984
$ BILLION BY PRODUCT

GRAINS

AIRCRAFT

PROF. EQ JP

MILITARY EQUIP

OF TRADE

-60 -50 -40 -30 -20 -10 0 10 20

SOURCE: U S. DEPARTMENT OF COMMERCE INTERNATIONAL TRADE ADMINISTRATION & THE ECONOMIST

ELIMINATING THE CAPITAL GAINS TAXATION OF COAL ROYALTIES WILL
ULTIMATELY BE REFLECTED IN HIGHER PRICES MAKING COAL LESS

COMPETITIVE IN WORLD MARKETS AND OPENING THE DOOR TO FOREIGN IMPORTS.
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EXHIBIT "A"

COAL IS AMEWAS ACE IN THE HOLE
I %:% %

KNM RECOVERABLE U. S. efM RESERVES
COAL MAKES UP OVER BOY. OF AMERICA'S RESERVES

BITUMINS AfO SHALE OIL URANIUM OXIDENATURAL GAS
PMAMAL GAS LIQUIDS
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SOURCE: BUREAU OF MiNES
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EXHIBIT "B"

U S DEMONSTRATED COAL REERVE BASE
(BILLION SHORT TONS)

VT7 g~

"y

KEY: DILLI(H SORT TONS

LE 1-9 10-29 30-121

SOURCE: ENERGY INFORMATION ADMINISTRATION
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STATEMEMr OF

THE NATIONAL COUNCIL OF SAVINGS INSTITIUTIONS

COMMITTEE ON FINANCE

UNITED STATES SENATE

THE IMPACT OF THE PRESIDENT'S TAX SIMPLIFICATION PLAN

ON THE FINANCIAL SERVICES INDUSTRY

SEPTEMBER 26, 1985

The National Council of Savings Institutions appreciates the opportunity

to coament on the President's Tax Simplification Plan and its effect on our

member institutions.

The National Council was formed a year and a half ago through the

consolidation of the National Association of Mutual Savings Banks and the

National Savings and Loan League. The Council represents approximately 600

savings institutions with more than $400 billion in assets, with operations or

investments in all fifty states.

The economic climate of the 1980's has created substantial changes for

the members of the National Council and the thrift indup'try in general. The

unprecedented high market interest rates in 1981 and 1982 coupled with the

imbalance in the structure of thrift institution's long-term mortgage assets

and short-term liabilities led to widespread losses in the industry. As

prevailing interest rates declined in 1983 and 1984 and the assets and

liabilities of thrifts were deregulated, the industry as a whole has become
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profitable. Nevertheless, these earnings problems materially affected the

regulatory environment and the structure of the industry.

The large losses incurred in the early 1980's depleted the capital of

thrift institutions. in many cases, the capital base of institutions built

over a period of 50 years was exhausted during a two year period.

Consequently, many firms failed or were merged out of existence. Legal and

regulatory changes implemented to forestall an adverse i act on future

earnings have yielded mixed results to date. The rebuilding of capital

through the restructuring of assets and liabilities by the thrifts is still in

the early stages.

While we at the Council believe that tax reform is desirable and applaud

the efforts of the Administration, we have some important concerns that should

be addressed before we endorse specific tax reforms.

o The corporate rate should be no higher than the 33 percent contained

in the President's Proposal. Under present law the effective tax rate for

thrifts is approximately 31 percent. The repeal of the special bad debt

deduction will increase the effective tax rate, which must be offset by a

lower statutory rate to foster recapitalization of the industry.

o Changes in the bad debt deduction should not include the application

of a retroactive recapture of existing reserves. The proposed recapture of

existing reserves would imediately eliminate a substantial portion of the

existing net worth of the industry.

o Congress should adopt some reasonable method of ccputing bad debt

deductions for all corporations, including thrifts, to provide conformity with
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accounting and regulatory reporting practices.

o Net operating loss carryforwards should be available to thrift

institutions on the same basis as to other corporations. Failure to allow the

carryforward of existing losses created by high interest rates would-

unnecessarily impair the recapitalization of the industry where other

corporations have been given such treatment.

o The reorganization rules for thrift institutions should be changed to

provide similar treatment for FDIC insured thrifts as for FSLIC and state

insured thrifts. The failure to apply comparable rules puts FDIC insured

thrifts on an unlevel playing field with FSLIC and state institutions.

o Cash basis accounting should continue to be available to thrift

institutions. Requiring thrifts to compute income on the accrual basis while

their customers compute income on the cash basis creates an unnecessary

mismatching or revenue to thrifts in relation to recognition by individuals.

TREASURY PLAN PFXVISICNS RELATING TO SAVINGS INSTITUTICS

REPEAL OF BAD DEBT DEDUCTION

A. SPECIAL BAD DEBT DEDUCTIG

During the 1960's, Congress provided thrift institutions with special

taxation rules designed to encourage home mortgage lending and comensate

thrift inatitutigns for limited investment capabilities. Until 1969, the

special bad det% deduction was calculated as 60 percent of taxable income and
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was not subject to preference tax. In 1969, Congress enacted legislation

to reduce this special percentage bad debt deduction from 60 percent to 40

percent on a scheduled basis. In exchange for the reduction of the special

bad debt deduction, thrifts were provided the ability to carryback net

operating losses ten years with a five-year carryforward. Later tax

legislation further reduced the benefit of the percentage bad debt deduction

through inclusion of this deduction as a preference items.

Thrift institutions should be able to adjust to the repeal of the special

bad debt deduction if corporate rates are dropped to at least the suggested 33

percent level. With continued cutbacks in special bad debt deductions

(through preference limitations, the minimum tax, and other restrictions), our

profitable members currently pay tax at an average rate of 31%, and then only

if they qualify for the special bad debt deduction.

In the event that the maximum corporate tax rate is established at 33

percent, then the elimination of the special bad debt deduction would have

less impact. In the event, however, that the maximum effective corporate tax

rate is established at some higher rate, then to provide for an equitable

transition rule, the reduction of the existing special percentage bad debt

deduction over a specif:Led number of years would be preferable to immediate

elimination. This would allow thrifts to adjust to higher effective rates

over time. This approach was taken when the special bad debt deduction was

reduced by the 1969 tax act.

Restrictions in other deductions and credits (the 50% limit on the

investment tax credit for financial institutions, the restrictions on the

dividends received deduction, and increased charitable contributions

limitations) should be eliminated if the section 593 reserve deduction is

repealed.

56-330 0 - 86 - 14
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B. GMEEAL CORPO ATE BAD DEBT DEBDUCrON

While we can accept the elimination of the special bad debt deduction, we

do not concur with the elimination of some acceptable formula for calculating

a bad debt reserve applicable to all corporations. The President's proposal

to adopt the direct write-off method is contrary to proper accounting logic

and will result in tax losses being recognized in periods which differ

substantially from provisions recorded in audited financial statements. For

many years, financial institutions have been required to record loan loss

provisions, based upon estimated loan losses, to properly match revenues and

expenses of each fiscal year. The requirement to adopt the direct write-off

method would result in taxation of some revenue that is never collected. We

believe that bad debt expense for tax purposes based upon the greater of the

allowable percentage bad debt deduction or the amounts estimated for audited

financial statements would provide for an appropriate transitional rule.

This problem would not exist if Congress accepted the basic tax premise

of book income reporting, which requires that a reasonable addition be added

to reserves for anticipated losses. 7his is especially critical for financial

institutions, which must maintain such reserves for regulatory purposes.

RECAPUR OF BAD DEBT RESWES

In conjunction with the repeal of the special bad debt reserve method,

the Proposal would require thrift institutions to recapture a portion of their

existing tax reserves. The purpose is twofold:

1. To prevent a double deduction for debts that become wholly or
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partially worthless after the effective date of the repeal of the bad debt

deduction reserve method.

2. To put thrift institutions on an equal footing with other

corporations and commercial banks by recapturing only that portion of the bad

debt reserve corresponding to the methods that would be repealed under the

President's Proposal, i.e., the experience method or the percentage-of

eligible loans method.

This recapture appears to be straightforward for tax purposes. However,

because of the accounting method used by thrift institutions, the Proposal

would have a severe impact on the financial statement and net worth of savings

institutions. Savings institutions have accounted for the special bad debt

deduction as a permanent difference between book and tax income. To the

extent that the provision requiring recapture of the percentage bad debt

deduction is enacted, the accounting profession will require that the thrift

industry record a liability that would result in a charge to their 1986

financial statements by reducing net worth for the full amount of the

recaptured bad debt allowance at the new effective tax rate. Although the

President's proposal allows individual institutions the option of recognizing

the recapture income in 1986 or deferring recognition over a ten-year period,

the impact on many thrift institutions, and the industry as a whole, would be

to require a current period charge against net worth far in excess of the tax

revenue generated by the recapture. This would obviously reduce industry

capitalization-during a period when capital adequacy is an area of major

industry concern.

Since the Treasury Department has not given an adequate explanation of

how this recapture would work, it is difficult to provide the Committee with

cost figures at this time. If the reserve is recaptured at 0.6 percent, the

Ma. 19M l . r- .'2 -W. Ip I, : .. .. V"IIl - : = -
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current percentage of loans method calculation, we estimate the tax cost to be

approximately $1 billion. Nevertheless, the transfer of the funds required by

recapture would be a direct reduction in net worth and could cause some thrift

institutions to fall below the regulatory net worth level. This would

compound the effect on the institutions and would increase the cost of

recapture substantially. Whether actual payment of back taxes on this amount

are spread over ten years or not, the effect on a thrift's financial statement

and net worth is the same-devastating. Recapture should not be enacted as

part of tax reform.

NET OPERATING LOSS CARRYOVER

The President Proposal provides for the repeal of the special net

operating loss carryback rules (10-year carryback, 5-year carryforward)

-allowed to financial institutions. The President's Proposal provides that

thrift institutions use the same carryback/carryover as other corporations.

During the period since 1979, the thrift industry has experienced substantial

deregulation, which took the form of elimination of controls over deposit

rates and limited increases in investment authority. Unfortunately, large

fluctuations in the general level of interest rates resulted in violent swings

in the industry's cost of funds, while contractual long-term asset rates

remained relatively unchanged. This created substantial losses for thrifts.

These deregulation losses should be available to offset future income so

that surviving institutions can maximize retained earnings and capital and

restore our industry to its prior strength. Present law provides an 18-year

period for corporations to average income (15-year carryover and a 3-year

carryback). In contrast, financial institutions are currently permitted only

a 15-year period under present law (5-year carryover and a 10-year carryback).
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Many financial institutions have been unable to effectively utilize their

10-year carryback since the amount of recovery was not significant in relation

to the accu.mulated net operating losses incurred in the period of deregulation

and high interest rates.

The real problem with this proposal is the transition rule. It is

inequitable to convert thrift institutions to regular corporate rules but not

let them use the NOL rules available to regular corporations- When the NOL

carryforward was extended from 7 to 15 years in 1981, the provision was

effective for losses incurred from 1976 and on.

In order to-provide for equitable transition, the thrift industry

believes that the President's Proposal should be modified so that existing

losses are covered in the extension of the net operating loss carryforward.

REORGANIZATION RULES FOR FINANCIALLY TROUBLED THRI FTS

In 1981, Congress adopted section 597 which provided that payments made

by the Federal Savings and Loan Insurance Corporation (FLSIC) to assist the

merger of ailing institutions were non-taxable. The provision was introduced

during the Senate consideration of the Economic Recovery Tax Act of 1981

(ERTA), and the taxability of payments made by the Federal Deposit Insurance

Corporation (FDIC) to thrift institutions was simply overlooked. The payments

of the FSLIC, FDIC and state deposit insurance agencies are identical. The

President's Proposal now recommends that section 597 be repealed effective

1991. These rules should be clarified so that these financial assistance

payments are taxed in the same manner for the period that section 597 is in

effect. Otherwise, FDIC apd state insured institutions will be at a

/

Ii
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competitive disadvantage to FSLIC insured institutions. There appears to be

no reason to treat deposit insuring agencies and the assistance given by them

differently. Regulatory-assisted acquisition transactions were structured

based on the expectation that such assistance would be tax free. If the

assistance were to be taxable it would change the economic value of the

agreements, thereby extending the period of time it will take the thrift

industry to revitalize.

CASH METHOD OF ACCENTING FOR TAX PURPOSES

The President's Proposal restricts the use of the cash method of

accounting for tax purposes. Taxpayers would be required to switch to an

accrual basis for tax purposes unless the business has average gross receipts

of $5 million or less. Even businesses with $5 million or less in annual

gross receipts would be required to use the accrual method of accounting for

tax purposes if used for any other purpose (such as for financial statements,

for credit purposes, etc.).

The stated purpose for this proposal is to more accurately match income

and expenses. Nevertheless, mostjhrift customers are cash method taxpayers.

Under this proposal, a savings institution would accrue interest income even

though a cash basis taxpayer had not yet taken an interest deduction because

the interest was not yet paid. This would distort the timing of, and thereby

mismatch, the taxation of revenue to thrifts versus deductions by individuals.

Requiring the thrift industry to adopt the accrual method would result in

thrift's being required to pay tax on such income prior to collection, and in

some cases, such income may never be collected on defaulting loans.

This mandatory accounting change, when combined with the elimination of
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V reserve method for bad debts deductions, is a double squeeze on the net

worth of financial institutions. This is particularly onerous at a time when

the thrift industry and federal insurance corporations are trying to rebuild

capital and net worth after the economic downturn caused by high interest

rates and deregulation.

CONTIBTION TO SPOUSAL IRAs

The President's Proposal would increase the deductible amount of

contributions to spousal individual retirement accounts (IRAs) to $2,000 per

year. The Council commends the President for inclusion of this measure, which

would increase long-term savings and fit well with our members' mortgage

lending orientation.

DEIXCTIBILITY OF INTEREST EXPENSE TO

CAMRY TAX-EXEMPT SECURITIES

Under current law, financial institutions have been allowed to invest in

tax-exempt securities without losing their deductions for interest paid on

deposits and short-term obligations. Since 1982, however, the deductible

amnts invested in tax-exempt securities have been subject to the corporate

tax preference cutback of 20%. The President's Proposal would further

restrict this deduction.

Our tax survey shows that this provision would substantially'affect a

number of our members. Investment in tax-exempt securities contributed a

substantial amount of income to s ne of our ie Iers, particularly savings
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banks. We have no doubt that our institutions will restructure their

investments toward higher yielding taxable securities if the deduction

attributable to interest on tax-exempts is repealed. We do, however, have

concerns about the effect of this action on the value of tax-exempt securities

currently held and would urge reconsideration of the repeal.

TREATMENT OF INTEREST EXPENSE

The President's Proposal has a variety of provisions that affect how

individuals account for interest expense. First, the plan would retain the

deductibility of interest incurred to carry a home mortgage on a primary home.

This is, of course, an absolutely necessary provision from our viewpoint. If

we are to continue to be a nation of homeowners, the deductibility of interest

on home mortgages must continue. On the other hand, the plan limits the

deductibility of interest paid for other consumers goods, including second

homes. We do have fears over the effect of this limitation on the economy in

general and in our existing consumer loan portfolios in particular. This part

of the President's Proposal should be thoroughly reviewed to determine its

true economical impact.

CONCWSION
/

This statement has focused on specific provisions affecting thrift

institutions as corporate taxpayers.

The Council is also concerned over the general economic impact of the

proposed reform on budget deficits and housing. Tax reform must not add to

the existing federal deficit which we believe to be the major problem facing

this nation.
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The National Federation of Community Development Credit

Unions (NFCDCU) represents 100 credit unions which serve low-

income urban and rural-communities in 33 states, the District of

Columbia, and Puerto Rico.

Of our current membership, only a handful would stand to be

taxed under the present proposal, which sets the ceiling for

exemption at $5 million. Nonetheless, we strongly endorse the

positions of our colleagues of CUNA and NAFCU in urging that the

tax-exempt status of all credit unions--whatever their size--be

retained.

Why does it matter to our member credit unions in East

Harlem or Newark, in Marianna, Florida or Tempe, Arizona, whether

larger credit unions are taxed? Why do the low-income credit

unions we serve--mostly with assets of several hundred thousand

dollars to several million--care whether Navy Federal Credit

Union or Pentagon Federal Credit Union, with assets over $1

billion, are taxed?

Because we are all part of a family. Because we are all

cooperatives With the same legal structure. Because we are all

providing a service, without profit, to growing numbers of the

general public. And because, in a time of great turmoil in

banking, that service is increasingly vital to the overall health

of our nation's financial system.

National Federation of Community Development Credit Unions -1-
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Let me elaborate on this issue of service, in order to

illustrate what credit unions in general--and low-income, or

community development, credit unions in particular--mean in the

current financial environment.

In the spring of 1984, our organization was engaged to

consult on a problem which has become increasingly common in low-

income areas. One of New York City's major commercial banks had

decided to close a branch on the Lower East Side, which had

served a low-income neighborhood for decades. In the last few

years, since deregulation, it had simply become unprofitable for

the bank to keep this facility open. There were too many small

depositors, too few large customers. Twelve million dollars in

deposits were simply not enough to keep this branch out of the

red. They made a rational business decision: Close the branch.

But here is the problem. There is no other financial

institution to serve the market which that bank is abandoning--a

100 square block area with tens of thousands of residents, most

of them poor, many of them Senior Citizens, many of them re-

cioients of public assistance, many low-wage working.people.

These people now have to spend a portion of their severely

limited income on bus fares to banks in other neighborhoods and

on check-cashers' fees. They have no place to save, and no place

to borrow at reasonable rates.

No other bank would come into the neighborhood. None be-

lieved it was possible to make a profit.

National Federation of Community Development Credit Unions -2-
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And so, the National Federation was asked to help organize a

credit union in the former bank facility. We studied the feasi-

bility of the project, and came to understand very well why no

profit-oriented institution would touch this neighborhood.

But our research also indicated that a credit union--because

it is nonprofit, because it uses volunteers, because it is a

cooperative, and bgecaune it A taz-axam --can fill this gap in

the banking market. Over the past year, we have worked with the

people of the Lower East Side to raise nearly $1 million in

deposit pledges to establish a credit union, which would provide

financial services to a market which no bank wants. If the

National Credit Union Administration sees fit to grant a charter,
the Lower East Side Feoples Federal Credit Union will open its

doors in January 1986.

There are many gaps in our banking system, and many emerging

problem areas that have attracted increasing attention from Con-

gress. We have seen a wave of branch closings and a rising

tide of bank service fees. The National Federation is optimis-

tic that credit unions would be able to fill many of these gaps,

without the development of prescriptive legislation that will be

resented and opposed by banks. But if Congress chooses to tax

credit unions of $5 million or more, we believe it will become

increasingly difficult for credit unions to play this positive

role.

Our research indicates that the break-even point for a

credit union offering the most basic financial services to a

customer base of several thousand low-income peoples is, today,

National Federation of Community Devel~pment Credit Unions -3-
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probably not less- than $3 million--and this assumes a low

interest-rate environment, with-major sources of non-interest

sensitive funds. The break-even point will approach the $5

million mark quite quickly, if high inflation and interest rates

return. To provide a level of service to low-income consumers

which remotely resembles that of banks would probably require

closer to $10 million in deposits.

Small may be beautiful. But to be effective in addressing

the problems of low-income individuals and poverty communities,

to have the capacity to produce visible improvements in the face

of low-income neighborhoods--a credit union must-have the ability

to grow larger.

Community development credit unions have learned the hard

way that it is not possible to depend on government grants and

handouts. We understand the problems of the deficit, and the

difficulties of federal anti-poverty efforts in the past. But at

the same.time, we do not wish to see the federal government

cripple the development of self-help, financial cooperatives, by

establishing dinincentives for growth.

We need more--many more--credit unions serving the people

who banks can't profitably service. And we need those credit

unions to grow freely, so as to achieve the economies of scale

without which serving the small depositor, saver,or borrower

becomes prohibitively expensive.

This movement is about mutual cooperation. Within our fede-

ration, the two largest of our low-income-credit unions, with

assets of $11 and $50 million respectively, have both been active

National Federation of Community Development Credit Unions - -4-
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in helping the smaller ones, even at some cost to themselves.

And similarly, credit unions in the mainstream of American so-

ciety have offered assistance to our Federation and to our indi-

vidual credit unions. We hope that the Committee will see fit to

-encourage and nurture this process of cooperation by recommending

the continuation of the present tax-exempt status for all credit

unions.

Clifford N. Rosenthal
Executive Director

National Federation of Community Development Credit Unions -5-



383

STATEMENT

of the

THE NATIONAL STONE ASSOCIATION
THE NATIONAL SAND AND GRAVEL ASSOCIATION
THE NATIONAL INDUSTRIAL SAND ASSOCIATION

to the

Committee on Finance

United States Senate

September 26, 1985

The Impact of President Reagan's Tax Reform Proposal on the Mining Industry



384

The National Stone Association, the National Sand and Gravel Association, and the

National Industrial Sand Association appreciate this opportunity to present our con-

solidated views on President Reagan's tax reform proposals being considered by the

Senate Finance Committee.

Membership in the National Stone Association is comprised of stone quarry operators

throughout the United States, producing 70% of the total volume of crushed stone

used in construction aggregates in this country. Our industry is the largest non-fuel

mining industry in the country. The most recent Bureau of Mines report, for 1984,

indicates that 950 million tons of crushed stone were produced in 48 states at a

value of $3.8 billion. Our membership of stone producers is augmented by

companies that manufacture mining and mineral processing equipment, machinery and

supplies.

The National Sand and Gravel Association has been the recognized spokesman for

the sand and gravel industry for more than 69 years. The association's membership

produces a substantial majority of the sand and gravel sold annually in the United

States. The most recent Bureau of Mines report, for 1984, indicates that construc-

tion sand and gravel, valued at $2 billion, was produced by 3600 companies from

5,000 operations in 50 states.

The National Industrial Sand Association was organized in 1935 and represents a

large majority of the industrial sand produced annually in the U.S. The industrial

sand industry is small, as measured by tonnage, when compared to other extractive

-1-
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industries. Many of these companies are still romn by family owner-operators. The

BurIu of Mines repor t for 1984 indicates thot industrial sand valued at $370 million

%as pdncd by 97 companies from 176 operations in 35 states.

Statistics from Itke. Bureau oL Mines help illustrate the varied and important uses of

aggregates. About 65% of the tonnage of crushed stone produced is used as

(:onstriuction aggregates, mostly for highway and road construction and maintenance,

12% for cement and lie manufacturing, 2% for agricultural purposes, and 21% for

other uses. For construction sand and gravel, about 38% is used as aggregate in

concrete for residential and non-residential buildings, highways, bridges, dams, and

other concrete products, 22% in road bases dnd coverings, 17% for construction fill,

14% as asphaltic concrete aggregates and other bituminous mixtures, and 9% for

other purposes. About 35% of the tonnage of industrial sand is used as glassmaking

sand, 25% as foundry sand, 7% as abrasive sand, and 33% for other miscellaneous

uses.

The memberships of our three association over the years have been supporters of

President Reagan's economic recovery programs and we agree with the current goals

set forth in the Administration's plan for tax reform --- fairness, growth, and sim-

plicity. While we strongly support certain aspects of this tax reform proposal,

among them a top corporate tax 'ate of 33%, we fear some components will cause

irreparable harm to our industries' well being and feel that this package retreats

from the capital formation provisions contained in the Economic R~covery Act of

1981.

An analysis by Arthur 0. Little, Inc. for the American Mining Congress indicates

that under the reform proposal by the President ?.be domestic mining industry would

-2-
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experience a significant increase in effective tax rates, while investments would

decline along with employment in direct and indire,:t mining industries.

We consider the strength of our three industries intrinsic to our nation's continued

economic well being. Basic and fundamental characteristics of our industries are

high risks, cyclical prices, large investments, and long lead times to bring new

mineral deposits into production. Decades of effort and huge financial expenditures

present challenges to our industries that many others do not confront. The present

-tax code recognizes these characteristics and offers a variety of incentives upon

which the mining industry has come to rely and plan. Foremost among these

incentives, and certainly unique to the extraction of natural resources, is percentage

depletion.

Although the method of calculation for the percentage depletion allowance has been

revised, and its merits debated through the years, Congress has for over three

decades repeatedly endorsed the basic concept of special treatment for depletable

assets. The depletion allowance has become an integral part of the economics of

our industries and Its maintenance is necessary to avoid serious dislocation.

Industrial and economic development Is often critically affected by the availability

of aggregates.

Mineral resources are "wasting assets" and they are therefore non-renewable. To

meet our nation's needs--both public and private---new mineral reserves must be

found and developed constantly. Percentage depletion helps make possible that ex-

pansion. Congress In the early 1930's expanded the then existing depletion allowance

to Include the Important minerals produced by our industries. In the Mining and

Mineral, Policy Act of 1970, the Congress recognized that it was our national policy

-3-
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to foster and encourage private enterprise in the development of an economically

sound domestic mining industry, and in the orderly and economic development of

domestic mineral reserves. Tax reform should not alter this successful mineral

policy, nor should reform inadvertently debilitate certain industries. We fear this is

likely with the adoption of the Administration's tax reform proposal with respect to

percentage depletion and believe its elimination will seriously impede the growth of

the domestic mining industries. Collectively, we estimate that our three industries

will incur costs of over $300 million annually should eF'centage depletion be

repealed.

Our industries need the incentive offered by percentage depletion in order to

develop and produce marketable products efficiently if we are to grow and meet

the continuing demand for minerals basic to the construction needs of the nation.

That demand is ever-increasing with the building and rehabilitation of our nation's

roads, highways and infrastructure. Any decline in our Industries' ability to meet

these needs will negatively impact our nation's construction industry, and, ul-

timately, our economy as a whole. While the companies-which make up our indus-

tries may not have the luxury of being "household names", we are an integral part

of everyone's daily life. Aside from the obvious interplay we have with the con-

struction industry, natural resources---along with our nation's agriculture---provide

virtually all the raw materials supplied to manufacturing and processing plants.

While we may be considered "behind the scenes", our products provide a foundation

which is vital and real to all aspects of society,

We strongly believe that it is counter-productive to assault needed tax incentives

which have historically proven their worth. Depletion, for mining, like depreciation,

for all businesses, is an ordinary and necessary business expense. In both cases, the

-4-
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taxpayer is allowed a deduction in recognition of the fact that an asset---in the

case of depletion, the aggregate reserve itself---is being consumed.

The revenue gain puroortedly to be generated for the Federal Treasury through the

proposed five year phase-out of percentage depletion for all extractive industries is

$2.1 billion. However, the amount of revenue gained from our industries alone

would be relatively insignificant and out of proportion to the negative impact of

percentage depletion's repeal. Mining is a capital intensive industry with adequate

cdsh flow being imperative to our industries' financial stability. The percentage

depletion allowance often accounts for that necessary cash flow. Even a small re-

duction in cash flow can mean the difference between continued production or aban-

donrnent of a mining operation.

The repeal of percentage depletion would inevitably result in higher costs of opera-

tion. These higher costs would either be passed on to the consumer or necessary

exploration and development activity would have to be reduced. Many deposits now

held in reserve may not be deemed economical to mine. We already are ex-

periencing a mineral shortage, particularly in urban and suburban areas where

zoning laws have restricted minerals' availability. Generally, it is uneconomical to

transport minerals of our industries gecat distance. Adding an additional financial

burden through changes in the tax code will either increase costs further or

exacerbate those shortages.

The elimination of percentage depletion in our view is not based on sound economic

judgement. Rather, it appears to be based on the need to satisfy the perceived

public concern with respect to certain oil and gas tax preference items. In main-
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training percentage depletion for only small oil and gas wells, the Administration

seems to have ignored the very real value of percentage depletion to other extrac-

tive industries.

Our industries are generally composed of small-to-medium sized operations with

modest profit margins. Only recently have many of our operations begun to exper-

ience the economic recovery that other industries in our nation have enjoyed for

several years. Some producers who were crippled by the recession may never

recovery fully If they are stripped of the percentage depletion allowance, the in-

vestment tax credit, the expensing of exploration and developrhent costs and the

accelerated cost recovery system.

Our three industries are extremely capital Intensive. Equipment necessary to quarry

and process minerals is very costly. Without the benefit of the Investment tax

credit, the average mining operation woula not be able to replace its plant equip-

ment often enough to benefit from technical and safety-oriented engineering ad-

vances. Maintenance costs on older equipment would rise sharply and the economic

viability of many operations could soon be In jeopardy. This has already been the

case with other capital intensive industries. The Investment tax credit is a neces-

sary economic incentive not only to us, but to all capital intensive industries. It was

first proposed by President 3ohn F. Kennedy and subsequently reindorsed by

President Reagan in his 1981 tax bill. It has proven over the years to be an effec-

tive economic stimulus critical to the revitalization of the country's industrial base.

In addition to percentage depletion and the investment tax credit, we would like to

briefly address other components of the Administration's tax reform proposal that

would negatively impact our industries.

-6-
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We oppose the Administration's plan to classify as a preference item 90% of the de-

ductible portion of mining exploration and development expenses, and subject this

amount to the proposed alternative minimum tax. We note that research and de-

velopment costs are not included in the Administration's proposal to be taxed in this

manner. To our members, exploration and development costs are our R&D. This,

we feel, will be an unfair burden and creates still further reductions in cash flow.

The plan to replace the current accelerated cost recovery system (ACRS) with the

capital cost recovery system (CCRS) can only further retard capital formation. The

CCRS adds a new dimension of complexity to the depceciation of assets with no

identifiable advantage. ACRS has proven to be efficient and an effective stimulus

for economic growth and therefore should be retained.

Our associations have consistently opposed the establishment of a minimum tax and

therefore continue to oppose any effort to further expand this pernicious tax item.

Noted economist Paul Craig Roberts, writing in V islness Week, May 6, 1983, In-

dicated that a corporate minimum tax has in the past decreased mining output.

We also associate ourselves completely with the position of the Associated General

Contractors and other groups opposed to changes in the completed contract method

of accounting.

We hope the Senate Finance Committee will take these formal ctjmnents into con-

sideration as final tax reform legislation is drafted. We look forward to working

with Congress and the Administration to fashion a tax reform bill that provides real

simplicity and equity without sacrificing capital formation provisions of the existing

code that are critical to the economic recovery of our nation.
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BEFORE THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

THE IMPACT OF PRESIDENT REAGAN'S
TAX REFORM PROPOSAL ON FINANCIAL INSTITUTIONS

AND ON THE MINING INDUSTRY
(HEARING DATE THURSDAY, SEPTEMBER 26, 1985)

WRITTEN STATEMENT
OF THE

WESTERN COAL TRAFFIC LEAGUE

This statement is submitted on behalf of the Western

Coal Traffic League ("WCTL") in connection with the Committee's

consideration of the impact of President Reagan's Tax Reform

Proposals on financial institutions and the mining industry.

WCTL is a voluntary association formed in 1976 to

represent the interests of its members before the Congress, the

courts, and agencies of the federal government in matters related

to the acquisition and transportation of bituminous coal. Its

members are identified in Attachment A to this Statement. The

common interest between its member organizations is that each is

a major utility or industrial shipper and consumer of bituminous

coal mined from sources west of the Mississippi River. WCTL'e

membership is a diverse one which includes municipalities,

industrial corporations, public districts and utilities of all
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types. Collectively, its members consume almost 75,000,000 tons

of bituminous coal annually. The lion's share of this enormous

consumption comes from Western producers who supply coal to WCTL

members under long-term agreements, whose minimum terms are about

10 years.

While several provisions of the President's Tax

Proposals for Fairness, Growth and Simplicity will have a sub-

stantial financial impact on the coal industry -- and those

segments of the economy which rely upon it -- in general, the

issue of primary concern to WCTL's members as consumers of coal

is the proposed repeal of percentage depletion allowances.

Elimination of the depletion allowance would impact directly on

electricity consumers and taxpayers in the form of increases in

fuel costs which would result from the additional tax liabilities

coal suppliers would be required to bear. 4 recent study of the

economic effects of the tax reform proposals on the coal industry

suggests that repeal of percentage depletion will cause in excess

of $900 million in additional tax liability for the coal indus-

try -- a cost which will be passed on in one way or another to

utilities and other coal users. I/ In light of these facts, WCTL

urges this Committee to consider the hardship that additional tax

liability of the magnitude proposed would cause for coal purcha-

sers, and for the ratepayers and customers of these coal

consumers who must ultimately absorb such increases.

1 Price Waterhouse, The Economic Impact of the President's Tax
Reform Proposals On the Coal Industry.
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WCTL's principal objections to the proposal to repeal

percentage depletion allowances for coal producers may be grouped

into three basic categories, each of which will be addressed

below: the direct impact on future fuel costs, the indirect

impact on coal prices as a result of a reduction in competition,

and the conflicts between the depletion allowance proposal and

national energy policy goals.

As noted above, much of the coal in the West is

marketed pursuant to long-term purchase agreements. Although

most WCTL members and other utilities depend upon long-term

agreements for their base fuel requirements, most utilities also

obtain large quantities of coal each year on the so-called "spot

market." The need for spot coal arises as a result of many

causes, including interruptions in production by the long-term

supplier, increases in peak electrical load demand necessitating

purchase of incremental fuel above contract levels, short-term

supplies during periods of resourcing or renegotiation, etc.

The prices that a utility pays for spot coal are

unprotected that is, they are subject to the vagaries of the

market place. In general, spot coal prices are set on a full

cost recovery basis, the producer establishes a price sufficient

to cover all costs and taxes, plus generate a return sufficient

to Justify investment in fixed plant facilities, etc. An in-

crease in taxes naturally reduces the producer's return, and must

in turn result in a direct increase of the mine mouth price if

the producer is to maintain its prior level of profitability.



395

-4-

One immediate result of the proposed repeal of depletion

allowances, therefore, will be a likely increase in spot coal

prices to utilities and other coal receivers, in a magnitude

equal to the hundreds of millions of dollars in additional taxes

which the repeal will mean for coal producers.

The direct coal price impact is not limited to spot

coal, however. While the effect may not be universal, it is also

the case that many coal receivers will feel the effects of per-

centage depletion repeal in the prices which they pay under long-

term supply agreements.

Many long-term co2l contracts are confidential and/or

proprietary documents, and therefore their terms cannot be

revealed publicly. Several of WCTL's members, however, are

public or municipal entities, whose coal supply agreements are in

the public domain. One example illustrates how. many long-term

agreements will automatically require buyers to absorb any and

all additional tax liability caused by a reduction in the federal

percentage depletion allowance. The following is excerpted from

a contract to which the City of Austin, Texas and the Lower

Colorado River Authority are signatories:

The price of coal delivered hereunder
shall be increased or decreased from the Base
Price in the same amount that the cost per
ton of mining coal at the Mine is increased
or decreased by new, additional or reduced
taxes (or changes in the rates of said taxes)
of any kind whatsoever, enacted or effective
after Match 31, 1974. This provision shall
not apply to costs relating to (1) state or
federal taxes on net income (excepting that.a
reduction in the federal percentage depletion
allowance shall be deemed to be an increase
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in cost within this 2!qLo.iL_O, (2) taxes
specified in Section 9.03, and (3) transfer
tdxos provided for in Section 9.07. (empha-
sis supplied.)

This section clearly reveals how the buyer's price for each ton

of coal acquired under contract is directly affected by a change

in the amount of the federal percentage depletion allowance. As

an adjustment in the cost of fuel, such cost increases would, in

turn, be passed through to the utility's ratepayers.

Like the big oil and mining companies, WCTL's members,

in most instances, pass increases in their coal prices on to the

electric consumers. Most of the member companies operate in

jurisdictions where fuel cost increases are immediately and

directly addeo to the customer's bills. A few members must first

secure regulatory permission to pass on the royalty increases.

Invariably, however, whatever the regulatory arrangements are,

the individual electric customers would pay the additional tax

liabilities incurred as a result of a repeal of the percentage

depletion.

The second area of major concern to WCTL and its

members is the long-term effect on coal prices which percentage

depletion repeal could have as a result of its impact on compe-

tition in the coal industry. ,

' Coal, mining is one of the most fiercely competitive

industries in the United States. Today, for a variety of rea-

sons, the coal market is very soft, with low prices maintained by

an effective competitive balance among many concerns involved in

the industry. Not all of these companies, however, are on sound
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financial ground, and many are currently operating at or near the

margin. Indeed, it is quite likely that for a number of com-

panies presently engaged in the production and sale of coal, the

deductions in gross income made possible by percentage depletion

-- and thus, the resultant reduction in income tax liability --

may mean the difference between net profit and net loss on an

operating basis. An elimination of percentage depletion, with

the resultant increase in tax liability to coal producers, may

push such companies into the red, and result in a net reduction

in the number of producers participating in each market.

In the West, repeal of percentage depletion can be

expected to have a retarding effect of the opening of new mines,

the expansion of existing mines, and the exploitation of new

leaseholds, in addition to the more drastic impact of a genuine

reduction in the number of coal companies in the marketplace.

The result of these developments, of course, would be a reduction

in the rate of supply and a contraction in the number of compet-

itors vying to meet user demands. The combination of these two

forces most assuredly will produce higher prices over the long-

term, prices which -- as noted above -- will be paid in the first

instance by utilities and other coal users, but ultimately will

be borne by electric ratepayers and consumers.

Finally, WCTL submits it would be contrary to the

declared national policy of encouraging private development of

domestic energy sources in an economically sound environment and

the promotion of independence from foreign fuel suppliers if
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Congress were to adopt tax modification proposals which would

have the effect of imposing'such significant additional costs on

the U.S. domestic coal industry. Without exception, WCTL members

in the past burned huge amounts of natural gas and oil in their

operations. WCTL members were encouraged -- indeed, frequently

compelled -- in the national interest to convert from scarce oil

and gas to abundant western coal. This encouragement came

largely from the federal government, which was deeply concerned

over the nation's energy crisis during the early 1971's. The

goal was to ensure a stable, long-term supply of doumestically

produced energy at a reasonable cost. WCTL members committed

millions of dollars/of capital to the construction of new coal-

fired plants, to fleets of railroad cars, and, in some cases, to

coal mining equipment. These enormous capital outlays were

matched by massive investments by domestic energy companies in

new coal leases and development facilities, all in the interest

of the national goal of energy independence so forcefully pursued

through the 1970's.

By following the Presider*'s percentage depletion

proposal and dramatically increasing tax liabilities, however,

the Congress would in a sense be reneging in the ba;,ain which it

made with domestic energy producers and users in the 19P0's. It
is demonstrably unfair for the federal' government to exploit coal

producers and consumers when it was-the federal government which

either required or encouraged most of these same interests to

turn to U.S. coal in the first 1ace. The removal of established
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tax incentives would place U.S. mining firms at a new disadvan-

tage compared with foreign producers that are wholly or partially

owned, operated or subsidized by foreign governments which can

easily increase production, in many cases based on their need for

foreign exchange and employment rather than on the free-market

economics of supply and demand.

For the several reasons discussed above -- which are

admittedly but a part of the serous problems facing coal-

dependent electric suppliers and users under the proposed tax

reforms -- WCTL respectfully urges the Committee to weigh the

effect of the President's proposals on coal producers, and

ultimately on consumers and to maintain the depletion allowance

for the coal industry.
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ATTACHMENT A

MEMBERS

WESTERN COAL TRAFFIC LEAGUE

Arizona Electric PQwer
Cooperative, Inc.

Benson, AZ 86502

Celanese Chemical Company
Dallas, TX 75247

Central Louisiana Electric
Company, Inc.

Pineville, LA 71360

Central Power & Light
Corpus Christi, TX 78403

City of Austin
Austin, TX 78767

City of Colorado Springs
Colorado Springs, CO 80947

City Public Service Board
San Antonio, TX 78296

Iowa Public Service Company
Sioux City, IA 51102

Kansas City Power & Light
Kansas City, MO 64105

Kansas Power & Light Company
Topeka, KS 66601

Lower Colorado River Authority
Austin, TX 78767

Minnesota Power & Light
Duluth, MN 55802

Oklahoma Gas & Electric
Oklahoma City, OK 73101

Omaha Public Power District
Omaha, NE 68102

Tuco,-TiC -'
Amarillo, TX 79106

Unitrain, Inc.
Des Moines, Iowa

UtilityFuels, Inc.
Houston, TX 77046
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