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ADMINISTRATION’S FISCAL YEAR 1984 BUDGET
PROPOSALS—II

TUESDAY, JUNE 28, 1983

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washinton, D.C.

The committee met, pursuant to notice, at 10:03 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Robert Dole (chair-
man) presiding.

Present: Senators Dole, Danforth, Long, Moynihan, and Bradley.

Also present: Senator Metzenbaum.

[The Fress release announcing the hearing and the opening state-
ment of Senator Dole follows:]

FiscaL YEAR 1984 BupGeTr PROPOSALS

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

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

“Any new revenue—if needed—should come from tax reform not tax increases.
The hearings 1 am announcing today should assist the Finance Committee in pre-
paring to implement any balanced and responsible budget compromise that may
emerge,” Senator Dole concluded.

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

The following is a schedule of hearings:

TAX EXPENDITURES

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

PREPARED STATEMENT OF SENATOR DoOLE

TAX EXPENDITURES IN HISTORICAL PERSPECTIVE

Seventy years ago, the Sixteenth Amendment to the Constitution was adopted
authorizing the taxation of income “from whatever source derived”. In the same
year, Congress imposed a graduated individual income tax, with tax rates ranging
from one percent, to seven percent. That 5%)6) rate of seven percent was reserved for
those taxpayers whose income exceeded $500,000.

(8))



2 .

Last year, the maximum Federal income tax rate of 50 gercent was imposed, for
married couples, on income earned in excess of $85,600. But, as everyone in this
room today knows, the Federal income tax was not imposed equally on all incomes
“from whatever source derived”, as the Constitution permits. Rather, it was im-
posed quite differently on different individuals, and corporations, with similar eco-
nomic incomes.

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

" TAX EXPENDITURES IN ECONOMIC PERSPECTIVE

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

PURPOSE OF HEARINGS

Let me state that it is not my view that all tax preferences should be eliminated,
or that, as a matter of principle, the tax code should be used only to tax economic
income, strictl‘\; defined. My point i8 that we are in no imminent danger of achiev-
ing either of these goals. To the contrary, the abundance of tax expenditures have
contributed to the complexity of the tax system, the perceived unfairness of the tax
system, and the necessity for keeping tax rates higher than they would be if we did
{n:; provide exceptions, exclusions, and preferences almost as much as we impose

es.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

[(The letter follows:]

U.S. SENATE,
Washington, D.C, June 24, 1983.
Hon. RoserT DoLg,
Chairman, Senate Finance Committee,
Washington, D.C.

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

We ielieve that tge Budiet Resolution that passed the Senate is economic insan-
ity, and we greatly regret that the Senate did not defeat the resolution. The country

needs recovery far more than a budget resclution that raises $73 billion in taxes at
just the time that economic stimulation and growth are needed.

)
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In order to deal with deficits, this resolution should have focused on spending
cuts, not tax increases. Instead, this measure is $15-22 billion over the President’s
request for total spending for fiscal year 1984. This resolution will insure that fully
24 percent of the nation’s output will be consumed by the federal government's on-
budget outlays alone. That's 24 percent that is denied to the private sector which
would otherwise use it for job creation and economic growth. Including off-budget
items and state and local government, at least 40 percent of the GNP will be ex-
tli)alc%ed from the private sector. There is only one word for this situation: Intoler-
able! -

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

In the last ten months, the Finance Committee a $267 billion tax increase
in TEFRA, a $22 billien gas tax increase and a $56.3 billion Social Security tax in-
crease. Enough is enough. We flatly refuse to vote for another major tax increase at
this stage in the economic recovery.

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

Sincerely,
WirLuiaMm V. Rotn, Jr.,
WiLL1AM L. ARMSTRONG,
StEVEN D. Symms,
MavrcoLm WaLLoP,
CHARLES E. GRASSLEY.

The CHAIRMAN. Senator Long, do you have anything?

Senator LoNG. No comments at this time, Mr. Chairman.

The CHAIRMAN. Pat. -

Senator MoyNIHAN. Yes, Mr. Chairman, I would just like to take
note of all of the things you said and to put it in a certain context.
The Lord works his way in—no, I should ask Senator Danforth.
How is it the Lord works his way? In a wondrous manner?

Senator DANFORTH. You tell me. }Laughter.

Senator MoyNiHAN. I think he’s forgotten already.

But just 2 years ago we adopted the 1981 legislation, the Econom-
ic Recovery Tax Act, which had foregone about $750 billion in rev-
enues over a 5-{ear period. The New York Times had a financial
section article by Professor Nordhaus of Yale, who had been a
member of the Council of Economic Advisers under President
Carter, on the 1981 act. It was a long lament for the demise of tax
reform, commenting that there was no tax reform in ERTA and
that this great and honorable tax movement had now succumbed to
the forces of greed and aggrandizement. )

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

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

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

Thank you. ,

The CHAIRMAN. Thank you.

Senator Danforth.

Senator DANFORTH. We are happy to have as our first witness of
the morning, Senator Howard Metzenbaum from Ohio.

Senator Metzenbaum, we are pleased to have you here. Your
entire statement will be made a part of the record, and you may
proceed in any way you wish.

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

Senator METzZENBAUM. Thank you, Mr. Chairman.

Mr. Chairman, this is a hearing on what might properly be
called fairness and equity, because I think the issue before you has
to do with the fairness and equity of the tax policies of our Nation.

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

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

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

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

There_is a distinction between tax increases and tax loopholes,.
but 1 would suppose some would say it comes out the same way.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

The chemical industry earned $3.1 billion but paid only 5 percent
of that amount in taxes. That’s a lower rate than any wage earner
~pa{:sin this country.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

I do not believe there is an Iiustiﬁcation for continuing to subsi-
dize the timber industry, am{ suggest to the committee that the
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timber tax subsidy be made a prime candidate in looking for the
$78 billion in tax revenues.

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

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

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

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

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

It is my understanding that the committee is currently consider-

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

In addition, Mr. Chairman, I wonder why it is that we are subsi-
dizing the oil industry to the tune of $28 billion through 19887

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

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

A b50-percent increase in the regular investment credit for ma-
chinery and equipment; a new 10-percent tax credit for structures;
a new l10-percent tax credit for wage payments; a new 50-percent
tax credit for wages paid to economically disadvantaged individ-
uals; and the elimination of tax on long-term capital gains.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Th'is]yea{, receipts from corporate income taxes will be twenty percent below last
year's level.

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

And the rate of taxation has also fallen.

The effective corporate tax rate fell from 50 percent in 1950 to 39 percent in 1980.
And according to the Congressional Budget Office, the effective rate will continue to
drop, reaching a new record low of 26.2 percent in 1988.

In industry after industry, the pattern is clear.

A Joint Tax Committee study reports that in 1981, the paper and wood products
industry had U.S. income of almost $1.4 billion. Yet, the industry received refunds
or tax credits of $193 million.

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

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

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

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

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

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

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

years.

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

e have cut Medicaid and Medicare, but we haven't reviewed the appropriateness

of hospital revenue bonds or research and development credits for pharmaceutical

companies. .
We have cut employment and training programs, but we haven’t thoroughly re-
viewed the effectiveness of the targeted jobs credit.
We have reduced housing aid for the poor and the elderly, but we haven't paid
the same attention to the interest deduction for vacation homes.
We have reduced our commitment to weatherization and to low income energy
gssistance programs, but we haven't reviewed tax subsidies for oil and gas pro-
ucers. .
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b If we are truly serious about reducing deficits, we need to look at more than one
udget. — -
e have the direct Federal budget—the one that contains Federal revenues and
direct expenditures,

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

Some items in the second Federal budget are clearly in the public interest.

One of those is the mortgage interest deduction for homeowners, a provision that
has enabled millions of Americans to purchase their own homes. And over the
years, it has created millions of jobs in the home construction industry.

Tax subsidies that encourage retirement savings are easily defensible as clearly in
the public interest. If we enable individuals to be financially independent at retire-
ment e.%le, we reduce the future costs of Federal programs. And these proposals in-

"crease the savings pool, providing badly-needed capital.

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

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

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

The timber industry is one of the least taxed sectors of our economy.Accordintg to
a recent study of corporate tax rates, the paper, fiber, and wood indust:ly paid a four
gercent effective tax rate on U.S. income in 1981. A similar study conducted by the

oint Tax Committee reported that the paper industry paid a negative 14.2 percent
rate. The industry, in other words, received so many tax write-offs that companies
either received a refund on prior taxes paid or a credit to reduce future tax bills.

I am not alone in my belief that the timber industry is not paying its fair share.

In testimony before the Senate Finance Committee, Assistant Secretary of the
Treasury John Chapoton characterized timber as “one of the most tax favored of
domestic industries.” He pointed to the capital gains treatment of timber, observing
that profits received by manufacturers and producers of every other product are
taxed at ordinary rates. And he pointed out that the timber industry receives a 10
percent tax credit and rapid depreciation for reforestation expenses.

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

It is deeply ironic, Mr. Chairman, that timber growers enjoy preferential tax
tz;e:Jtlment even when they cut on Federal lands—a subsidy for having taken no risk
at all. — .

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

But it is far from the only candidate.

Banks and other financial institutions today enjoy a tax subsidy that will cost the
American taxpayers $4.2 billion through 1988,

1 have already testified before this Committee @bout the fact that this nation’s 20
largest banks paid only $53 million in taxes in 1981, on profits of $1.9 billion. That's
a tax rate of 2.7 percent.

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

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

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

how can we do so0 at a time when the Administration says we don’t have the
money to help unemployed Americans save their homes from foreclosure by those
same subsidized banks?

The bank bad debt deduction cannot be justified. It should be repealed.

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

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

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

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

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

Finally, I do not want to let this opportunity pass, Mr. Chairman, without com-
:\oznting on the latest holes made by the Congress in our “swiss cheese” of & tax

e.

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

It’s cost?

To be honest, nobody really knows. But according to one Joint Tax Committee es-
timate, enterprise zones could cost $17.2 billion over the next five years.

The bill includes a number of new supply-side tax benefits: '

A 50 percent increase in the regular investment credit for machinery and equip-
ment;

A new 10 percent tax credit for structures.

A new 10 percent tax credit for increased wage payments;

azlx new& 50 percent tax credit for wages paid to economically disadvantaged individ-
uals; and, . '

The elimination of tax on long-term capital gains.

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

1 hope that all of this will work; but very franklg's. I think that the time has come
to call a halt to the practice of throwing tax subeidies around without regard to
their cumulative effect on the budget.

1 st:y that it's time to take another look at the entire list of special tax entitle-
ments.

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

Some are positive. Many are not. -

Each should be reviewed. Each should ¢ judged as to the é)ublic pu they
serve. And those which are inefficient, and indefensible should be modified or re-

pealed.

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

e President has proposed new taxes as a means of reducing the budget deficit.

—ab 5percent surcharge on individual and corporate income taxes.

—a $5 per barrel oil excise tax.

—the taxation of employer-provided health insurane above certain levels.

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

Mr. Chairman, I believe that these pro, s are unnecesdary and irresponsible.

That job can and should be accomplished by doing to the hidden Federal tax
budget what has already been done to direct spending. And I stand ready to work
with the Chairman and the Committee in any effort you might undertake to repeal
billions of dollars in unproductive tax subsidies.

The CuAaIRMAN. Thank you very much, Senator Metzenbaum.
Somebody handed me last Friday's June 24 Wall Street Journal,
where it indicates the budget deficit hit a high in May of almost

24-8656 0—83——2
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$30 billion. In that story it indicates that tax refunds to corpora-
tions exceeded collections by $302 million in May, marking the
fourth negative corporate tax collection month since the start of
the fiscal year, and the corporate tax collections for the first 8
months of the year totaled $16.7 billion compared with $31.4 billion
a year earlier.

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

Senator Long, do you have questions?

Senator LoNG. No questions, Mr. Chairman.

The CHAIRMAN. Senator Danforth.

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

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

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

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

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

[The list from Senator Metzenbaum follows:]



President's FY 83 Corporate
Minimum Tax Proposal

Artificial Bad Debt Reserve
for Financial Institutions

Eliminate Capital Gains
Treatment of Timber Income

Freeze the Estate Tax Unified
Credit and Maximum Tax Rates

Repeal Expensing of Intangible
Drilling Costs

Require Cost Depletion Instead
of Percentage Depletion for 0il
and Gas

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

Require Full Basis Adjustment

Governmental Lease Financing
Reform Act

Delay Indexing
Eliminate Tax-Exempt Hospital

Bonds for For-Profit Hospitals

Curb Income Averaging

Total

15

($ Billions)

FY 84 FY 85 FY 86 Total
4.8 4.5 3.7 13.0
0.4 0.8 0.9 2.1
0.2 0.6 0.7 1.5
0.7 1.6 2.3
2.6 4.5 4.2 11.3
0.9 1.7 1.9 4.5
0.6 2.3 4.6 7.5
0.3 1.3 2.6 4.2
1.0 1.0 1.0 3.0
6.2 16.6 22.8
0.1 0.3 0.6 1.0
1.7 1.9 2.1 5.7
12.6 25.9 40.6 79.1
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The CHAIRMAN. I would just say there are some who say you
shouldn’t try to make a laundry list now, “you ought to go for the
big-ticket items,” that there ought to be some big-ticket items out
there, if in fact we can raise the $73 billion.

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

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

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

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

Go ahead. I don’t mean to interrupt you.

Senator LonG. Well, you list them among those who pay very
little tax.

Senator METZENBAUM. That’s right.

Senator LoNG. Can you tell me, how much are those companies
paging in windfall profits taxes this year?

nator METZENBAUM. I cannot give you the specific number, but
1 will be very happy to make it available to you. But I would say to
you that the figures I provided you with, I'm quite certain included
the effects of the windfall profits tax as well as the regular corpo-
rate income taxes.

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

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

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

Neither one of those two taxes do we call an income tax, but it’s
a tax on their gross income rather than a tax on their net. That
works out to be a great deal more than industry on the average

pays.
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Now, that'’s not a tax they can pass on in the price of their prod-
uct. Anybody is going to pass the tax on, if he can, but that one
they can’t; the price they charge is governed by the world market
price, and that's what they have to compete with.

Axi;e you aware of the fact that half out rigs are shut down right
now'

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

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

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

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

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

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

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

Senator METZENBAUM. I surely am. -

Senator Long. If you are not familiar with this fact, I urge Ylou
to familiarize yourself with it: the price of oil has gone down; it has
gone down while Mr. Reagan has been President. I think that is
one of the principal reasons why inflation has gone down. They
might say something else, but that’s the principal reason inflation
has not gone up as much as it was going up prior to that time. The
bi% declining factor has been the drop in oil prices.

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

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

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

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

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

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

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

Senator METZENBAUM. I don’t want any additional tax; I just
don’t want them to have an unfair preference that other taxpayers
of the country do not enjoy. And if they do, then I think this com-
mittee should eliminate 1t.

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

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

Senator LoNG. But if I am paying the Government let's say 37
percent of my gross income, if I'm paying that without knowing
whether I will have a profit or not, if I am paying 87 percent and
the average tax paid in manufacturing is 5 percent, can you fairly
call me a ‘“favored taxpayer’’?

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

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

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

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

Senator MErzENsauM. But also it is a fact that it has the deple-
tion allowance, it has the foreign tax credit, it has the ACRS ad-
vantages, and the intangible writeoffs that other corporations don’t
have. So it does have a number of preferential treatments that

have been put in the law.
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All I am saying is: Make the tax laws fair and equitable. That’s
the onlgepremise on which I stand, and I think you would have to
agree, Senator, that that's a pretty hard position to challenge. All
I'm saying is make them fair and equitable.

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

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

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

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

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

The CHAIRMAN. No; I'm just looking at the witness list here.

Senator METZENBAUM. Whatever you say, sir.

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

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

Thank you, Senator Metzenbaum.

Senator METzENBAUM. Thank you very much for your patience.

The CaairMAN. Thank you very much, Senator Metzenbaum.

For our next witness we are pleased to have Dr. Rivlin, Director
of the CBO—Congressional Budget Office.

Dr. Rivlin, you have been a frequent visitor to our committee.
We have always appreciated your testimony, and we would be
pleased to hear you now. We didn’t give you much notice either.
We appreciate that. Your entire statement will be part of the
record. Thank you.

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

Dr. RivLIN. Thank you very much, Mr. Chairman.

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

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

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

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

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

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

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

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

POSSIBLE BASE-BROADENING OPTIONS

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

One possibility is repeal of the percentage depletion allowance
for oil and gas. Independent oil and gas producers are allowed to
use percentage depletion instead of cost depletion to recover the
costs of discovery and development of 0il and gas wells. Eliminat-
ing percentage depletion would increase Federal revenues by $0.9
billion in fiscal year 1984 and by about $4.5 billion for the fiscal
years 1984 through 1986. [These are all detailed in table 2 of Dr.
Rivlin's prepared statement.] The provision was intended to en-
courage domestic energy production by relatively small-scale pro-
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ducers, but the sharp rise in oil and gas prices in recent years may
provide sufficient incentive to potential producers.

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

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

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

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

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

One could tax nonstatutory fringe benefits. If the Congress per-
mitted the Internal Revenue Service to issue regulations governing
the taxation of most fringe benefits, including, for example, private
use of a company car, reduced price meals, and discounts on em-

loyers’ products, the revenue gain would be about $0.6 billion in
iscal 1984 and $3 billion over the 1984-86 period. The present ex-
emption encourages employees to bargain for nonwage forms of
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compensation. This shrinks the tax base and misallocates re-
sources. Taxing certain fringe benefits, however, could be compli-
cated and costly.

Along the same lines, one could tax some employer-paid health
insurance. Employees do not pay income tax or payroll tax on
income received in the form of employer-paid health coverage. One

ro 1 to limit the present exclusion treats amounts exceeding

160 a month for families and $65 a month for individuals as tax-
able income. This would increase income tax revenues by $2.7 bil-
lion in 1984 and by about $14 billion in the fiscal years 1984
through 1986. It would increase payroll tax revenues, also, by $0.8
billion in fiscal 1984 and by about $4 billion in -fiscal years 1984
through 1986. Many observers feel that the exclusion encourages
overuse of health care services, thereby driving up health care
costs.

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

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

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

STATEMENT BY ALICE M. RIvLIN, DIRECTOR, CONGRESSIONAL BUDGET OFFICE

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

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

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

ACROSS-THE-BOARD TAX RATE INCREASES

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

Since the third round of the individua! income tax rate reductions is scheduled to
be carried out by changes in withholding rates beginning this Friday, the scope of
possible revenue increases from alteringothese changes is greatly reduced. For exam-
gle, a cap on this rate reduction of $720 dollars per return would raise between $6

illion and $8 billion per year over the 1984-1986 period. .

CONTINGENCY TAXES

As part of its bugfet plan for fiscal year 1983, the Administration has proposed a
5 percent individual income tax surcharge and a $6 per barrel oil excise tax, to go
into effect in 1986 for three years if, by 1985, certain specified conditions are met.
CBO estimates that these temporary taxes would raise almost $40 billion in 1986,
about half from the income tax surcharges and half from the oil excise tax. Part or
all of these increases could be moved forward to reduce deficits sooner.

DELAY OF INDEXING

An automatic rise (indexation) in the zero bracket amount, personal exemﬂtion,
and tax rate brackets, provided in the Economic Recovery Tax Act of 1981 (ERTA),
is scheduled to go into effect in calendar year 1985. The rescinding of indexing or its
ii.elay b? 8olr;xd 1986 would increase revenues by about $6 billion in 1985 and $17 bil-
ion in )

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

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

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

EXCISE TAX INCREASES

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

New or increased excise taxes on energy are high on some lists of suggested reve-
nue raisers. Increasing the price of energy to consumers would encourage conserva-
tion. Improvements in the energy efficiency of our capital stock, and continued in-
vestments in home insulation and more fuel-efficient appliances and autos would

y dividends for years to come, as well as reduce our nation’s long-run vulnerabil-
ity to a sudden interruption of fuel imports. The current lower-than-expected ene.
prices may grovide an environment in which increases in energy taxes might
more tolerable.

Possible new taxes on energy would include an oil import fee, a windfall profit tax
on decontrolled natural gas, and a general energy excise tax (see Table 1). An oil
import fee would increase directly the cost of imported oil, thereby conferring a rel-
ative advantage on competing sources of energy—including domestic oil, gas, and
coal. Domestic energy production and prices and the profits of domestic energy pro-
ducers would increase, while foreign supFliers would likely have to absorb part of
the tax to compete. The increased cost of energy would add somewhat to inflation
and unemployment. Each $1 per barrel of import fee would raise about $2 billion
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per year in revenues, both directly and through higher windfalt Froﬁt taxes, but the
-reduced employment and increased inflation would cost the federal government
about 25 percent as much in increased outlays and reduced revenues from other
taxes. .
Price controls on natural fas are widely held to have caused shortages and misal-
locations. Immediate and full decontrol of natural gas would go a long way toward
eliminating those inefficiencies, but it would also result in windfalls for the owners
of supplies of low-cost ﬁas. Those windfall profits could be taxed in the same fashion
as under the oil windfall profit tax. Such a tax could raise from $2 billion to $5
billion in 1984, but if the tax was limited only to the profits from the acceleration of
decontrol before the scheduled limited decontrol on January 1, 1985, reverrues would
drop sharply after the after the first gear. An alternative would be a simple excise
tax on natural gas; such a tax would raise about $1 billion per year for every 10
cents on each 1,000 cubic feet. Such a tax would discourage the use of natural gas,
however, which might or might not be in keeping with national energy policy, and
it would also burden homeowners hard hit by raising heating bills.

TABLE 1.—ESTIMATED REVENUE GAINS FROM NEW OR INCREASED EXCISE TAXES
(By fiscal year, in billons of dotiars)

()

" Cumulative 3-

Options 1934 1985 1986 year increase

Impose oif import fee ($2 per barrel) 3 4 4 12
Impose broad-based tax on domestic energy (5 percent of value) ... 11 17 18 47
Impose tax on domestic and imported oil ($2 per barrel)....... ] 9 9 23
Impose excise tax on natural gas (30 cents per 1,000 cubic 2 3 3 8
Increase gasoline excise tax (5 cents per galion) ..... 3 4 [} 11
Extend doubling of cigarette excise tax beyond 1985 2 2
Continue 3 percent excise tax on telephone service beyond 1985 1 3 1 1
Double excise taxes on alcohol ! ¢ 2 4 § 10

! The revenue effects are net of income tax offsets. Excise tax increases lower income tax revenues because they can be deductible business

:‘?muandbecause.unmmwypdnu!ul?ymlmmg,mmmuemmmmgmmmmmy.]a both of these

ecis"%nmL aceoont, and assuming an economy-wide marginal tax rate of 25 percent, resuts in a net revenue effect that is 75 percent of the
ec

mfsm doubling of the cigarette excise tax expires Oct. 1, 1985, under curent law. The extension beyond 1985 assumes no break in tax
0.

3 The lelephone excise terminates Dec. 31, 1985, under current law.
¢ The effective date is Jan. 1, 1984.

Sources: Congressional Budget Office, “Reducing the Deficit: Spending and Revenve Options™ (February 1983), pp. 253 and 258.
Note.—Detais may aot add fo totals because of rounding

A general tax on all energy sources could be formulated in several ways; it could
be a tax on each unit of production (tons of coal, barrels of oil, cubic feet of gas), or
on the value or price of the energy produced (ad valorem tax), or on the heat con-

" tent of the fuel %enerally measured in British thermal units, or Btu). A 5§ percent-
of-value tax on all U.S. energy consumption would raise $15 billion to $20 billion per
year in revenues.

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

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

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

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

POSSIBLE BASE-BROADENING OPTIONS

The Congress could also raise revenues by eliminating or reducinf several tax ex-
%lditure provisions. This base-broadening approach was used last summer in

FRA. Broadening the tax base in this way can make the economy more efficient,
by reducing the federal government'’s role in determining the allocation of resources
and increasing the influence of the free market. It can also make the tax system
more fair, by treating incomes form different sources more alike. Below is a list of
possible options for base-broadening; a much more extensive list can be found in
CBO’s February 1983 report on reducing the deficit.

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

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

TABLE 2.—ESTIMATED REVENUE GAINS FROM BROADENING THE TAX BASE
(By fiscal year, in bilions of doftars}

" Cumulative 3-
Options 1984 1985 1986 yeal increase

Repeal percentage depletion allowance for oil and gas..............ccoeevcrrreee
Repeal expensing of intangible drilling costs for oil and gas
Limit nonbusiness, noninvestment inlerest deductions to $10,000..........
Lengthen the building depreciation period 10 20 YRArS ..........cccoccvveresrvces o
Repeal net interest exclusion
Require full basis adjustment for the investment tax credit.................... )
Tax nonstatutory fringe benefits 1
Limit charitable deductions for nonitemizers to $100
Tax some employer-paid health insurance:

Income tax 3

Payroll tax 1
freeze estate and gift credit al exemption equivalent of $275,000..........cccoovverrevrriere
Eliminate deductibility of State and kocal sales taxes.....o....cvvemrervreens 1

1 Less than $0.5 biltion, .
Sources: Congressional Budget Office, “Reducing the Deficit: Spending and Revenve Options™ (February 1983}, pp. 250-51.
Note.—Detaits may not add to totals because of rounding.

Limit Consumer and Mortgage Interest Deductions to $10,000. Limiting all con-
sumer and riortgage interest deductions to $10,000, ?aralleling the limit on invest-
ment interest deductions, would affect one percent of all lE.tac:imyers and would raise
$0.6 billion in fiscal year 1984 and about $4 billion in fi years 1984-1986. The

roposal would limit deductions of all interest payments on home mortgages, auto
oans, installment purchases, credit card carryovers, and other consumption borrow-

ng.

niengthen the Building Depreciation Period to 20 Years. Since the enactment of
ERTA, both new and newly purchased buildi;x(fs can be depreciated over 16 years
ueing the 176 percent declining balance method. Lengthening the tax life for struc-
tures from 15 to 20 years would raise $0.4 billion in fiscal year 1984 and about $6
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billion in fiscal years 1984-1986. While a longer period might introduce some distor-
}_i?n of investment allocation, it would more closely approximate a structure’s useful
ife.

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

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

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

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

Eliminate Deductibility of State and Local Sales Taxes. Eliminating the itemized
deduction for state and local sales taxes would increase federal revenues by $0.9 bil-
lion in fiscal year 1984 and by about $13 billion in fiscal years 1984-1986. While sale
taxes reduce taxpayers' net income, they are the kind of small, uniform, and pre-
dictable expense that is implicitly taken into account when the zero bracket
amount, personal exemptions, and general tax rates are established.
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1. We have already had heariggs on the Administration’s proposal to cap the ex-
clusion for employer-provided medical expenses.

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

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

Some have suggested setting the cap at the cost of an “efficient” medical care
plan. This is not possible, however, because there is nq consensus on the structure of
such a plan, and the premium for any standard health insurance policy varies sub-
stantially from one part of the country to another.

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

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

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

The only argument against such a cap is that it could become extremely compli-
cated. Most employer-provided dependent care, at least according to anecdotal evi-
dence, is supplied in dedicated space within the building or building complex where
the parent works. This means that the cost of providing that dependent care really
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includes an implicit space rent, the cost of light, heat, and cooling, and a share of
any other fixed costs associated with operating the building or buildings. In most
instances such costs are small and could be ignored, but ignoring them does leave
an avenue for abuse through an extravagant physical plant. The dependent care ex-
pense that most ple would think of first would be the wages of the dependent
care provider, and a cap would have to cover all labor inputs to the dependent care
process to prevent abuse; it would be necessary, as an example, to include under the
cap the cost of workers who spend only part of their time providing dependent care.

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

ow about an overall cap on statutory fringe benefits?

An overall cap on statutory fringe benefits would perform three useful functions:
it would limit the allocationally distorting incentive to divert employee compensa-
tion into nontaxable forms; it would permit more equitable treatment of taxpayers
with generous fringe benefits and those without; and it would raise revenue.

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

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

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

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

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

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

+J)f course, the published historical data provide only total itemized deductions for
esch incor:'azeedgro , which are, in a sense, averages. An individual taxpayer with -
large itemi deductions in any one year might have an extraordinary medical ex-
pense, a large mortgage, a large contribution, or any other large item.

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

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

ery

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

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

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

The net interest exclusion might have a very limited effect on net saving. It a
plies only to interest income, while saving can also take forms that yield dividen
or rent or capital gains; there is at least some question whether a subsidy limited
onlz to interest is appropriate. The design of the exclusion also makes it a windfall
rather than a marginal incentive for the taxpayers who do most of the nation’s

saving. Home mortgage interest expense does not count against the exclusion; if the
concern is the overall consumption bias of the tax code, then this feature of the ex-
clusion, which encourages borrowing by the vast majority of marginally affected
taxpayers, is certainly questionable.

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

Is there sufficient revenue involved to put much pressure on raising tax rates?

Repeal of the net interest exclusion (which takes effect on January 1, 1985) would
raise $1.1 billion in fiscal 1986. Obviously, this step could not by itself fulfill the

uirements of the first concurrent, resolution or significantly narrow the budget
deficit. Like every other item in the Reducing the Deficit list, it is a potential part
of a deficit-reduction program rather than a program in itself.

6. CBO has also suggested that we might want to consider elimination of the
income averaging provisions. What would be the rationale for this?
thWhat “Lolgld be your view on limiting averaging to 2 years, for example, rather

an repeal’

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

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

Recent developments in tax and economic policy cut both ways on income averag-
ing repeal. Because the extra tax burden on fluctuating incomes deperids on the

* steepness of the tax rate schedule, the flattening of the schedule through the 23 per-
cent tax rate cut might suggest that income averaging is less urgently needed and
could be repealed. On the other hand, the recent slowdown of inflation may itself
sharply reduce the unintended benefits of income averaging b slowinf the nominal
rate of growth of predictable wage and salary incomes. This would mean that
income averaging might be more efficient in delivering relief to those with fluctuat-
ing incomes, and might therefore be retained.

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

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

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

uction, the 20 percent credit Jzields a 14 percent cost reduction, and the half-basis
adjusted 25 percent credit yiclds a 21 percent cost reduction.

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

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

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

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

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

istered buildings has been growing rapidly.

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

8. CBO lists elimination of the tax exemption for small issue industrial develo
men:9Mnds as a revenue option. Why aren’t the limitations enacted last year suffi-
cient?

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

ion.

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

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

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

_ [in thousands of doitars)
! 3 5 104 15yeat peblic 15y e
Tax provision cupments  epnents  equpments ,,,o";'.!',?,. rperys
Expensing 4,600 4,600 4,600 4,600 4,600
ACRS, ITC, and conventional financing............uw.e.eccsiene 4,097 3815 3310 2,860 3,070
Current law alternative (straight-fine depreciation
tecovery period) 4715 4,752 4,359 4,635 3718
HR. 1635 alternative (straight-ine depreciation over
- t0 25-year recovery periods) ..........o.ceweersserrerenerns 4439 4,353 3,888 3,653 3,051
Administration's 1982 proposal (straight-line depreci-
ation over 5- to 35-year recovery periods) ................. 4,439 3,920 3,25% 3,022 2,649
! Assumes 3 mmhgt point differential detween fax-exempt and taxable interest rates and a 46 t corporate tax rate. The terms of the
bonds vary, as ted, with the of property being financed. Tax savings are stated in present terms, using 3 10 pescent discount rate.

Prm(vafueo’smnlmnsapr e used 10 assign 2 value to funds that will be received at specific future dates. It is designed lo 1ake into
account the fact that the promise of funds in the future is less valuable than having the money currently in hand.

*Assumes a 7-year bond lerm.

3 Assumes a 10-year bond term.

¢ Assumes a 15-year bond term. ) )

s Assumes » 20-year bond term. The ITC is inapplicable. Low-income housing is exchuded.

Do é}[!Bs increase the amount of investment or just shift investment dollars
aroun

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

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

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

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

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

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

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

What would be the rationale for this?

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

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

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

There are several features in the law intended to reduce the revenue loss and
thereby make the 25 percent R&D income tax credit more efficient. The credit is
restricted to applied research and development in a firm’s current lines of trade or
business. Only incremental research in excess of the average for a three-year base
period qualifies, but the credit may be claimed for no more than half of total ex-

_ penditures. Sixty-five percent of amounts paid for contract research or basic re-
search performed by a university on a written agreement with a corporation guali-

These restrictive features, however, also reduce or eliminate the incentive for per-
forming some forms of R&D. The requirement that R&D expenditures apply to a
trade or business in which the firm is already involved prevents some new firms
from taking part, and prevents existing firms from claiming the credit for R&D
used to explore new fields. The restriction of the credit to incremental R&D above
the average over a three-year base period eliminates the incentive for firms with
ongoing R&D projects to continue at the same level rather than cut back. The credit

enerally does not support basic research, or supports it only at a reduced rate.
ioosening any of these restrictions to encourage more R&D, however, would add to
the revenue loss.

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

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

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

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

In virtually all cases, business entertainment and meal expenditures are income
to the employee, in that they substitute for expenditures that the employee would
otherwise make on his own behalf. In many cases, an expense account 18 considered
a nontaxable salary supplement. Because such expendjtures are also deductible to
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the employer, the employee has an interest in converting salary income into enter-
tainment and meals expenditures, and employers are indifferent. As a result, there
is a misallocation of resources toward compensation in the form of entertainment
and meals expenses.

The ideal solution would be to make taxable the part of entertainment and meals
expenses that substitutes for cash compensation. This solution is not feasible, be-
cause it is impossible to determine how much of such expenses in fact substitules
for salaries. An employee may consume an expensive expense account meal that he
would not contemplate purchasing out of his own aftertax income, and so0 including
the total price of that meal in his taxable income would be unfair. Similarly, an
employee on business may take a client to a sporting event in which he has little or
gg int;u:est, and so including the admission price in his taxable income would again

unfair.

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

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

The CHAIRMAN. Thank you very much, Dr. Rivlin.

b I think, under the early bird rule, Senator Moynihan was first
ere.

Senator Moynihan, do you have any questions?

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

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

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

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

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

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

The CHAIRMAN. Some of our Members did.

hSenator MovyNIHAN. Some of our Members did. I didn’t say any-
thing. -

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

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

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

The CHAIRMAN. I think that was Jack Kemp.

Senator MoYNIHAN. I think somebody from my State said that.

The point I just want to make is that there was a doctrinaire
ideological assertion of an empirical economic theorem, which was
wrong. Is that right?

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

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

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

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

Dr. RivLIN. Thank you, Senator.

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Dr. Rivlin, I would like for you to comment
on an observation that I would make.

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

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

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

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

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

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

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

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

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

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

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

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

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

Senator MoYNIHAN. For what year is that?

Dr. RivLIN. 1986.

Senator MoyNiHAN. Thank you.

The CHAIRMAN. Senator Long. -

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

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

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

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

[Answer to Senator Long's question:]

Senator Russell Long, in answer to your question during the Senate Finance Com-
mittee hearing of June 28, the comparison ofsthe treatment of five-year equipment

under the accelerated cost recovery system (ACRS) and intangible drilling costs is
rather complex. ’

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

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

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

genator Long. Well, Mr. Wetzler will have a knowledge of the
subject.

Dr. RivLIN. Yes. I see him right over there.

The CHAIRMAN. The man with the sun tan there. -

Senator LoNG. Yes. 1 don’t always agree with him, but I think I
do this time. [Laughter.] -

Senator LoNGg. Now, with regard to the percentage depletion al-
lowance, as you know at one time that was 27.56 percent for both
major companies and for independent producers. It was eliminated
for the majors. For the independents, it went down to 18 percent
last year; it goes down to 16 percent this year; and next year it
goes down to 15 percent. I believe you would agree that there is
such a thing as depletion. Whether for tax purposes you compute it
using a flat percentage or whether you compute it well by well,
there is such a thing as depletion of an oil or gas well.

Dr. RivLIN. Oh, yes.

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

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

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

Dr. RivuIN. I didn’t catch the last phrase.

Senator LoNG. I said I would hope you would agree with me that
we should try to get those idle rigs to work. Are you aware that
more than 50 percent of our rigs are not working today?

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

Senator Long. I don’t believe it is just the economy that is re-

sEonsible. In that particular industry, the way I'm led to believe it,
- the problem they have is a real cash-flow problem. They are having
great difficulty finding the capital to put those rigs to work. And I
really think that is something we ought to look at.

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

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

Dr. RivLiN. I am.

Senator Long. Thank you very much, Ms. Rivlin.

Senator MoYNIHAN. Mr. Chairman, could I just ask a couple of
little questions?

The CHAIRMAN. Just let me ask a couple, then I will be happy to.

You know, we are not certain what we are going to be able to do
on this committee, but I certainly believe your suggestions, for the
most part, have a great deal of merit.

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

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

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

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

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

Dr. RivLIN. That would be fine, Mr. Chairman. -

The CHAIRMAN. Senator Moynihan.

Senator MoYNIHAN. Yes, just briefly. .

I wanted to understand your statement correctly, Dr. Rivlin. You
said that the 1986 budget deficit would be $250 billion. In what cir-

.cumstances, would this have occurred?
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Dr. RivLIN. That is, if you take the President’s defense program
and hold all other laws constant. It is what we call a current policy
estimate.

Senator MOYNIHAN. Yes.

Dr. RivLiN. Under those assumptions, you would have the deficit
growing from about $200 billion this f'ear to about $250 billion in
1986, to about $300 billion in 1988. It grows very rapidly if you
don’t take actions on either the spending or the tax side.

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

illion.

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

Dr. Rivuin. Right.

Senator MoyNIHAN. Yes, and that’s what we did in the budget
resolution?

Dr. RivLIN. That's what you did in the budget resolution.

Senator MOYNIHAN. Yes.

The other thing I would like to say is: We will have a declining
deficit, if we can keep to our resolution and if the assumptions
work out in terms of revenues, and so forth.

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

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

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

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

And as an economist, wouldn’t it be the case that there is going
to be a very rapid buildup of these funds in the 1990’s, for about 2
years between 1990 and 2010? Isn’t that right?

Dr. RivLIN. Yes; that seems likely. I didn’t mean to imply that

ou hadn’t solved the problem of the Social Security Trust Fund.
ith the help of the commission of which you were a member, you
certainly did. And the prospect now is that the Social Security
Trust Fund will be in good shape, and indeed will build up surplus-
es in the years in which there are not so many older people, when
the depression babies retire in the 1990’s and arcund the turn of
the century.

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

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

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

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

spending picture altogether.

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

But if you are just looking at Federal spending, those are the

————growth items—social security, medicare, and to a lesser extent
other entitlement programs, but mostly social security and medi-
care, plus defense and interest.

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

Dr. RivLIN. One might regard that as either good or bad. I think
building up a surplus—1I think one could argue for a surplus in the
Federal budget generally, not just in the trust funds—as a possible
way of financing increased investment in that period.

Senator MoyNiHAN. Right. Thank you.

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

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

Dr. RivLIN. Fine. We will do our best to answer them.

The CxaIlrMAN. Thank you.

STATEMENT OF DR. RICHARD ROWBERG, MANAGER, ENERGY
AND MATERIALS PROGRAM, OFFICE OF TECHNOLOGY ASSESS-
MENT, ACCOMPANIED BY DR. RICHARD THORESON

Dr. RowsgraG. Thank you, Mr. Chairman.
It is an honor for us to be here today. With me is Dr. Richard
Thoreson, from our staff.
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My testimony, which I will briefly summarize, is based on a
study, Industrial Energy Use, which we are releasing today.

The CHAIRMAN. Is that a copy of the study? :

Dr. ROwBERG. Yes.

The CHAIRMAN. You might hold it up so the members will see it.
Will that be released today?

Dr. RowBERrG. Yes, the ra;)ort is being released now and we
brought some copies along. We will be sending more over. Thank

ou.

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

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

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

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

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

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

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

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

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

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

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

The CHAIRMAN. Thank you very much.

[The prepared statement follows:]

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

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

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

FINDINGS

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

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

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

While industry has made significant strides in lowering costs by reducing energy
use, ogsportunities for further gains in energy efficiency from technical innovation
are substantial. Because capital stock has not turned over as t}uickly in recent years
as it did in the 1960’s—about 55 to 60 percent of industrial capital stock in this
country was older than 25 years in 1980—there is a large backlog of retrofit im-
Krovements to be made. Furthermore, high capital costs and the limited capital pool

ave kept many new process technologies from penetrating product markets. We
found that new processes or process technologies would save more energy than
would retrofits and housekeeping measures, and would reduce overall costs by im-
proving productivity and product quality. Furthermore, such investments probabl
will be necessary in order for U.S. industry to remain competitive. However, suc
process shifts will entail large capital outlays, which in turn, will require general
economic growth over many years. Without such growth, there will not be enough
capital to finance these productivity improvements. Under these low economic
growth conditions, energy use would still grow slowly, but more as a result of low-
ered economic activity than efficiency improvements.

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

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

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

- POLICY OPTIONS

One of the principal goals of our study was to determine whether various policy
alternatives, including tax provisions, might provide additional incentives to invest
in energy saving technologies. Over the years, Con%-ress has passed a number of
measures that affect the industrial use of energy. In general, the goals of these
measures have been to reduce oil imports, encourage domestic production of fossil
fuels, and reduce demand through energy efficiency improvements. We found that
legislation directed specifically at improving energy efficiency in industry has little
influence on investment decisions. At the highest levels of corporate financial deci-
sionmaking, there is an awareness of Government tax and industrial policies. How-
ever, we also found that technical decisions and energy project evaluation tend to be
separate from and subservient to corporate financial decisions. Moreover, the deci-
sion to borrow depends not only on an individual project’s return on investment, but
alse on such corporate-wide parameters as debt-equity ratio, debt service load and

_bond rating, and, most importantly, the aforementioned strategic considerations of
‘corporate decisionmaking. Because energy must compete with other factors of pro-
duction when investment choices are made, policy incentives directed at energy
demand alone will be just one of a number of considerations in making these
choices. Unless such incentives are substantial, they are unlikely to alter a decision
that would have been made in the absence of such incentives.
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To assess in detail the effects of a range of incentives on ene use in industry,
we selected a set of policy initiatives directed at energy specifically or at corporate
investment in general. These options include the following:

Option 1: The accelerated capital recovery system (ACRS) provisions of the 1981

Economic Recovery Tax Act.

Option 2: Addition of a 10-percent corporate income tax credit for investments in
energy efficiency-improving equipment. ‘

Option 3: Imposition of a premium fuels tax of $1.00 per million Btu on petroleum
fuels and natural gas.

Option 4: Lowered interest rates as a surrogate for capital availability.

In addition, we attempted to determine how these policies would most affect the op-

eration of a corporation. N

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

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

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

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

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

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

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

In particular, the shift of two to four percentage points brought about by a 10-

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

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

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

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

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

CONCLUSION

We found that investments in new technology are driven principally by judg-
ments about future profitability. This, in turn, is affected by increased product
demand, productivity, and a change in product mix. Where product demand is ex-

ted to grow, as in the pulp and paper and the chemicals industries, invéstment
1n expansion will be large and, consequently, energy efficiency improvements will
be extensive. Where large changes in production technology are necessary to avoid a
substantial loss of market, as in the steel industry, expansion of the industry will
not occur, but investment in new technologies will still be large. Finally, where
product demand is declining but a product mix shift will occur, as in the petroleum
industry, investment will be needed to account for different product slates.

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

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

The CHAIRMAN. Well, we have hearings tomorrow morning on so-
called tax preferences. Thursday morning we had hoped to be able
to mark up revenue sharing, also health care for the unemployed,
up to a certain Yoint—not reported out, because we intend to pay
for that pr0£osa if we adopt one, and we may wait for the whole
revenue package and put it in there.

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

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

The CHAIRMAN. Right. .

Now, if we finish by tomorrow noon in the Senate, it may be
that, with the agreement of Members, meet tomorrow afternoon, as
som‘;a may not want to be around Thursday. Is that all right with
you?

Senator BRADLEY. Yes.

The CHAIRMAN. Senator Long, do you have any questions?

Senator Long. No questions.

The CHAIRMAN. Senator Danforth?

Senator DANFORTH. No questions.

The CHAIRMAN. Well, let me say, first of all, we know that you
have done a lot of work, and we appreciate it very much. We are
going to be looking at some of the suggestions that you have made.

You indicated in your oral statement as well as in your written
statement that the 10-percent energy investment tax credit was
generally ineffective in encouraging industrial energy-conservation
g;ojects, and lyou would have to increase that credit to 40 percent

fore-it would have any impact. Do you have any idea of what a
40-percent credit would cost in terms of revenue loss?

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

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

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

Dr. THorResON. May I say something? I think many of our re-
spondents—we did a lot of survey work in industry, both large

irms and small firms—were very uncomfortable about special tax
treatments when it wasn’t clear that the tax treatment really
made much difference that it was justified by economic conditions.
And I think we were quite surprised that there was that much con-
cern on the part of the beneficiaries of this type of special tax ex-
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penditure, that they really didn’t know if it was justified, and so
th%generally weren’t pushing very hard for it.

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

Dr. RowBerGg. Well, it hasn’t, apparently, had any significant
impact on those investments. There are other considerations which
industry has in mind which are far more dominant.

The CHAIRMAN. That’s what I think we ought to do. I think the
fact that you have been talking with people in the business is very
helpful. It might be some great idea that a Member of Congress
has; but it may not have any merit at all in the real business
world. And if there are other areas we should address, maybe a
substitution of some kind that would have some real impact—and 1
think you have some information on that; is that correct?

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

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

Dr. RowsgrG. Thank you very much, Mr. Chairman.

- The CHAIRMAN. Our next witness is Willard Birkmeier, mayor of
Pekin, Il .

Mayor, your entire statement will be made a part of the record,

and we hope that you might be able to summarize.

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

Mayor BIRKMEIER. Thank you, Mr. Chairman.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

In addition, and regrettably, in recent years, bond rating services have downgrad-
ed more municipalities’ ratings than they have upgraded. This obviously increases
our cost of doing business. From time to time this largely unnoticed bond rating

rocess becomes the center of attention when a project such as Washington Public
gower Supply System hits the front pages. A recent Wall Street Journal article
noted that the Power System’s dilemma, and potential default, would significantly
increase borrowing costs not only for other Washington State authorities, but prob-
ably for the Pacific Northwest as well. Some analysts even expect the impact on
_ municipal rates to be felt nationwide. However, there is obviously no relationship
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between IDB volume on the one hand, and the consequences for the bond market of
a WPPSS default, on the other.

Federal budget policy and the level of interest rates in general are other external

factors that affect interest rates. We have seen a broad decline in interest rates, be-

inning last fall and continuing through the Spring of this year. This broad decline

as been reflected in iigniﬁcantly lower borrowing costs for states and municipal-
ities. During this period, Mr. Chairman, the steady rate decrease has been inter-
rupted on several occasions. On each such occasion, factors that caused jitters in the
marketplace were reports of large money supply increases, the Treasury’s borrowin
ne]eds, the WPPSS problem, and other external events unrelated-to tax-exempt bon
volume,

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

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

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

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

Mayor BIRKMEIER. 1 can tell you in my own respect with the city
of Pekin. We have no general obligation bonds issued in the city of
Pekin at this point. -

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

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

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

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

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

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

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

The CHAIRMAN. Well, I understand it is a very sensitive area.

Mayor BIRKMEIER. It is very sensitive for us.

The CHAaIrRMAN. Well, it is sensitive generally. There are high
class lobbyists involved. But the efficiencies of IDB’s are similar to
mortgage subsidy bonds—GAOQO thinks there is about a 4-to-1 cost-
to-benefit ratio for mortgage bonds, so for every $4 we spend there
is about $1 in benefit. My point is, if we are going to do that,
maybe there is a better way to do it.

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

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

So you understand ¢ur problem.

Mayor BirkMEiER. I understand your problem, Senator. I just
thank you for the opportunity to appear before the committee.

The CHAIRMAN. Well, you have an excellent statement and we
appreciate it very much. Having visited your city, I know it is out-
standing. .

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

The CBAIRMAN. I might do that.

Senator Long, do you have questions?

Senator LoNG. No questions. Thank you very much.

The CHAIRMAN. Thank you very much. Our next witness is Brian
O’Connell, president of Independent Sector, Washington, D.C. Mr.
O’Connell will be followed by a panel of three witnesses, followed
by another panel of four witnesses which will conclude the hear-
ings for today. :

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

STATEMENT OF BRIAN O’CONNELL, PRESIDENT, INDEPENDENT
SECTOR, WASHINGTON, D.C.
Mr. O’ConNELL. I appreciate that. Thank you, Mr. Chairman.

I am the gresident of an organization that consists of a vast
group and a diverse one of the country’s foundations, voluntary or-
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ganizations, and business corporations with national giv(i)l(:g 1'gro-
grams, The groups are as diverse as the Planned Parenth 'ed-
eration of America and Catholic Charities, the American Enter-
prise Institute and Brookings Institution, the major o0il companies
and the most ardent of the conservationists. A?f of these groups
have come together because they believe strongly in the impor-
tance of the voluntary and philanthropic impulse in our society.

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

The deduction has provided a very significant incentive for
giving; but even more important than the dollars involved it has
served to remind all of us that it is the philosophy and the policy of
the people and our Government that giving is an act for the puﬂlic
good that is to be fostered.

- I won't go into the history of tax exemption and tax deduction;
suffice it that through many of the countries from which Ameri-
cans emigrated, through common law and statute, tax exemption
has been a practice and became the common law, and then the
legal practice in this country, including the deduction of contribu-
tions.

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

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

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

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

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

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

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

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

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

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

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

Lest this argument appear abstract, let me report on a confer-
ence which I attended in England last December that dealt with
the future of private philanthropy in the Western World. 1 was
stunned when the representative of the British Exchequer reported
that his government was actively seeking a periodic evaluation of
all tax-privileged organizations, to be "certain they are fulfilling
public needs and priorities as decided by the current government.

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

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, Mr. O’Connell.

Senator Long?

Senator LoNG. No questions, Mr. Chairman. Thank you.

The CHAIRMAN. Senator Danforth?

Senator DANFORTH. No questions.
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The CHAIRMAN. Again, I have some questions, but I am going to
"submit them in writing.
[Mr. O’Connell’s prepared statement follows:]

TesTIMONY OF BRIAN O’CONNELL, PRESIDENT, INDEPENDENT SECTOR

TAX EXPENDITURES

i. Introduction and overview

My name is Brian O’Connell, president of Independent Sector, a membership or-
ganization of 500 voluntary organizations, foundations and business corporations
which have banded together to strengthen our national tradition of giving, volun-
teering and not-for-profit initiative.

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

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

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

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

1I. History

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

The deduction of gifts to charitable organizations has been an integral part of the

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

The same Act increased from 5 percent to 10 percent the allowable deduction for
charitable contributions by business corporations and it reduced to a flat 5 percent
the annual payout requirement for private foundations. In other ways, legislation
ang court decisions have affirmed the government’s willingness and desire to foster
charitable activities of foundations and businesses.

i
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I America’s pluralism

There are approximately 350,000 organizations in the United States that have
been officially designated as 501(cX3) organizations which means that they are
exempt from paying income taxes and that contributions to them are tax deductible.
In addition there are at least a like number of churches, which have the same tax
status but which are not required to apply for tax exempt classification. Thus, there
are at least 700,000 public charities. Eighty percent of Americans are contributors
providing $60 billion a year to the causes of our choice. Forty-seven percent of us
are volunteers giving 8.4 billion hours annually that are worth at least $65 billion to
the recipient organizations. These dollars and hours sustain the churches, hospitals,
museums, social service agencies, clinics, historical societies, job training centers,
bird watching societies, nonprofit theatres, civil rights groups, and the thousands of
other organizations that are the fabric of our communities and country. Some are
conservative, some are liberal and many are in opposition to one another on issues
like family planning, free trade or disarmament. They contribute to an enlightened
electorate and represent alternatives by which citizens deal with their problems and
aspirations. They serve the public interest by: Providing essential services to meet
fundamental human needs; serving the basic principles of democracy by encourag-
ing pluralism and social responsibility; providing opportunities for individuals to
effect the quality of life in their communities; and serving as vehicles for innova-
tion, experimentation and social change. .

1V. The effectiveness of current tax policy

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

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

Various studies support the conclusion that the charitable deduction does increase
charitable giving and does so considerably in excess of the taxes that would other-
wise have been paid. In testimony before the Senate Finance Committee in January,
1980, Dr. Martin Feldstein, then head of the National Bureau of Economic Research
and now Chairman of the Council of Economic Advisors, stated: ‘“The statistical evi-
dence indicates that the stimulus is substantial: Each 10 percent reduction in the
price of giving induces an increase of about 18 percent in the amount of giving.”

Other studies place the differential as high as 30 percent.

Looking at it from the reverse side, Rudolph G. Penner, an economist with the
American Enterprise Institute stated: “With regard to the current charitable deduc-
tion, I have no doubt that giving would fall drastically if it were eliminated.”

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

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

—report indicates that, ‘‘even when increased discretionary income is taken into con-
sideration, giving would drop dramatically.” He concludes, “The adoption of a flat-
rate income tax, whether or not it contains a deduction for contributions, is likely to
reduce charitable givin signiﬁcan’tl!ﬁ." He indicates that if the contributions deduc-
tion were eliminated altogether, “These effects combine to reduce predicted contri-
butions by almost 20 percent. At upper income levels, the reduction is particularly
dramatic, averaging over 55 percent—."” At higher income levels, he says, “the nega-
tive effect of the elimination of the deduction completely swamps the positive effect
on contributions of an increase in after-tax income caused by the approximate halv-
ing of tax liability.”

Consideration of elimination or reduction of the charitable contributions deduc-
tion comes at a time when voluntary organizations are being asked to greatly
expand services to help deal with government cutbacks and the increased need for
services. They also occur at a time when Americans of all political and philosophical

rsuasion are realizing some practical limitations of big government and are look-
ing to local voluntary organizations to expand their attention to local needs.



56

V. Charitable contributions should not be viewed as “tax expenditures”

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

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

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

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

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

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

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

Mr. O’ConnNELL. If I might suggest, I take Polite exception to the
thought that one could use it as a “windfall.” You can only deduct
it if you in fact have made bona fide contributions.

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

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

Mr. O’CoNNELL. I would appreciate it.

The CHAIRMAN. We now have a panel of witnesses. Two of the
three are present: Robin Swift, on behalf of the forest industry’s
Committee on Timber Valuation and Taxation, and Richard E.
Morgan, research director, Environmental Action Foundation, on
behalf of Environmental Action. -

I have to leave at this point, so let me suggest that they will be
followed by a panel of Dr. Carlson, David Smith, Wallace Wood-
bury, and Mr. Aronsohn, and then that will conclude today’s hear-
ing. Senator Danforth has indicated that he would be willing to
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complete the hearing. 1 —need to attend the graveside service of
former Congressman Miller.
Mr. Swift?

STATEMEN’i‘ OF G. ROBIN SWIFT, JR, ON BEHALF OF THE
FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
TAXATION, WASHINGTON, D.C.

Mr. Swirr. Thank you, Mr. Chairman. -

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

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

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

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

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

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

Mr. Chairman, the timber industry is just climbing out of a 3-

ear depression. ‘One of those years was 1981, a year which has
n singled out in the Pease-Dorgan study of taxes paid by five
ma{')or forest products companies. If you will refer to appendix A at-
tached to my written testimony, you will find that we have expand-
ed that l-year study into a 4-year study, covering the years 1978,
1979, 1980, and 1981. We did this in order to give the concept a
little broader prospect and in order to meet the charges head on.

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

In the years 1980 and 1981, which were depression years, we had
lower profits, but we had high investments within those five com-
panies that were already committed. As a result, the investment
tax credit and accelerated depreciation caused rather large tax de-

~
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ductions. You will note on lines 8 and 4, the 1980 and 1981 lines,
that those reductions in effective tax rates in each instance—both
investment tax credits and depreciation—were higher than the ad-
Jjustment for capital gains. In fact, in 1981, if there had been no ad-
justment for capital gains, it would still have been a negative
figure because of the investment tax credit and excess depreciation.
Finally, Mr. Chairman, I would point out that capital gains treat-
ment in and of itself cannot result in negative effective tax rates,
because the rate is a positive 28 percent.
That concludes my testimony, Mr. Chairman. I will be glad to
- answer any questions.
[The prepared statement of G. Robin Swift, Jr., follows:]
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PREPARED STATEMENT OF G. ROBIN SWiFT, JR., PRESIDENT, SWIFT TIMBER, INC., ON
BEHALF OF THE FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND TAXATION

I. INTRODUCTION

Mr. Chairman and members of the Committee, I
appreciate very much this opportunity to testify on behalf
of the Forest Industries Committee on Timber Valuation and
Taxation. Our Committee speaks on behalf of more than five
million forestland owners of all sizes from all regions of
the country.

The principal public policy obijective of our
Committee is the attainment and preservation of equitable
federal tax provisions that reflect the long-term nature '
of forest investments and the unique risks involved. We are

“apnearinag today in support of timber capital gains treatment,
one of the dozens of tax expenditures that this Committee is
reviewing at these hearinags.

Timber capital gains treatment was added to the
Code by Conaress in 1944 because the tax treatment of timber
owners prior to that time was inequitable and prejudicial to
our Nation's timber resources. Timbher capital gains treat-
ment Has since been reexamined by Congress in 1954, twice in
the 1960's, and three times in the 1970's. Each such reexamI:
n;tion reaffirmed the continued need for its retention.

We welcome this opportunity to appear again before
this Committee to review how timber capital gains treatment
promotes equity and assisés our Nation in meeting its future

wood and fiber reguirements.
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IT. TIMBER CAPITAL GAINS TREATMENT -- SOUND,
RESPONSIVE AND NECESSARY

A, Equity Amonag Timber Owners

Under the specific timber provisions of Section
611, an owner who cuts his timber or disposes of it under a
contract with a retained economic interest is eligible for
capital gains treatment. It is important to recognize that
this section does not apply to a timber owner who makes an
outriaht sale of standing timber. Rather, such an owner is
disposina of a capital asset, and accordingly is generally

1/

taxed the same as the owner of any capital asset.-—

1/ with the exceptions noted in the second paragraph, an
outriaht sale of standing timber gives rise to capital gains
treatment, since standing timber is a capital asset under
I.R.C. § 1221, unless the standing timber is deemed to be
used in a trade or business. I.R.C. € 1221(2). 1In the
latter case, however, an outright sale of standing timber
obtains capital aains treatment under I.R.C. § 1231(b){(1),
since it is real property used in a trade or business.

{Both fee interests in standing timber and long-term harvest-
ina riahts are aenerally treated as real property under

state law. See, e.a., 73 C,J.S. Property, § 7c, p. 160, § 8,
p. 174-75; 9% C.J.S. Woods & Forests, ¢ §, pp. 688-89; 54
C.J.S. Loas and Loaagina, € 11, pp. 686-88). Note that
capital ocalns treatment under I.R.C. § 1231(b)(1) is avail-
able independently from I.R.C. § 1231(b)(2) (relating to
Section 631 transactions), since an outright sale of such
timber is not covered by Section 631.

Regardless of whether I.R,C. § 1221 or I,R,C, § 1231
applies, capital qains treatment will be available only
if the standing timber was held for one year (I.R.C.
€€ 1222(3), 1231(b)(1)), and if it was not held primarily
for sale to customers in the ordinary course of a trade or
business (I.R.C. §§ 1221(1), 1231(b)(1)(B)).
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Prior to the adoption of the specific provisions
for timber capital gains in 1944, if a timber owner cut his
timber fo} sale, he was taxed at ordinary income tax rates
on whatever total gain resulted. Thus, such an owner was
taxed at a higher rate than if he sold the timber outright
and let the purchaser come on his lands to do the cutting,

Similarly, under prior law, if a timber owner
cut his timber for use in his business, he\was taxed at
ordinary income tax rates on both the appreciation inherent
in the timber before it was cut and the value added after
cutting. For example, a sawmill operator who owned stand-
ing timber and cut it for use in his sawmill had to pay tﬁé
higher ordinary tax rates on both the appreciatién inherent
in the timber before it was cut and the value added after
cutting. Thus, as a practical matter, the sawmill operator
who owned standing timber would have been better off selling
his timber outright, and then buying logs from another land-
owner as needed in his mill. 1In this way, he would obtain
capital gains treatment for the appreciation inherent in his
standing timber, and would be subject to ordinary income tax
on profit attributable to the logging and conversion.

Equity was achieved in 1944 by the enactment of
Section 117(k), the predecessor to Section 631(a) and (b).

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

24-865 O—83——5
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under a contract with a retained economic interest obtains
in general the same treatment as an owner who sells his
timber outright. This is the proper tax result since the net
economiq result of each of these transactions is the same.

The specific timber provisions merely provide a
means to distinguish the appreciation in timber from the
value added to the resulting logs or timber products. The
appreciation is taxed at capital gains rates, the same as
other capital assets; the latter is taxed at ordinary income

“rates, the same as other converting or processing profits.
In contrast to prior law, which resulted in an incentive for
outright liquidations, the present law results in effective
tax policy by removing a penalty against holding and manag-
ing timber for long-term growth. Thus, the specific timber
provisions implement a uniform and consistent tax policy by
providing all timber owners with the same tax treatment,
regardless of which of the various types of timber trans-
actions are employed.

This treatment is altogether consistent with the
underiying prowisions of the Code. Real property (including
timber) held for investment has always been defined as a
capital asset. Since 1942, all real property (including
timber) "used in the trade or business," owned for the
requisite period and not held primarily for sale or in the
ordinary course of business has been uniformly subject to

capital gains treatment under what is now Section 1231,
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The specific timber provisions of Section 631 merely
establish equity amona all timber owners consistent with
existing law. They do this by (1) eliminating the previous
Aiscrimination against timber sold under contracts with
retained economic interests; and (2) providing those

who cut timber for "use in a trade or busines" or for sale
with a simple way to measure the capital gains inherent in
the timber.

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

Many hbusinesses and individuals planted and managed
their timber stands relvina on the availability of a moderate
timber capital gains tax rate when the timber stand matured.
This tax rate is a critical component in the rate of return
calculations customarily made prior to undertaking any ‘
substantial investment.

A midstream change in the tax rules would be
arossly unfair to those timber owners who have reasonably
based their investment decisions on continuation of a tax
policy which has been the existing law for almost 40 years.

and to change the law only for prospective invest-
ments would create, apart from auministrative difficulties,
sianificant inequities and competitive distortions between

the “"haves™ and the "have nots."
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Moreover, the repeal of timber capital gains would
have deleterious effects on those many communities dependent upon
+____harvesting and processing our nation's timber resource. Those
communities rely heavily on the timber industry for economic
and fiscal suport, countina on timber as an important source

of ijobs and tax revenues.

C. Uniaue Nature of Timber Investments

Absent capital qains treatment, the economics of
arowina timber continue to be unattractive. This results
first from the inherent substantial front-end investments
in land and plantina costs, the carrying costs, and the 30-
to 100-year qrowinag -cycle for timber. The effect of these
factors is to tie up investments for extended periods with-
out anv current returns. Second, the return that is gener~
ated is substantially lower than the return av;ilable from
other types of investments. Third, substantial risks, such
as fire, insects and disease, and windstorms, exist with -
respect to timber. The lona-term gqrowing cycle of timber
results in an increased exposure to these risks far beyond -
that of other types of investments. Without capital gains
treatment for timber, there would be an unfair bias in

favor of other more liaquid, less risky investments that

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

There is probably a no more dramatic exaumpls of
the direct relationship between tax policy and producer
response than that evident in the—history of the timber
economy throughout the twentieth century.

Before 1944, the year timber capital gains great-
ment was enacted, tﬁé timber resource was in a state of
alarming decline: The United States had seven billion cubic
feet less timber at the end of every year than at the start.
The enactment of the specific timber capital gains rules
dramatically reversed that trend.

) Since 1944 over 30 million acres of private lands
have been planted, compared to only 3 million acres in all

previous years. Scientific forest management is now prac-

ticed in all regions of the country.
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Tables I and 1I show the impact in terms of timber

arowina stock annual plantings in private forests:

Table 1

Table II

U.S TIMBER GROWING STOCK

D L0 OF CUNC FEET

35 AIE % DIPARTMINT 3¢ 43R40 A SOMST SERICE

ANNUAL PLANTINGS IN PRIVATE FORESTS

“""' m{
k {S 1&!7 ? #ﬁ‘

100 A5 0 85 0 88 0 78

SOACE US OEPAATMENT OF AGRCLA N FOREST SEMCE

- E. Substantial New Investment Required to Meet
Nation's Puture Timber Needs

To satisfy our Nation's future timber needs, a

1980 industry study (conducted in concert with federal and

state aagencies) determined that approximately $8 to $10

billion in new investments will be necessary over the next
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decade.z/ Were timber capital gains treatment repealed,
such investment would be extremely unattractive.

The Porest Service estimates that domestic demand
for paper and wood products may double by the year 2030 with
the demand for paper and wood products climbing from 13.4 bil-
lion cubic feet in 1976 to 28.3 billion cubic feet in 2030.3/

Table III summarizes the projected supply/demand situation:

~

Table III

Summary of U.S. Supply
and bDemand for Timber in 1976 and 2030 4/

Billion Cubic Feet

Category 1976 2030
Total U.S. demand 13.4 28.3
Fxports 1.8 1.3
Imports 2.8 4.5 -
Demand on U.S. forests 12.4 25,1
Supply from U.S. forests 12.4 21.2
Supply/demand balance 0.0 -3.9

Source: U.S. Porest Service

2/ Forest Industries Counclli Forest Productivity Reports
(1980).

3/ 1In part because of the hazards of making estimates of
what is likely to occur fifty years hence, the Forest Ser-
vice has assumed three alternative economic_and demographic
scenarios for its estimates. Thus, based on these scenerios,
the Porest Service has developed three alternative possible
future demand levels -- low-level demand, medium-level
demand, and hiqh-level demand. The data presented in this
testimony depicts the results that will ensue if medium-level
‘demand were to occur.

4/ Assumes medium-level demand (see note 3, supra) and price
rises, net of inflation, similar to those experienced from
late 19508 to mid-1970s,



68

The continuation of timber capital gains treatment is
necessary if this shortfall is to be met.

To meet the nation's future forest product needs,
timber must continue to be planted today. Unlike mistakes
in other areas of tax policy, which can be corrected with-
out long-term effects, an adverse change in timber tax policy
will directly result in lost tree growth -~ a loss which is
irreversible even with modern forestry technology. Intensi-
fication of fuzare planting efforts will simply not replace
the lost timber volume in the time frame in which it will be

needed

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

——.— U.S. forest products companies have proven to

be exceptional competitors in international trade and there
is excellent potential for further improving our position
in world markets. However, virtually every industrial
_country in the free world has recognized the unique risks
attendant to timber growing, and has in place special tax
incentives to encourage investment in future timber stands.
It is irrational—for U.S. producers—to develop- these market
opportunities, only to discover that they are at a competi-
tive disadvantage because of parent country tax disincen-

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

During the extended period of time from planting
of timber to maturity, timber growing represents a major
commitment to the coA;;;vation, recreation\and scenic enjoy-
ment needs of the general public, In comparisoﬁ to many of
the products with which wood competes, forest products are
produced with relative energy efficiency and structural wood
products manufacturinq_bas made great strides in reducing
fossil fuel dependency, substituting wood residuals (in
addition to those used as raw materials for pulp and paper
manufacturing) as fuel. Pulp and paper manufacturlng’now
supply approximately S0 percent of its own BTU require-
ments, using process residues for fyel, a Significant
increase in energy self-sufficiency since the early 1970s.
The industry's Eésitive conservation, energy, and environ-

mental accomplishments are a recognized matter of record.

III. MISPERCEPTIONS ABOUT TIMBER

A. Overstated Joint Committee Tax Expenditure
Estimates

The Joint Committee on Taxation (JCT) estimates

that the tax expenditures associated with timber capital
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gains are $515 million in FY 1984, $580 million in FY 1985,
$675 million in FY 1986, $775 million in FY 1987, and $825
million in FY 1988.2/ These estimates, however, appear to
substantially overstate the revenues that would be generated
if timber capital gains treatment were repealed.

Data from a forest industries survey indicates
that the tax benefit derived from timber capital gains
treatment is significantly-below the JCT projections. We --
estimate on the basis of this survey data that the indus-
trial sector benefited from timber capital gains treatment
by approximately $220 million in FY 1980, $175 million in
FY 1981, and $85 million in FY 1982. Using the Treasury
Department's estimate that 30 percent of all timber capital
gains are attributable to individuals, we extrapolated the
total cost of providing timber capital gaiﬁs treatment:
$315 million in FY 1980, $250 million in FY 1981, and $120
million in FY 1982.

In light of this decidedly downward trend, we do
not fully understand the assumptions underlying estimates
that would indicate a reversal of that trend to the extent
that the tax expenditures associated with timber capital

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

half times the average benefit realized during the past

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

years against the projections results in the following

comparison:

" pable IV

REVENUE LOSS ESTIMATED TO RESULT FROM THE REPEAL OF
TIMBER CAPITAL GAINS: COMPARISON OF HISTORICAL DATA
WITH JCT PROJECTIONS
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While the timber industry is currently recovering from the
recession, the JCT projections can hardly be credible since
neither the extent nor the duration of the recovery is known.
The JCT's estimates appear to be based on histori-
cal trends that ignore the experience of fecent years. Also,
the tax expenditure estimates do not take into account the
interrelationship between capital gains and other provisions,
such as minimum taxes. Thus, the tax expenditure data is an
inappropriate basis for estimating the revenues that would
be gained from the repeal of timber capital gains treatment
and are é poor predictor of the revenue increase that might

be expecééd were timber capital gains repealed.

B. Analysis of Pease-Dorgan Survey

While a survey publicized by Congressmen Pease and
Dorgan indicated that five forest products companies had a
negative effective tax rate for 1981, the survey results are
misleading. One unfamiliar with the industry might assume
that timber capital gains treatment was the major contribu-
tor to the low rate, but this is simply not so. Almost half
of the low effective rate was, in fact, caused by accelera-
ted depreciation and investment tax credit (many of the com-
panies being in excess credit situations) resulting from
significant new investment in plant and equipment even dur-

ing these difficult economic times. While the companies



- 78

still realized timber capital gains benefits, the relationship
of such benefits to the negative effective tax rate is sum-

marized as follows:

Nominal Tax Rate 46.0%
Accelerated Depreciation -
and Investment Credit (27.3)
— Other Adjustments
(non-timber) (21.0)
Capital Gains { 6.7)
Effective Tax Rate ' (_9.0%)

The year 1981, with the severe recessionary
impact, was not a representative year for the timber indus-
try. In more typical years, the timber industry's effective
tax rate is not dissimilar to the effective tax rates of
other industries. A more complete discussion>of an analysis

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

C. Marginal Rate of Return

Even with capital gains treatment, the return from
investment in timber is marginal. Federal Trade Commission
reports indicate the return on equity from paper and allied
products for the period 1960-1979 to be 11.1 percent, com-
pared with a return of 12,5 percent from all durable and

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

Trade Commission later than 1973, the comparable figures for

1960-1973 show a similar pattern.
Iv. CONCLUSION

Timber capital gains treatment has for almost 40
years provided a powerful incentive for proper management
of our nation's timber resources. By providing identical
tax treatment to comparable timber dispositions, the
specific timber capital gains provisions promote equity
among all timber owners. ‘ .

Without a tax policy that encourages the proper
management of our timber resources, the timber needs of
future generations will not be met as the required invest-
ment will not be made. Timber, which is subject to wunique
risks, has historically had a rate of return below that of
other investments. The specific timber capital gains rules
merely enable timber to compete for investment dollars with
other, more liquid investment opportunities.

Mr. Chairman, I believe that the record amply
demonstrates the continued need for timber capital gains
treatment. We would be pleased to answer any questions that

you may have.
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APPENDIX A

ANALYSIS OF PEASE-DORGAN SURVEY RESULTS

The Pease-Dorgan survey, published in the Congressional
Record last December, indicatéd that five paper and wood
products companies had a 1981 effecive tax rate which was -
negative-for both worldwide income and U.S. income. An
analysis of these five companies' eftéctive tax rates dis-
closed that while the five companies did receive sggnificant
capital gains benefits, timber capital gains treatment simply
was not the major contributor to the low rate.

The analysis done using the approach employed by the
Joint Committee on Taxation revealed that the most signifi-
cant cause of the low effective tax rate was the five
companies’ susbstantial new investment in plant and equip-
ment. Excess depreciation reduced the companies' effactive
tax raté by 15.7 percentage. points with the investment tax
credit further reéducing the rate another 1l1.6 percentage
points, 27.3 percentage points in the aggregate.

From this analysis, it is clear that the capital gains
tax contributed in only a modest way to the 1981 negative
effective tax rate of the five companies as it reduced their
taxes by 6.7 percentage points. In this regard, it should be
emphasized that the timber capital gains rate cannot result
in a negative effective tax rate since the rate on capital
gains is 28 percent. '

A singfe year's data, however, indicat;a little. As
Congressnan Pease stated when introducing the Pease-Dorgan

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

- Thus, we computed the effective tax rates of these five
companies over the period 1978 to 1981, and analyzed their
contributing components. This analysis is presented on page
4.

The analysis also indicates that 1981 was not a typical
year for the five companies. Rather, the negative tax rate
in 1981 was the result of significantly lower earnings be-~
cause of the recession, at a time when large capital projects

“were coming on stream. This combination of events -- rela-
tively low earnings and high depreciation deductions and
investment tax credits--produced net operating losses and
investment tax credit carrybacks resulting in refunds of
taxes paid in prior years, i.e., negative taxes in 1981. For
the remaining years, the five companies had a positive effec-
tive tax rate although the rate for 1980 was low, showing
marked similarity to 1981. For the more representative years
1978 and 1979-- prior t;Athe receasion-éthq five companies'
average effectivVve tax rate was 23.6 percent.

In summary, the analysis indicates that timber capital
gains had little effect on the 1981 effective tax rate; that
the negative effective tax rate was peculiar to the circum-
-tanes of 1981; and that the effective tax rate of the five
forest products companies in a normal year approximates the
1981 effective tax rate of the average of all industries

shown in the Pease-Dorgan survey, 25.1 percent.
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ANALYSIS OF EFFECTIVE TAX RATES FOR FIVE PAPER AND WOOD PRODUCTS companics(a)/
1978 to 1981’
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Other Adjustments to Nominal Rate

Ad justments Pease-Dorgan

Tax Depreciation Other . For Effectiye Tax
Nominal i Over Adjuat?egts Total . Capital Rate (¢
Tax Rate ITC  Book Depreciation. Net (b)/ Col. 2+3+4 Gains (Col. 1-5-6)
— 48.0 (Cwy) (5.2) 2.7y {12.5) 1i0.0) 25.5
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46.0 (10.4) (8.2) (16.6) (35.2) (1.0) 3.8
45.? (11.6) (15.7) (21.0) \ (48.3) (6.7) (9.0)

1981 effective tax rate for the average of the 22 industry groupings in &e Pease-Dorgan Survey...22,1

(a)/
o7,

Computed by a methodology comparable to that used by the Joint Committee on Taxation in "Taxation of Banks

and Thrift Institutions™ (March 9, 1983). The five companies are those selected by the Pease-Dorgan survey.
Including Pease-Dorgan adjustment; excluding capital gains.

Computed in accordance with Pease-Dorgan study, Congressional Record (Dec. 20, 1982) at H. 10545.
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Senator DANFORTH. Senator Long?

Senator LonG. No questions. -

Senator DANFORTH. Why should somebody who is a grain farmer
be taxed at ordinary income, while somebody whose crop is trees be
taxed at capital gains rates? B

Mr. SwirT. Senator, a grain farmer plants and harvests his crop

. all in the same year, usually within a 3- or 4-month span; whereas,

a timber grower plants his trees and does not get any revenue,
even in the South where I live and the cycle is fairly short, for 20
or 25 years, and the real crop harvest is more like 35 or 40 years. It
is a long-term investment as opposed to a short-term investment.

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

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

Our company subsists almost entirely from timber from private
landownerships that are not our own—we have no land base. And 1
think if we did not have the capital gains treatment of timber in
effect, our company would be in serious jeopardy from a supply
standpoint. _

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

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

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

ey’

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

Senator DANFORTH. OK.

Mr. Morgan? e

STATEMENT OF RICHARD E. MORGAN, RESEARCH COORDINA-
TOR, ENVIRONMENTAL ACTION FOUNDATION, ON BEHALF OF
ENVIRONMENTAL ACTION, WASHINGTON, D.C.

Mr. MorGAN. Thank you, Mr. Chairman.

I would like to first correct a typographical error in the state-
ment that we submitted. On page 6, near the bottom it reads,
“Three billion dollars,” and that should read “$1.3 billion.”

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

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

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

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

I will briefly review specific tax benefits for electric utilities:

First, utilities receive a 10-percent investment tax credit for in- -
vestments in new Powerplants. This costs the U.S. Treasury about
$1.5 billion annually. For the 53 nuclear units currently under con-
struction, the ITC tax expenditures will amount to $12.4 billion, or
an average of $220 million per nuclear unit, and this figure does
not include the tax expenditures for coal plants which are under
construction, for which we do not have comparable figures.

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

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

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

year.

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

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

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

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

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

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

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

PREPARED STATEMENT OF RICHARD E. MORGAN, RESEARCH COORDINATOR,
ENVIRONMENTAL ACTION FOUNDATION, ON BEHALF OF ENVIRONMENTAL ACTION, INC.

Mr. Chairman and members of the Senate Finance Committee, my name is Rich-
ard E. Morgan. I am Research Coordinator for the Enelfy Project of the Environ-
mental Action Foundation. My business address i8 724 Dupont Circle Building,
Washington, D.C. 20036.

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

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

Based on preliminary unpublished figures supplied by the U.S. Department of
Ene (DOE), 1 have calculated that tax benefits provided to electric utiiities cost
the U.S. Treasury over $9 billion annually. The magnitude of these benefits to the
sower industry is even greater than this figure indicates due to the federally man-

ated accounting treatment for certain major tax benefits received by utilities.

The net result of federal tax benefits received by electric utilities is that approxi-
mately one fourth of all ‘power companies do not pay any federal income tax in a
given year, with most of these companies receiving tax refunds. In 1980, for in-
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- stance, 51 of the 200 private electric utilities reported paying no federal income tax.
(Source: U.S. Dept. of Energy, “Status of Private Electric Utilities in U.S.,” 1980).
The entire power industry paid only $1.7 billion in taxas on $17 billion in profits
in 1981, according to unpublished preliminary figures provided by DOE. This repre-
sents an effective tax rate of 10 percent in 1981, far lower than for most industrial
sectors. By comparison, the Joint Committee on Taxation reports 1981 effective tax
rates of 48 percent for motor vehicles; 46 percent for trucking; 36 percent for phar-
maceuticals; 31 percent for tobacco; 30 percent for diversified services; 29 percent for
electronics, appliances and beverages; 27 percent for food processors; 25 percent for
office equipment; 24 percent for industrial and farm equipment 23 percent for retail-
ing; 17 percent for diversified financial; and 16 percent for airlines.

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

_from .

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

Investment Tax Credit. Like all other businesses, private utilities receive a 10 per-
cent federal tax credit for investments in new machinery. Since virtually the entire
expense of building a new power plant qualifies for the ITC, a utility may subtract
10 percent of the plant cost from its tax liability.

To illustrate the magnitude of this tax benefit, let us consider recent data on the
cost of the 53 nuclear units currently under construction, compiled -by Salomon
Brothers Inc. (Mark D. Luftig and Mo Ying Wong, “Electric Utility Quality Meas-
urements—Quarterly Review”, April 12, 1983). In mixed current dollars, the aver-
age cost per kilowatt is $2200 which, for the average 1000 megawatt plant, reflects a
$2.2 billion investment. This creates a tax expenditure of $220 million per average
nuclear unit. Turning to the aggregate cost of $124 billion for nuclear units under
construction, the Environmental Action Foundation has concluded that federal ITC
tax expenditures of $12.4 billion will be required for the current utility nuclear con-
struction program. While the foundation does not at present have comparable fig-
ures for the coal units under construction, we can state generally that tax expendi-
tures will be substantial, but lower than for nuclear units due to the lower capital
cost of coal units. .

Accelerated Depreciation and Shortened Tax Lives. Electric utilities derive sub-
stantial benefits from the provisions of the Internal Revenue Code which allow post-
ponement of tax payments through accelerated depreciation afid shortened tax lives.
While rapid depreciation is available to all businesses, the capital-intensive nature
of electric utilities allows them to defer major portions of their income tax liability.

The Accelerated Cost Recovery System adopted in the Economic Recovery Tax
Act of 1981 includes shortened tax life provisions which are very generous to utili-
ties. Under the law, a 30-year investment in a coal plant can be depreciated in 15
years. Nuclear plants receive even more favorable treatment with a tax life of just
10 years. We are not aware of any specific justification for this difference in tax
lives in the legislative history which would indicate a federal preference for one
form of technology over another.

In 1981, depreciation provisions for all income taxes enabled the electric utilities
to defer approximately $4.7 billion in income taxes. These companies paid only $2.5
billion in deferred income taxes from prior years, resulting in a net cost to the U.S.
l'!‘re?gtsx?s of $2 billion in 1981. (Source: unpublished DOE res on electric utilities
or .

The tax deferral figures for-1981 are hardly unique. Tax expenditures in preceed-
ing years amounted to $2 billion in 1980; $1.9 billion in 1979; $1.6 billion in 1978;
and $1.5 billion in 1977. Thus while there have been substantial tax expenditures
each year, there has been a trend of increasing cost to the U.S. Treasury.

Although theoretically these deferred taxes will all eventually be paid to the U.S.
Treasury, government figures indicate that utilities deferred tax accounts are in-

—creasing in size and that utilities appear to be postponing some tax éaayments
almost indefinitely. At the end of 1981, power companies were holding $16.7 billion
in their deferred tax accounts and $8.4 billion in their deferred investment tax
credit accounts, according to preliminary figures from DOE. Thus, at the end of
1981, the power industry was holding over $26 billion in unpaid taxes. Currently,
the combined deferred tax accounts are increasing by about $4 billion each year.



82

In addition to tax credits arid depreciation benefits, the Internal Revenue Code
contains provisions which are designed specifically to benefit utilities. A discussion
of these benefits follows. .

Preferred Stock Dividend Deductions. Section 247 of the Internal Revenue Code

_allows utilities to deduct a portion of the cost of dividends paid on preferred stock
from their taxable income. This unique provision was enacted in 1942 to aid war-
time expansion of utility facilities. It has remained in law for 41 years, despite the
apparent lack of any rationale in peacetime. About 30 percent of a utility’s pre-
ferred stock dividends are deductible under this special lprowiaion, which the Foun-
dation estimates to cost the treasury $300 million annually.

_  Dividend Reinvestment Program. This newest utility tax benefit was enacted by
Congress as part of the Economic Recovery Tax Act of T98I. The dividend reinvest-
ment program allows certain utility stockholders to postpone ﬁayment of federal
income taxes associated with utility stock dividends, provided that these dividends
are reinvested in new stock of that company. This provision helps utilities raise cap-
ital at a reduced cost, but entails a tax expenditure by the U.S. Treasury. One year
ago when this Committee voted to eliminate this special proxl-;im, you expected the
program to cost $900 million for 1983-85. Environmental Action commends your
action last year, and urges similar initiative this year.

Utilities receive still further benefits from provision of the tax code which are
available to all businesses, particularly from the interest expense deduction.

Interest Expense Deduction. The capital structure of the electric utility industry
enables it to take greater advantage of interest expense deductions than other cor-
porate sectors. While any business which raises capital by issuing bonds can deduct
the interest paid on this long-term debt, utilities raise more than half of their exter-
nal capital through long-term debt, compared to only 10-15 percent for most indus-
tries (Source: Christopher P. Davis, “Federal Tax Subsidies for Electric Utilities: An
Energy Policy Perspective,” Harvard Environmental Law Review, 4:2, 1980). Utili-
ties are thus uniquely able to deduct the costs of more than half of their long-term
financing. The Foundation estimates that this provision of the Internal Revenue
Code saved electric companies an estimated $5.3 billion in 1981. This tax expendi-
ture on behalf of electric utilities should be considered when overall tax expendi-
tures for this industrial sector are evaluated.

Degnecia!ion Basis Adjustment. The inclusion of grné portion of the Investment
Tax Credit in the depreciation base provides tax benefits to any capital-intensive in-
dustry such as electric utilities. This Committee addressed this matter as part of its
consideration of the Tax Equity and Fiscal Responsibility Act of 1982, which result-
ed in half of the ITC being removed from depreciation base. As long as 50 percent of
the ITC is allowed to remain in the depreciation base, the tax expenditure for elec-
tric utilities should be calculated and included in assessing the overall tax expendi-
tures for electric utilities.

Benefits from Tax Normalization. While the focus of the hearing today is on tax
expenditures, the full benefit of the tax code for utilities goes beyond their reduced
tax payments. Currently, Sections 46(f) and 167(1) of the Internal Revenue Code re-
quire that utility tax benefits receive normalized accounting treatment. This re-
quires utilities to charge their ratepayers for taxes as if no tax credits or deferrals
had been received. Consumers and many lators prefer an accounting alterna-
tive known as “flow-through”, whereby a utility passes its tax savings on to consum-
ers without delay. This practice is not allowed by current federal law.

A utility normalizes its ITC benefits from a new power plant by charging its cus-
tomers as if there were no tax credit. The utility keeps these deferr 's in a
special account. This money is refunded to ratepayers over the life of the plant, a
process which may take forty years. :

-Savings from acrelerated depreciation and shortened tax lives are normalized by a
different method. 'The utility c arﬁgs its customers as if there were no tax deferrals.
The taxes owed to the Internal Revenue Service are placed in a deferred tax ac-
count and held there until deductible expenditures are insufficient to allow further
deferral of tax payments. These funds are available to the utility for its investment
in new power plants.

In a report released just last week by the Environmental Action Foundation, we
surveged the nation’s one hundred largest J)ower companies and found that the tax
overchargeés amounted to $3.7 billion in 1981, as a result of the normalization re-
quirement. These unpaid taxes have come to be known as “phantom taxes,” a term
originating with former Federal Power Commission Chair Howard Morgan.

r survey found that the electric utilities studied had billed ratepayers for $5.0
billion in federal income taxes in 1981, but reported paying only $3 billion to the
Internal Revenue Service. Thus, for every dollar paid to-the government, the compa-
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nies retained about- $3.00. Commonwealth Edison Co. in Illinois, for example,
charged its customers $208 million for federal income taxes, but recorded paying
only $12 million to the IRS, resulting in an overcharge of $196 million. In addition,
the company was holding over $1.4 billion in its deferred tax accounts at the end of
1981, according to the company's annual report filed with the Federal Energy Regu-
latory Commission (FERC). For each of the 100 utilities which we surveyed, the tax
overcharge and accumulated deferred tax amounts are listed in the table included
as Exhibit 1 of our testimony. The ten highest ranking utilities in phantom tax
charges and the ten highest in the size of their accumulated deferred tax accounts
are listed as Exhibit 2.

Another provision contained in Section 46(f) allows utilities to profit further from
the normalization of its tax benefits. First, the federal law requires utility rate-
payers to provide capital for ten percent of a new power plant through the normal-
ization of E:I‘C’s. Second, the law allows utilities to select a method of normalization
whereby they can include the portion of the plant financed by the ITC in the rate-
base and thus earn a profit on funds provided by ratepayers. Regulators generally
favor ;J)rooedure called “economic normalization,” which requires that the ITC be
deducted from the rate base. Deferred taxes arising from accelerated depreciation
and shortened tax lives are generally deducted in this way.

Environmental Action Foundation has estimated that_these extra profits current-
ly amount to about $1 billion annually for the electric industry and that the sum
will increase to about $4 billion annually by the 1990’s. This additional tax benefit
to utilities needs to be considered when the tax expenditures are evaluated by Con-
gress for this segment of our economy.

State utility regulators are %I;We concerned that federal restrictions on the regula-
tory treatment of utility tax benefits prevent them from properly exercising their
regulatory responsibilities. The collection of phantom taxes and the additional profit
derived from the tax code should not be outside the purview of state regulators. The
National Association of Regulatory Utility Commissioners has advocated repeal of
Sections 46(f) and 167(1) of the Internal Revenue Code for many years. While state
regulators do not necessarily oppose the use of normalization, they object to having
their regulatory functions interfered with the federal government. .

Most of these tax subsidies for electric utilities were adopted at a fime when the

"=~ power companies were engaged in a large expansion program to meet a rapidly

growing demand for electricity. Times have changed. The growth in power demand

as been declining over the fast ten years and has now come to a virtual standstill.

The power industry currently has a record 39 percent generating reserve margin.

This excess generating capacity is costing consumers billions of dollars in higher

electric bills, yet the federal government continues to offer the utilities billion-dollar
incentives for investing in new power plants.

These federal tax benefits encourage inefficient management by the power compa-
nies. By providing a large pool of cost-free capital, phantom taxes make the financ-
ing of new construction artifically inexpensive. Moreover, the ﬁe tual postpone-
ment of taxes gives utilities an incentive to keep expanding and building new power

lants, to avoid paying their accumulated defer taxes. Power companies often
Eecome locked into a growth cycle which is difficult to break out of. According to
former California utility regulator Robert Batinovich: “The desire for tax credits
often undermines the responsibility of prudent utility management to determine
whether growth is reasonable in light of foreseeable customer requirements—The
present tax laws stimulate &rowth regardless of need within a particular service ter-
ritory." (Quoted from “A Sensible Substitute for the Federal Income Tax of Utili-
ties,” in Public Utilities Fortnightly, July 21, 1977, pp. 13-14,) .

Many tax experts have questioned the wisdom of offering investment incentives to
a regulated monopoly. As Rep. Al Ullman pointed out in 1962: “In view of the fact
that utilities are regulated monopolies with guaranteed rates of return and with a
utilily responsibility to provide all the investment needed to meet demand, I can see
absolutely no reason for offering them a tax incentive to do what they are required
to do anywag." (Co ional Record, v. 108, p. 5319, 1962)

In fact, when the ITC was orginally proposes in 1962, Treasury Secretary Douglas
Dillon argued that utilities should be exempted from this tprovision. In that year,
Congress adopted a 7 percent ITC, but limited tax credits for utilites to 3 percent.
Not until 1975, when Congress increased the ITC to 10 percent, were utilities al-
lowed the same ITC as other industries.

-=— Conclusion. The current network of federal tax benefits to the electric utility in-
dustry is costly both to the federal treasury and to consumers. Further, it encour-
ages inefficient utility management decisions to pursue expensive means of meeting
future generating needs at a time when least-cost approached should be vigorously
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pursued. During this period of mounting deficits, the federal government should not
be offering over $9 billion annually in investment incentives to companies which are
already required by law to make the investment necessary to provide adequate serv-
ice. Environmental Action urges the Finance Committee to consider the following
changes in the Internal Revenue Code as it pertains to electric utilities: -

1. Reduce or eliminate the ITC for electric utilities;

2. Equalize the tax lives for all generating plants at a minimum of 15 years, in
order to eliminate the bias against coal plants in the current law;

3. Eliminate special preferences for utilities in the tax code, such as the deductlon
for preferred stock dividends and the dividend reinvestment provision;

4. Remove the full 10 percent ITC from the depreciation base; J

5. Remove federal restrictions on the ability of state utility commissions to deter-
fxgnine the appropriate accounting procedures to be used for electric utility tax bene-
its.

Thank you for this opportunity to share with you our views on the tax treatment
of electric utilities.
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Exhibit 2

Ten: Electric Utility Phantom Tsxes, 1981 -~

Commonwealth Edison Co.

Southern California Edison Co.
Houston Lighting & Power Co.
Florida Power ‘& Light Co.-
Carolina Power & Light Co.

Public Service Electric & Gas Co.
Georgia Power Co.

Duke Power Co.

Alabama Power Co.

Long Island Lighting Co.

$196.1 million
127.4 million
121.8 million
114.6 million
112.6 million
112.5 willion
108.6 million
105.9 million
101.6 million
84.0 million

Ten: Accumulated Deferred YTaxes and Tax Credits, Dec.

Commonwealth Edison Co.

Florida Power & Light Co.

Georgia Pover Co.

Public Service Electric & Gas Co.
Duke Power Co.

Consumers Power Co.

Houston Lighting & Power Co.

. Detroit Edison Co.

Carolina Power & Light-Co.
Consolidated Edison Co. of New York

$1.408 billion
952 million
921 million
814 million
746 million
693 million
607 million

31, 1981

562 million *

545 million
542 million
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Senator DANFORTH. Senator Long?

Senator LoNg. No questions.

Senator DANFORTH. Wouldn’t all of these changes simply in-
crease the rates for the consumer?

Mr. MorGAN. Some of the changes would; however, the effect of
the accountmg treatment, the requirement of using normalization
accounting, is costing utlhty rate payers about $3.7 billion annual-
ly. And we have calculated that even with some substantial reduc-
tions in the tax benefits that utilities receive, if the State utility
commissions were allowed to use flowthrough accounting, which
would get rid of these so-called phantom taxes, that that could save
ratepayers more than the reduction in the tax benefits, dependmg
on how big that reduction would be.

Senator DANFORTH. Do you think the utilities will be taxed more
and they will be charging the consumer less?

Mr. MorcAN. Yes. In fact, that could very well happen if there
were reductions in the size of the tax benefits to the utilities, and if
at the same time utility commissions were basically given a free
hand to determine the accounting procedure to use on tax benefits.

Senator DANFORTH. OK.

Gentlemen, thank you very much, and Senator Long may have
some additional questions for you.

Mr. SwiFr. Could I have permission to submit four other docu-
n})lentg for the record? Shall we name them, or shall we just submit
them?

Senator DANFORTH. No, no.

Mr. Swirr. Thank you.

[The documents follow:]
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Porest Indusiries Commitles on

TIMBER VALUATION AND TAXATION

1250 C: gton, D.C. 20038 (202) 223- 2314
-- July 21, 1983

The Honorable Senator
Robert J. Dole
Chairman
Committee on Finance .
United States Senate

22) pirksen Senate Office —

Building
washington D.C. 20510

Dear Mr. Chairman:

At your recent hearings on tax expenditures, Senator
Metzenbaum referred to a Department of Treasury statement made
in 1981 that timber is the "most tax-favored” industry. As
this statement is incorrect, since 1981 we have met and
corresponded with Treasury Depdrtment officials pointing out
the flaws in their position.

In this connection, we are enclosing for the record:

1. Letter to Assistant Secretary Chapoton from -
William K., Condrell, dated December 23, 1981;

2. Letter to Assistant Secretary Chayoton from
William K. Condrell, dated September 10, 1982,
with attached memorandum.

The December 23, 1981, letter explains in detail
why Treasury's argument is specious. That argument is predicated
upon three erroneous assumptions -- that timber capital gains
treatment results in an unfair benefit to timber owners; that
timber owners mismatch items of income and expense; and that
the mismatching results in a conversion of ordinary income to
capital gains. The letter responds in detail to each of these
claims, noting that timber capital gains treatment provides
the same treatment to all timber owners as is available to the
owners of all other capital assets and to timber owners who
dispose of their timber in outright liquidations; that there is
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no mismatching since the expensing treatment available to
timber owners is the same treatment available to all taxpayers;
and that since there is no mismatching, there is no conversion
of ordinary income into capital gains.

The letter dated September 10, 1982, transmits a
memorandum which explains that the Internal Revenue Code
provides timber owners no special expensing treatment. The
memorandum discusses at length how the general rules concerning
expensing have been applied to timber owners.

N ) Additionally, we are enclosing for the record:

3. Response submitted to Congressional Budget
Office; and

4. Response submitted to House Democratic
Study Group.

These materials, which were prepared in response to base-
broading options, explain how timber capital gains treatment pro-
motes equity among owners of all capital assets and owners of
timber, and why timber is not inventory or stock in trade. The
response to the Congressional Budget Office also disputes the
estimates of revenue gains that would be realized were timber
capital gains treatment repealed.

—~ Finally, we are also enclosing for the record a copy
of & brochure entitled "Timber," which explains the importance
of timber capital gains treatment to our econohy.

Thank you for your consideration in this matter.

Sincerely,

T S e S BT
G. Robin swift, Jr.
Chairman
Forest Industries Committee on
Timber valuation and Taxation

President
Swift Lumber, Inc.
Enclosures
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Poresl Indusiries Commillee on -

TIMBER VALUATION AND TAXATION

, Washington, 0.C. 20036 (202) 223-2314

1250 C

December 23, 1981

The Honorable John E. Chapoton
Assistant Secretary for Tax Policy
U.S. Department of Treasury
washington, D.C.

Dear Mr. Chapoton:

Thank you for taking the time on December 7 to
discuss with us concerns which arose as a result of your
testimony of November 24 before the Senate “Yinance Committee.

As we indicated to you at our meeting, we were
speaking on behalf of the Fortst Industries Committee on
Timber Valuation and Taxation (FICTVT), which consists of
over 5,000 timberland owners, and which represents the more
than 5,000,000 timberland owners in the nation.

- As we stated at that time, we are not mow urging °
an immed{ate increase in the limitation on expenditures
eligible for reforestation incentives. wWhile it is the
FICTVT's policy that these limits be increased as Senator
Packwood has proposed, it is recognized that pow may not be
the proper time, -

In any event, our immediate purpose in writing
to you is to confirm our discussions of December 7th. This
letter will consider and vespond to each of the four items --
1. capital gains;
2. mismatching of {ncome and expense;

3. conversion of ordinary {ncome into
capital gains; and

4. minimum tax provision,
which some in Treasury have inappropriately described as

causing the timber industry to be one of the "most tax-
favored” industries, and as a result of which, Treasury
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has indicated that timber owners should be irneligible for
more effective reforestation incentives., Our comments in
this regard will include responses with respect to several
6f the additional points that you raised at our meeting.

Briefly, our comments show (a) that timber capital
gains treatment reflects Congressional desire to give timber
owners the same treatment as others entitled to capital gains
treatment regardless of which of the various types of timber
dispocitions are employed; (b) that there is generally no
"mismatching" of timber expenses and income; (c¢) that there
- ,is no conversion of ordinary income into capital gains; and

(d) the minimum tax argument is irrelevant to the discussion
of reforestation incentives.

1. Capital Gains

wWith respect to capital gains, the prepared
statement submitted on behalf of the Treasury Department
stated:

.

"{U)nder the tax laws, amounts received

by manufacturers and producers for the

sale of their products are generally

taxed as ordinary income. However, a

taxpayer may elect to treat the cutting

of timber as the sale or exchange of a

capital asset, with the result that

receipts from timber sales are generally

taxed at the preferential capital gains

rate. Taxation at capital gains rates

reduced the taxes of the timber industry

by an estimated $350 million in 1978."1/

In considering these comments, it is important to
recognize at the outset that when a timber owner makes an
outright sale of standing timber, he is disposing of a

1/ Statement of the Honorable John E. Chapoton, Assistant
BSecretary for Tax Policy, Department of Treasury, Before the
Subcommittees on Taxation and Debt Management and International
Trade of the Senate Finance Committee 3 (Nov. 24, 1981)
(hereinafter cited as "Treasury Statement”).
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capital asset,2/ and accordingly is treated ‘the same as
the owner ot any capital asset.

However, prior to the adoption of the special
provisions for timber capital gains in 1944, if'a timber
owner cut his timber for sale, he had to pay taxes at ordinary
income tax rates on whatever gain resulted. For example, an
owner who cut and then so0ld his timber was taxed at a higher
rate than if he sold the timber outright and let the purchaser
come on his lands to do the cutting. - )

Similarly, under prior law, if a timber owner cut
his timber tor use in his business, he paid tax at ordinary
income tax rates on both the appreciation inherent in the
timber before it was cut and the value added after cutting.
For example, a sawmill operator who owned standing timber
-and cut it for use in his sawmill had to pay the higher
ordinary income tax rates on both the appreciated standing
timber and increased value as a result of processing. Thus,
as a practical matter, the sawmill operator who owned standing
timber would have been better oft seliing his timber out-
right, and then buying 10gs trom another landowner as needed
in his mili. In this way, NE® would obtain capital gains
treatment tor the appreciation inherent in his standing tim-
ber, and would be subject to ordinary income tax on profit
attributable to the logging and conversion.

2/ With the exceptions noted below, an outright sate

of standing timber gives rise to capital gains treatment, -
since standing timber is a capital asset under I.R.C.

§ 1221, unless the standing timber is deemed to be used in
a trade or business. I.R.C. § 1221(2). 1In such case, an
outright sale of standing timber obtains capital gains
treatment under I.R.C. § 1233, since it is real property
used in a trade or business. (Standing timber is uniformly
treated as real property under state law. See, e.9., 73
Cc.J.S. Property, § 7¢, p. 160, § ¥, p. 174-75; 98B C.J.S.
wWoods & Forests, § 2, pp. 688-8Y.), Note that I.R.C, § 1231
would apply independent of I.R.C. § 1231(b)(2) (relating to
Section 631 transactions), since an outright sale of such
timber is not covered by Section 631.

Regardless whether I.R.C. § 1221 or I.R.C. § 1231 applies,
capital gains treatment will be available only if the standing
timber wWas held for one year (XI.R.C. §§ 1222(3), 1231(b){1)),
and if it was not held primarily for sale to customers in the
ordinary course of 2 trade or business (I.R.C. §§ 1221(1),
1231(b)(1)(B)).

24-865 O—83——1
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Equity was achieved in 1944 by the enactment of -
Section 117(k), the predecessor to Section 631(a) and (b).
.A8 a result, an owner who cuts his timber or disposes of it
under contract obtains the same treatment as an owner who
sells his timber outright. The appreciation inlerent in the
standing timber is taxed at capital gains rates. This is
the proper tax result since the net economic result of each
of these transactions is the same.. In contrast to prior law
which resulted in an incentive for outright liquidations,
the present law results in effective tax policy by removing
a penalty against holding and managing timber for long-term
growth. - .

Thus, timber ownars receive the same treatment as
others entitled to capital gains treatment regardless of
which of the various types of timber transactions are
employed. This treatment provides a uniform and consistent
tax policy.

.

I1I. Mismatching Of Income And Expense

. -

The prepared testimony subnitted on behalf of
the Treasury Department stated:

"|A) basic principls of the tax laws
is that an expenditure may not be
currently deducted if it is related
to the purchase or production of

an asset that will generate income
beyond the year in which the expendi-
ture is made. —Thus, the cost of pro-
ducing inventory for resale is not
currently deducted but is reflected
in income as an offset against the
selling price of the goods in the
year ot sale. However, for the
timber industry, there is a sig-
nificant exception in that costs
fncurred in connection with growing
and carrying timber after the refore-
station period are currently deducted
against ordinary income. These costs
represent approximately 3/4 of the
costs of raising timber. The amorti-~
zation of reforestation expenditures
is another exception to the dasic tax

f
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principle. 1In theory, the expenses
incurred in the reforestation period
and beyond should be capitalized and
recovered against the income to which
they relate in later years when the
timber i8 cut or sold.“3/

The proposition that it is -a basic principle of the tax
laws that an expenditure may not be currently deducted if
it is related to . . . production of an asset that will
generate income beyond the year in which the expenditure
_is made" is incorrect. "It belies the clear Congressional
intent to allow certain deductions on an annual basis for
all taxpayers, including timber growers, regardless of when
the asset will generate income.4/ .

The general rule of thg Code is that- expenditures

" incurred to acquire, create or establish a capital asset are
to be capitalized.5/ On the other hand, expenditures for
the maintenance of a capital asset are to be expensed.§/
The Code clearly entitles all taxpayers to deduct currently
their interest expenses //.Apd property taxes.8/ Maintenance
expenses are deductible annually if they are ordinary and
necessary expenses either incurred in a trade or business
or incurred for the management, conservation or maintenance
of property held tor the production of income.9/ These

3/ Treasury Statement 3.

L V4 See I.R.C. §§ 162(a), 2?2. A

g/ See I.R.C. § 263(a)(1). Some expenditures permitted to
e expensed may be capitalized. I.R.C. § 266; Treas. Reg.
§1.266.1.

6/ _I.R.C. §§ 162(a), 212.

1/ I.R.C. § 183(a).

8/ I.R.C. § 164(a)(1)=(2). For a limited exception to
this rule, see I.R.C. § 189 (requiring the capitalization
and. amortization of interest and taxes for real property

‘during its construction period).

S/ I.R,C. §§ 162(a), 212(2).
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are the rules applicable to all taxpayers. That timber
owners receive this treatment does not stem from any timber-
oriented provision of the Code. There {s no basis tor sub-
jecting timber owners. to.a ditterent rule.

Since taxes, interest, and maintenance costs are
paid to discharge annual obligations, their treatment as
expenses is fully in accord with the proper application of
the above principles. They are current expenses which if
not paid could result in the total loss or diminution in
value ot the underlying asset. Clearly, they must be paid
to maintain such asset and it would be inappropriate to
capitalize such costs. :

. The application ot these principles does not
reguire the matching of items ot income and expense. Owners
of any capital asset not earning current income are permitted
to expense the cost of maintaining thdir asset. For example,
the costs of maintaining i{dled factory buildings and ware-
houses or unproductive land may all be expensed. Similarly,
the owner of several rental properties, one of which is
vacant, is able to deduct maintenance expenses incurred for
the vacant property against“the rents received from other
properties. And the owner of a growth stock portfolio
yielding no annual income may annually deduct custodial fees
from his other income, despite the fact that no dividends

are received from his portfolio. In a like vein, a timberland
owner -is permitted to deduct the annual costs of disease and
fire control and similar expenses, despite the fact that the
trees remain unharvested. (We will be sending under separate
cover a memorandum which expands upon, and provides the legal
authorities for, the expensing available to timber owners).

It is also important to note that a timber owner
often possesses more than the right to harvest the trees on .
his land: Timber ownership may confer the rights to all
uses of the property. For timberland, these uses often
include hunting, farming, grazing, mining, and watering
rights; additionally, certain trees on the property may yield
turpentine or maple syrup. Where the timberland owner uses
or rents his property for any of these uses, such uses
benefit from many of the maintenance expenses incurred with
respect to the property. For example, interest expenses,
property taxes, fire control expenses, and surveying costs
for the boundaries of the property benefit all uses of the
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property. This is significant because each of these other
uses often produces income currently. To such extent, the
timing of income and expenses does coincide even under the
theoretical notions being urged by the Treasury Department.10/

At our meeting, you suggested that despite the
foregoing, the policy underlying the completed contract °
method of accounting might suggest that the deduction for
maintenance expenses for standing timber should be deferred
until the timber is sold or cut. A comparison between the
treatment of timber owners and the completed contract method
of accounting provides no precedent for deferring timber
management expenses, o

- Essentially, the completed contract method of
aqgcounting may presently be used only in the case of a
long~-term contract, which is defined to mean "a building,
installation, construction or manufacturing contract which
is not completed within the taxable year in which it is
entered into."11/ The adoption of this method, which is
elective,12/ enables a taxpayexs to defer recognizing any
income on progress payments received until the contract is

10/ 1In any event, those expenses incurred to acquire, create,

or establish an asset are to be capitalized. This is precisely
the practice followed by timber owners for-reforestation expendi-.
tures. In this regard, it is in error to suggest that Section
194, which permits amortization of a limited amount of refore-
station expenditures over 7 years, somehow vioclates "a basic
principle” of tax law. It is consistent with the treatment

which is available to all business taxpayers.

In faqt, under the recently adopted ACRS regime,
the cost of most property can now be recovered over 5 years,
despite the fact that the economic life may be substantially
longer. This concept is not new; ACRS merely liberalizes
the recovery previously available under the ADR systenm.
while Section 194 also permits accelerated cost recovery for
timber owners, it occurs to a more limited extent: Reforesta-
tion expenditures may be amortized over 7 years, while the
cost of most other property may be recovered over 5 years
under ACRS.

11/ Treas. Reg. § 1.451-3(b).
2/ %rcal. Reg. § 1.453-3(a).
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completed.13/ As the guid pro quo for this income deferral,
certain expenses otherwise deduc e are required to
deferred.l4/ Such expenses include direct material and
labor, costs, as well as certain indirect costs required to
be allocated to the contract.15/ At the time the contract
is completed, all deterred income and expenses are required
to be taken into account.l16/

In considering the completed contract method ot
accounting, it is important to recognize that it is an
elective accounting method designed to postpone the time -
income is deemed received; its principal purpose is not to
defer the time that deductions may be taken. This is
evidenced by the fact that this accounting method is author-
{zed by the regulations enacted under Section 451, entitled
“General Rule for Taxable Year of Inclusion;" this account-
ing method is not even mentioned in Section 461, entitled
*General Rule for Taxable Year of Deduction,” or the regula-
tions thereunder, nor is it mentioned in the.remainder of
subchapter E, Part II, Subpart C, entitled "Taxable Year for
which Deductions Taken."

L e

And ot equal importance, the significance of
timber maintenance expenses is quite different from the
expenses deferred under the completed contract method. In
those instances_where the completed contract method is
applied, the contractor is adding value to the project which
is the subject of the contract. For example, a contractor
erecting a stadium is furnishing labor and materials directly
in connection with the creation ot the stadium,

This 1s in marked contrast to that which occurs in

the case of timber. A major portion of the expenses incurred
prior to the time the standing timber reaches maturity --

~

Treas. Reg. § 1.451~-3{4)(1).
See id.

Treas. Reg. § 1.451-3(d)(>}.

ik

Treas. Reg. § 1.451-3(d)(1).
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taxes and interest -- adds nothing to the value or growth.11/
The expenses which the timber owner incurs for maintenance
(e.q9., fire control, disease protection, rodent and insect
control, and the like), in anqsyf themselves do not add

value to the standing timber.~~‘’ Rather, they merely permit
future growth of the standing timber through the forces of
nature. Thus, the policy underlying the completed contract
method of accounting has little relevance to the expenses -
incurred in connection with timber growth. ‘

L Finally, it is important to note that timber com- -
panies treat maintenance costs as expenses on their tax
returns and on their books (financial statements). This can
be contrasted with other industries which may defer expensing
similar costs on their financial statements {thereby increas-
ing both income and assets for boBk purposes), while they take
the expenses currently for tax purposes (thereby decreasing
income and assets on their tax returns). '

It is thus apparent that there is generally no
"mismatching® of timber expenses and income.

e

III. Conversion of Ordinary Income Into Capital Gains

In the Treasury Department's prepared remarks, it
was stated: .

"The combination of the two benefits .
described above result in the conversion
of ordinary income into capitpl gains.
The costs of growing and carrying timber
are currently deducted against other
ordinary income of the timber company,
while the income produced by those

17/ 1In this connection, it should be noted that even where
the completed contract method applies, interest is not
deferred but remains deductible in full. Treas. Reg.

§ I.QST-B(d)(S)(iii)(D).

18/ See Rev, Rul, 71-228, 1971-1 C.B. 53 ("shearing, rather

than Tmproving or increasing the value of the trees simply
maintaiged and preserved thellx] marketability.")
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expenses 1s taxed at the capital gains
rates.'lg/

The ‘central premise underlying this argument is faulty in that
it is entirely dependent upon the ill~-conceived mismatching
argument discussed above. As the mismatching argument is
specious, the conversion argument is also without substance.
In this connection, it cannot be overly emphasized that -this
so~-called “conversion" is the same for all owners of capital
assets who deduct maintenance costs currently; it affords no
special advantage to timber owners.

Furthermore, it must also be noted that the
convetslon argument ignores the time value of’ money. The
significance ot this omission might be illustrated by an
example, which, incidentally, was used in a study undertaken
by the Treasury Department during the Carter Administration,
upon which the conversion argument appears to be based: .

“|A} corporation is engaged in both
timber growing and in logging or
manufacturing. An expense of $100
in the timber growing operation can
be deducted against revenue from
logging or manufacturing in computing
net taxable income, It the §100
expense eventually produces $100 of
revenue trom the sale of timber, the
corporation‘'s taxable capital gain
increases by $100. Because the
corporate income is taxed at a 46
percent marginal rate, while the
corporate capital gain is taxed at a
28 percent rate, the expense, which
produced a net income of zero has
created a tax savings of $18."20/

19/ Treasury Statement 3-4.

20/ Office of Tax Analysis, U.S. Dept. of rrea;ury, Federal
Tax Policy and Recycling of Solid Waste Matetials' 35 (1979)
(emphasis in original).
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This illustration, which on its face appears persuasive,
falls completely apart when the time value of money is taken
into account. In the example, the taxpayer will receive $72
when he sells his timber ($100 of revenue less $28 of
taxes). The when part of the equation is critical. The
present value today of money received in the future is, of
course, considerably less than the face amount of the money
that is received. For example, assuming an interest rate of
10 percent (modest by today's standards), the equivalent
value today of $72 received 15 years from now is only
$17.24; if the $72 is received 20 years from now, its value
today is $10.70; and if received 30 years from now it is
worth only $4,13., These after-tax future returns must be
compared to the after-tax current outlay which, in the
example, is $54 ($100 of expenses less §46 of tax-savings).
Thus, the current dollar loss on this investment would range
from $36.75 to $49.87, The conversion argument simply
ignores the fact that it takes time to grow a tree.

IV, Minimum Tax

o~

Finally, the Treasury Department's prepared remarks
stated: -

"In addition, timber growing receives

special treatment under the corporate

minimum tax provisions of the Code,

In 1976, Congress increased the mini-

mum tax rate from 10 to 15 percent .

and eliminated both the carry+over of T
regular taxes as an offset and the

$30,000 exemption., Timber, however,

was not subject to these changes."21/

While this statement is partially true for corpora-
tions, its inclusion in the context of the consigeration of
S. 1824 i{is misleading. It is clear that the principal bene-
ficiaries of the reforestation incentives are individual timber

31/ Treasury Statement 4.
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owners not corporations.22/ The special provisions of

. the minimum tax relative to timber by their terms do not
apply to individuals, who thus do not enjoy the suggested
advantage. S . .

.

- - -

In conclusion, we believe that the foregoing
discussion illustrates (aj that timber capital gains treat-
ment reflects Congressional desire to give timber owners the
same treatment as others entitled to capital gains treatment
regardless of which of the various types of timber disposi-
tions are employed; (b) that there is generally no "mis-
matching™ of timber expenses and income; (c) that there is
no conversion of ordinary income into capital gains; and
(d) the minimum tax argument is irrelevant.

. As indicated during oar meeting, when you have had
an opportunity to review the contents of this letter, we
would appreciate the opportunity to meet with you again.

Sincerely,

William K. Condrell
Steptoe & Johnson
General Counsel

2%/ See Senate Committee on Finance, Subcommittee on Taxa-
tion 2and Debt Management Generally, Hearing on $.100, 96th
Cong., 1st Sess. 20 (1979) (Testimony of Daniel I, Halperin,
Deputy Assistant Secretary (Tax Legislation)).
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Qoredt Industries Commitlee on

TIMBER VALUATION AND TAXATION

1250 Connecticut , Washington, 0.C. 20038 (202) 223-2314

September 10, 1982

Honorable John Chapoton .
Assistant Secretary
U.S. Department of
the Treasury
15th Street and Pennsylvania Ave,, N,W,
washington, D.C. 20220

“ pDear Mr. Chapoton:

At our meeting several months ago, you requested
a paper showing those costs of a timber operation that might
be expensed and those that were required to be capitalized.

As a result, we have prepared the enclosed paper
which explains, with authorities, how the various expenditures
involved in a timber operation might be treated. Also, we
have included a chart summarizing the paper's contents as an
executive summary. ..

I believe you will agree after reviewing this
material that the timber "expensing” rules aye the same as
for other kinds of expenditures. Thus, you can understand
our view that there is no special "tax benefit” or prefer-
ence due to expensing of timber costs, If that is so, then
the figures Treasury has been using leading to the statement
that timber is "the most tax favored” industry--even onas of
the most tax favored--is in our opinion erroneous.

I1f after reviewing the paper you should have any
questions, we would be pleased to meet with you to review

them.
Sincerely,
William K. Condrell
Steptoe ¢ Johnson
Chartered
General Counsel
WKC: 43

Enclosure
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Porest Industries Commities on
TIMBER VALUATIUN AND TAXATIUN

1!50" Washing o.c. zmc (202) 223-2314

COSTS OF A TIMBER OPERATION:
CAPITALIZING VERSUS EXPENSING



EXECUTIVE SUMMARY

COSTS OF TIMBER OPERATIONS
EXPENSING VERSUS CAPITALIZING

ITEM EXPENSE CAPITALIZE
GENERALLY
1/ 4
Interest Yes optional™
2/ . 4/
Taxes Yes ' Optional
. 3/ .
Depreciation Yes . No
PLANTING & REFORESTATION
. 5/
Site preparation . No Yes
. 5/
Cost of seed or seedlings No Yes
i
Labor and tool expenses, t :
including depreciation 5/
on equipment No Yes
MANAGEMENT
Silvicultural practices &/
{(after establishment) Yes No
2/
Disease and pest control Yes No
1/
Fire protection expenses Yes ' No
1/ )
Insurance Yes No
Labor and professional ¥

costs re management Yes . No

901



ITEM
MANAGEMENT (Con't) .

Costs of materials &
supplies

CHRISTMAS TREE OPERATIONS

Pruning and Shearing

TIMDER CRUISE

In connection with purchase

For management

CAPITALIZR

No

10/

Yes

&/
Optional

901
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EXPLANATORY NOTES

I.R.C. § 163. Por taxpayers other than corporations, i¥
interest attributable to making or carrying on investment,
annual deduction limited to $10,000 plus investment income
for the year (without regard to long-term capital gains).

I.R.C. § 164. Pedaral income and excise taxes, estate
gift and inheritance taxes and local assessments which
increase the value of the property assessed are not
deductible. See Willamatte Valley Lumber Co. v. U.S.;
Union Bag-Camp Paper Corp. v. U.S. (ad valorem taxes)

I.R.C. §§ 167, 168, Depreciation for tangible property
placed in sexvice prior to 1981 and non-tangible property
is available under I.R.C. § 167 and is computed on the
basis of the property’'s useful life; depreciation for
tangible property plaqed in service after 1980 is available
under I.R.C. § 168 is computed over the applicable
accelerated cost recovery period. 'However, depreciation
on tools and equipment used in planting or reforestation
must be capitalized. See note S5, infra.

Under I.R.C. § 266, carrying charges (i.e., expenditures for
taxes, interest, and other necessary expenditures for develop~
ment of the real property. Treas. Reg. 1.266-~1(b) (1)), may
at the taxpayer's election be capitalized.

Rev. Rul. 75-467. Howevel, at -the taxpayer's election, up
to $10,000 of annual reforastation expenses may be recovered
over seven years. I.R.C. § 194.

101
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Rev. Rul. 66-18; Barham v. U.S.

I.R.C. §§ 162, 212; Wilmington Trust Co. v. U.s.;
Union Bag-Camp Paper Corp. v, U.S.

Ransburg v. U.S.; lur;ley v. Commn'r,
Robinson Land & Lumber Co. v. U.S. -
[} N 3
" See Rev. Rul. 68-28 (recovered on sale of property).

801
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COSTS OF A TIMBER OPERATION:
CAPITALIZING VERSUS EXPENSING

INTRODUCTION .

The question of which costs of a timber operation
shoul& be capitalized and which should be expensed is a'very
importaﬁt one. At the outset, it must be-noted that this
matter is not covered by section 631, but is governed by
other sections of the Code. These other sections contain no
specific language relating to expenditures incurred in acquir-
ing, improving, managing, and operating timber properties.
Rather, they are sections generally applicable to all tax~
payers and businesses. A brief review of these sections,
the cases dectdgd thereunder, and the administrative poli-
cies of the Internal Revenue Service is pertinent to a better
understandiqg ot-the treatment of expenditures involved in a

timber operation.
GENERAL PROVISIONS OF THE CODE

Section 263 provides_that amounts expended for perma-
nent improvements or betterments made either to increase the
value of property or to restore or make good the exhaustion of
property for which depreciation, amortization, or deﬁletlon is
allowed are not deductible in computing taxable income: Such

- amounts are considered "capital expenditures.'l/ A rulg of

1/ I.R.C. § 263(a).

24-865 O—83——8
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thumb is that where such improvements or betterments have a
useful life of more than one year, then will be considered
capital expenditutes.l/

Section 162 cof the Code allows corporate and indi-
vidual trades or businesses to deduct all “ordinary and neces-
sary expenses'.é/ Section 212 provides a similar allowance
for individuals in the case of expenses incurred in managing,
conserving or maintaining property held for the production
of income.$/ )

Interest on indebtedness is deductible under Sectiok
163. However, if incurred by a taxpayer other than a c&rpora-
tion for the purpose of making or carrying an investment, the
interest deduction is limited to $10,000 plus the amount of
investment income for the yent.él In determining income from
investments,‘long—te:n capital gains are excluded.8

Taxes in general are deductible under section 164.

However, certain taxes, such as federal income and excise taxes,

estate, gift and inheritance taxes, and local assessments which

increase the value of the property assessed are not deductible.ll

&

2/ See Treas. Reg. § 1.263(a)-2(a).

3/ I.R.C. § 162(a). N

4/ 1.R.C. § 212(2).. ' -
§/ I.R.C. § 163(d)(1).

6/ See I.R.C. § 163()(3)(B).

j~
~

I.R.C. § 164(a), (e} (1).
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Sections 167 and 168 p:ovid; the means through
which the cost of certain capital expenditures may be
recdvgred. Section 167 provides a deduction for depreciation
for the exhaustion wear and tear of property either used in
a trade or business or held for the production of income.
Section 168, which is applicable onl} to tangible property
placed in service after 1980, permits a liberalized deprecia-
tion deduction under the Accelerated Cost Recovery Systenm.

These are the Code provisions generally applicable.
It would be difficult to enumetaée all possible expenditures
by timber owners to which these provisions apply and to
classify them as either capital expenditures or deductible
expenses. We can, however, articulate some guidelines which
distinguish those items which should be capitalized fron
those which shoulﬁ be expensed. '

PLANTING AND RECFORESTATION EXPENSES -

Direct ccsts incurred_in connection with reforesta-
tion by planting are capital expendltures.g/ The Internal

Revenue Service has ruled that such plantlng‘costs include:

8/ Treas Reg. § 1.611-3(a}; Barham v. U. S§., 301 P.
Supp. 43 (D. Ga. 1969), aff'd, 429 F.2d 40 (S5th Cir. 1970);
Chapman & Dewey Lumber Co. v. U.S., 238 P. Supp. 869 (w.D.

Tenn. 1965), rev'd on other grounds, 359 FP.2d4 495 (6th Cir.
1966); Belcher v. Patterson, 50-2Z U.S. Tax Cas. { 9733 (N.D.
Ala. 1960), rev'd on other grounds, 302 P.2d4 289 (5th Cir.
1962); Rev. Rul. 75-467, 1535-! C.B. 93; Rev. Rul. 66-18,
1966~-1 C.B. 59. See also I.R.C. § 126 for a limited excep~
tion regarding the treatment of such expenditures when
reimbursed via cost sharing payments; and I.R.C. § 194 for

the election to amortize reforestation expenditures not
exceeding $10,000 annually. -
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(a) preparation of the site, including
any girdling, herbicide applications,
baiting of rodents, or brush removal
work to afford good growing conditions;

(b) cost of seed or seedlings; and

(c) 1labor and tool expense, including
- depreciation of equipment such as
tractors, trucks, tree planters and
. similar machines used in planting or
seeding.9/

In discussing planting costs, the Service has also:
stated:

Brush removal work performed-
a year or two after planting is
considered to be proximately related
to the establishment of the seedlings.
Such work is essentially a part of
the planting operation, and its cost
should be capitalized. The cost of
seedlings includes the amount expended
for those purchased and those planted
‘and raised by the taxpayer. The
labor and tool expense includes
all costs involved in planting the
seedlings, including all amounts
expended for transportation, supervi-
sion and labor, equipment rental and
depreciation of owned equipment and
tools used in connection with the
planting. The portion of the
depreciated cost of equipment thus
added to the basis of the seedlings
should be proportionate to the use of
the eguipment or tools in planting as
compared with the use of such equipment
or tools in other activities. . . .10/

9/ Rev. Rul., 75-467, 1975-2 C.B. 93, superseding Rev. Rul.
¥5-252, 1955~1 C.B. 319.

10/ Rev. Rul. 66-18, 1966-~1 C.B. 59, 61. Although this
Tuling deals with a Christmas tree operation, it is applic-
able to other timber operations as well. See Barham v.
U.S., 301 F. Supp. 43 (D. Ga. 1969), aff'd, 429 F.2d 40 (5th
Cir. 1970). - N
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A key distinction raised by the foregoing ruling is a
difference between "brush removal work™ and "silvicultural
practices." According to the ruling, brush removal work
performed "a year to two" after planting is essentially a
part of the planting operation and its cost should be
capitalized. On-the other hand, the ruling provides that
"expenditures for silvicultural practices such as weedihg
and noncommercial thinning . . . fncurred after the trees
become established . . . are in the nature of maintenance
chargés and are deductible as ordinary and necessary trade
or business expenses.'ll/ Cases in which this distinction
becomes an issue will very likely be decided og the basis of
the timing of the brush removal work.

In the case of Barfiam v. United States, 2/ it

was held that the clearing of unwanted oak trees and brush
{with no commercial value) from around young but well esta-
blished pine trees was equatable to a "silvicultural practice"
which, under the above revenue ruling was a deductible busi-
ness expense. The court stated that if the gine trees around
which the brush control procedures were carried out were not
well established and growing, the expenses of brush control
would have had to have been capitalized as being in the nature

of planting expenses.

1/ a.

12/ 301 P, Supp. 42 (D. Ga. 1969), aff'd, 429 F.24 40
T5th Cir._1970).
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Expenditures for destroying undesirable hardwood
trees have also been the subject of a recent r&ling of the
Service.lé/ This revenue ruling involved a taxpayer who
was the owner of land containing stands of loblolly-short
leaf pine trees, as well as a number of hardwoods. The
taxpayer's method of reforestation was to attempt natural
regeneration, but if after three to five years an adequate
stocking of pine seedlings had not been achieved, the tax-
payer would resort to artificial reforestation. In connec-
tion with the latter, the taxpayers would eliminate or
control the undesirable hard@ood trees as part of preparing
the site for seeding. When natural regeneration is acconp-
lished, the eradication of hardwood trees is undertaken when
the young pine growth is frofi“three to seven years old. The
taxpayer used mechanical or chemical methods to destroy or
weaken undesirable hardwoods. Th!svincluded the use of a
manually operated poison injector. The control -procedures
used by the taxpayer were a one time endeavor rather than a
recurring type of activity. Based on the foregoing facts
the Internal Revenue Service found that the expeﬂsltures
incurred by the taxpayer in hardwood control were capital
expenditures. The Service held that the taxpayer's hard-

wood control activities accomplished the same purpose as

13/ Rev. Rul. 76-290, 1976-2 C.B. 188.
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the "girdling™ referred to in Rev. Rul, 75-467, and are
comparable to the site preparation work referred to in

Rev. Rul. 66-18.1%/

EXPENSES OF CHRRIGTMAS TREE OPERATION

The distinction between the costs of a tree growing
business which must be capitalized and those which may be
deducted as oxrdinary and necessary business expenses is often
a very narrow one, and can lead to relatively long-term
disagfeementl between the Internal Revenue Service and the
industry involved. A good example of this was the disagree~
ment over the proper tax treatmen%_ot costs lnéurted for the
shearing and basal pruning of trees grown for the Christmas
tree market. -

In- 1966, the Service issued Reg. Rul. ss-ta,li/
which stated the Service's view regarding the tax treatment
of sev;tal expenditures involved in the growing of Christmas
trees.” As noted earlierlg/'although direcgly applicabl@
only to Christmas trees, this flling contafh; expressions
of opinion by the Service regarding issues of capitaliza-
tion versus business expense which are relevant as well

to standard timber operations.

b

14/‘ 1966~1 C.B. 59. See also Peterson v. Commissioner;
7% T.C.M. 802 (1970). ~

15/ 1966-1 C.B. 59.
16/ See pp. 3-4, supra.
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among the expenditures discussed in Rev. Rul.
66-18 were those incurred for basal pruning and shearing.
The Service treated these the same as costs of planting and
concluded as follows:

[I}n the planting and cultivation

of Christmas trees as a trade

or business the expenditures

incurred for planting, basal

pruning, stump culture, and

shearing must be capitalized .

and added to the basis of the

standing trees.17/

The Service's position regarding pruning and
shearing expenditures was challenged in two cases, Ransburg‘

v. United States,’sl which was declded by the United

States District Court for the Southern District of Indiana,

and Kinley v. Commissioner,—~ f which was decided by the

Tax Court. In both cases, the courts agreed with the tax-
payers that ;he costs of pruning and shearing of Christmas
trees were ordinary and necessary business expenses rather
than capital expenditures. The Service appealed the Rinlex
decision to the United States Court of Appeals for the Second
Circuit, but that court upheld the Tax Court's decision in
favor of the taxpayets.zo/ subsequently, the Service

21/

issued Rev. Rul, 71~228=-/ which modifies Rev., Rul, 66-18

11/ 1966-1 C.B. 59, 61-62.

18/ 281 P. Supp; 324 (8.D. Ind. 1969).

19/ 51 T.C. 1000 (1969).

20/ . 70~2 U,S. Tax Cas. ¥ 9462 (2d Cir. 1970).

1971-1 C.B. 53,

~
~N
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as it applies to pruning and shearing expenses. The new

ruling concludes:

The decision in Kinle :
is premised upon the Tax Court's
findings of the unique conditions
present in the Christmas tree
industry. The Tax Court found
: that the sole use of the trees
; grown by the petitioner was for
ornamental Christmas ‘trees and
that the seedlings planted by
the petitioner were pl-nted as
Christmas trees. Under this view
of the facts, the shearing did not
adapt the trees to any use other
than their use as Christmas
trees. The court found that
shearing, rather than improving or
increasing the value of the trees,
simply maintained and preserved.
the marketability of the trees
as ornamental Christmas trees.

Upon reconsideration of the
i{ssue, the Se¥Vice accepts the
court's characterization of the

-  ultimate facts involved.

Accordingly, based on the
trees being planted and grown as
Christmas trees rather than being
converted into Christmas trees,
the costs incurred for the shearing
and basal pruning of trees grown
for the Christmas tree market are
deductible business expenses under .
section 162 of the Code,22/

COST OF TIMBER CRUISE

f

Whether the cost of a timber cruise is a capital

expénditure or a deddctible expense depends on when and' for

22/ 14.
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what purpose the cruise is taken. The cost of a timber
cruise incurred by the purchaser in connection with a pur-
chase of timber is a capital expenditure, to be treated as
part of the cost of the tinber.23/ on the other hand,

the cost of a cruise taken subsequent to a purchase for
the purpose of determining, among other things, the types,
quantities, location, and g;owth possibility of timber, is

a deductible business expgnse.zi/
* AD VALOREM TAXES

Taxpayers who are required to pay state or local
ad valorem taxes may often deduct the amount of such taxes
under either section 164, which allows a deduction for state,
l1ocal and foreign real propeffy taxes, or section 162, which '
allows a deduction for all the ordinary and necessary expenses
.incurred in carrying on a trade or business.25/

In some instances, it may be found that ad valorem

taxes are paid by the taxpayer as part of the cost of timber

3%/ It has been held that a taxpayer, not otherwise in
the timber business, is not entitled to any deduction
‘(loss, expense, or otherwise) for the cost of cruise taken
in connection with a contemplated purchase which never
takes place. Brown v. Comn'r, 40 T.C. 861 (1963). ‘Bow-
ever, a loss deduction would have apparently been allowed,
if the purchase had been made and thern abandoned.

24/ Robinson Land & Lumber Co. v. U.S., 112 F. Supp. 33
T8.D.- Ala, 1953). -

25/ McMullan v. U.S., 78-2 U.S. Tax Cas. Y 9656, n.2,
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or other property and thus must be added to the basis of the
property and recovered through depletion or at the ﬁime of the
property's sale. Thus far; two timber cases ‘have involved
this question, and in both cases the courts have found that
the taxes were not part of the cost of timber and therefore
were deductible.

In Williamette Valley Lumber Co. v. United schtes,zg/

the taxpayer purchased standing timber under a contract which
permitted it to use the land on which the timber was located to
obtaiﬂ access to other timber it was cutting. The contract,
which was executory in nature, required the taxpayer to pay

the ad valorem taxes on both the timber and th; land. The
taxes were paid in the first instance by the land owner, who
subsequently billed the taxpifer for these amounts. The Govern-
ment contended that the amounts disburce§ by the taxpayer in
payment of the taxes represented an additional cost of the
eimber'and as a consequence were not deductible. The court
rejected this contention aﬁd held (1) thét_the taxpayer was
entitled to deduct the taxes on the timber under sectién 164
(the court noted that under Oregon law, an executory contract
for the sale of timber amounts to the conveyance of an interest
in timber and consequently the taxes on the timber were prop-

erly imposed upon and paid by the taxpayer), and (2) that the

.

26/ 252 F. Supp. 159 (D. Or. 1966).



) 120

taxpayer was entitled to deduct the taxes on the land under

section 162 (the court found that the payment of the taxes

on the land, was a condition to the taxpayer’s use of the

land to obtain access to other timber, and thus, the amounts

paid represented ordinary and necessary business expenses.)
The second case which involves the question of

the deductibility of ad valorem taxes is Union Bag-Camp
Paper Corp. V. United states.zl/ In that case, the tax-

payer entered into a lonéntetm lease of timberlands and
agreed as a part of the lease agreement t; pay the ad
valorem taxes on the leased land. The Government's con=
tention that the amount of such taxes should be capitalized
as part of the cost of the timber was rejected by the court.
The payment of the taxes, th§“court held, should be deemed
to constitute "rental or other payments required to be made
as a condition to the use or possession of property" and

should therefore be deductible as a business expense.

MISCELLANEOUS EXPENSES _—

—  Other timber-c#pftal expefditiires include those for
acquisition of land and timber, cutting rights, and -extension

of cutting rights; legal, abstract, title search, and survey

27/ 325 F.2d 730 (Ct. Cl. 1963).
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costs in connection with such acquisitions; permanent improve-
ments to the land, depreciable and nondepreciable; construc~
tion of fire lanes, bridges, trectles, etc.; and for equipment
having more than a year's useful life and for repair of such
equipment that prolongs its useful life. 7

Other deductible expensel'tncludo costs of
disease and pest control; fire protection expenses; insur-
ance; interest on timber loans and mortgages; yield and
severance taxes payable at time of cutting; labor and pro-
fessional costs related to management; costs of materials

and supplies, etc.zﬁ/

CARRYING CHARGES
—

/ﬁggy/ot the deductIBle expenses above mentioned
fall into a category of costs that althoqgh normally expensed
may be capitalized at the taxpayer's election. These inclp&e
taxes ;nd a broad category of expenditures known “"carrying
charges.’zg/ Although the‘expresnlon 'cargyinq charges" is
not defined, the historical deﬁiloﬁnent of tinbet depl;tlon
regulations and the pertinent provision of the law make it

clear such charges include annual taxes, interest, ahd costs

28/ See, e.9., Wilmington Trust Co. v. U.S., 610 F.24 703,
705 (Ct. CI.71980) (disease, and pest controly labor and
professional costs relating to timber management; Union-
Bag-Camp Paper Co. v. U.S., 325 P.24 730, 741 (Ct. Cl. 1963)
(galaries, supplies, repairs, and insurance).

29/- I.R.C. § 266; Treas. Reg. § 1.266-1,
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of administration and protection of timber properties, whether
such properties are improved or unimproved, productive or non-
productive. This is borne out by Treasury Form T (Timber),
which mentions "expenditures for taxes, administration, protec-
tion, interest actually paid, etc." as additions to the timber
depletion basis where they have not been treated as deductions.
The right to capitalize administration, protection
and carrying charges does not, of course, work in reverse to-

permit a taxpayer to expense what is clearly a capital item.
DEPRECIATION ALLOWANCES

Deductions for depreciation allowances may be taken
with respect to property that has a limited and detérminable
life. These are designed to Yeturn to the taxpayer his
invested capital free of tax.

The regulations under Section 611 authorize a
deduction of a reasonable allcwance for depreciation.in case
of improvements peculiar to timber.gﬁ/ Under this authoxr- J
ity, the alternative methods of depreciation permissible under
section 167 are made applicable to timber impfovements.gl/

In addition, such improvements may be depreciated under the
“unit of production® method, that is, over the life of the

timber being operated.éa/

Treas. Reg. sll.611—5(a). :

30/
3/ 16 '
32/ 1a.



123

~ Where permanent improvements to the land involve
depreciable features, such as roads that are graveled or
surfaced, bridges, trestles, culverts, lookout towers,
fences, etc., the capital invested is recoverable through
the annua; depreciation allowance,

For tangible property plaqe& in service after

1980, depreciation will generally be determined pursuant
to the Accelerated Cost Recovery System provided by section

-“1§§:“rather than under the methods provided by section 167.
Bowevér, a taxpayer otherwise eliéible to use the unit of
production method for any property may continue to do so
by electing to exclude such property from Section 168's

_éﬁpiféétion.lg/

33/ I.R.C. § 168(e)(2).
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RESPONSE TO CONGRESSIONAL BUDGET OFFICE'S OPTION
TO REPEAL TIMBER CAPITAL GAINS

Introduction

Earlier this year, the Conqressional Budget
Office (CBO) released its annual report on budget options
to the - Senate and House Budget Committees. Part Three of
this report, entitled "Reducing the Deficit: Spending and
Revenue Options" contains, among the 35 options considered,
the repeal of timber capital gains,

CBO, which claimed that repeal of timber capital
qains would result in increased revenues of $3.1 billion
from 1984 to 1988, described this option in three paragraphs.
The first purported to explain the tax advantage provided
by timber capital gains; the second gave the arguments of
advocates of repeal; and the last claimed to give arguments
on behalf of defenders of timber capital gains.

We believe that not only are the revenue estimates
attributible to timber capital gains in gross error, but also
that there are serious inaccuPicies and omissions in each of
the three paragraphs. These points will be discussed below.

Revenue Estimates

CBO estimates that the anticipated revenues from
the repeal of timber capital gains would produce $200 mil-
lion in FY 1984, $600 million in FY 1985, $700 million in
FY 1986, and $800 million in each of FY 1987 and FY 1988. */
These estimates appear to be in substantial error.

*/ The revenue estimates used by CBO appear to be the tax
expenditure estimates made by the staff of the Joint Com-
mittee on Taxation, rounded off to the nearest $100 million.
Presumably due to CBO's assumption that the option for repeal
would be implemented mid-year, however, the CBO's revenue
estimate for FY 1984 is below the FY 1984 tax expenditure
estimate of $500 million made by the JCT staff. .
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Data from a forest industries committee survey
indicates that the tax benefit from timber capital gains
treatment is significantly below these levels. The Forest
Industries Committee on Timber Vvaluation and Taxation
estimates on the basis of this survey data that the indus-
trial sector benefited from timber capital gains treatment
by approximately $85 million in FY 1982, $175 million in FY
1981, and $220 million in FY 1980. Using the Treasury
Department's estimate that 30 percent of all timber capital
qains are attributable to individuals -- an estimate of
questionable validity, but the only such estimate available
-- the industrial sector's benefit from tinber capital gains
may be extrapolated to determine the total cost of providing
timber capital gains treatment: $315 million in FPY 1980,
$250 million in PY 1981 and $120 million {n PY 1982.

. In light of this decidedly downward trend, we

do .not fully understand the assumptions underlying estinates
that would indicate a reversal of that trend to the extent
that annual tax savings from the repeal of timber capital
gains treatment are projected to be up to three and one-half
times the average benefit realized during the past three
years. Juxtaposing the results from the last three years
agalfist the projections results in the following comparison:

—

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

800

700 JCT Prgiections

* Not available

24-865 0—88——9
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while the timber industry is currently recovering from the
recession, these projections can hardly be credible since
neither the extent nor the duration of the-recovery is
known.

The CBO estimates appear to be based on historical
trends that {anore the experience of recent years. As a
result, they are a poor predictor of the revenue increase
that_may be expected were capital gains repealed.

Algso, it appears that CBO is using “"tax expenditure"
data, "Tax expenditure" estimates do not take into account
the interrelationship between capital gqains and other provi-
sions, such as minimum taxes, Thus, tax expenditure data
is an inappropriate basis for estimating the revenues that
would be gained from the repeal of timber capital gains
breatment.
In any event, these estimates fail to account for
the dynamic effects that would result were timber capital
qains treatment repealed.

while short-term effects are unclear, since, among
other things, some types of timber liquidation would still
be entitled to capital gains gxeatment under the general
rules, nonetheless, in the long-run, repeal clearly will
result in a revenue decline since future timber growth will
inevitably be curtailed.

The Advantage of Timber Capital Gains

CBO states that the timber capital gains provi-
sions "[override) the tax code's general denial of capital
gains treatment to 'stock in trade . ., . or property held
primarily for sale to customers in the ordinary course of
his trade or business.'™ This statement miscontrues the
nature of timber.

Stock-in-trade is synomous with inventory and is
generally ineligible for capital gains treatment.' Typically,
stock-in-trade includes shelf items that are held primarily
for sale. Stock-in-trade does not include capital assets
that are held for productive purposes.

Timber has been a classic capital asset since the
concept of distinguishing such assets was installed in the
tax code in the early 1920s. The unique provision related
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to timber converters (Sec. 631) was incorporated in the law
simply to provide a mechanical means for consistently apply-

ina capital gains treatment to equally-situated timber assets,

reqardless of whether they were sold or converted into an
"inventory-type”" asset.

Altering the existing treatment would produce a
wholly unjustified discriminatory result, Classifying tim-
ber as "stock-in-trade” would impose an ordinary income tax
on owners who manage their lands and convert their timber,
while owners-who simply hold their timber and eventually- .
sell it would be taxed under capital gains rules. This is
a serious differential tax result on what are clearly equi-
valent assets -- precisely the opposite result from that
normally sought by sound tax policy.

Under the tax rules as they now stand, the
appreclatlon which occurs in timber while it is in a
productive state is distinguished from the increase in
value which results from processing. The former, like
appreciation on all capital assets, is taxed as capital
gains, while the latter, resulting from the conversion
process, is taxed as ordinary income.

Finally, there is ng legal basis whatever for
considering timber as stock-in-trade. Timber, which is
uniformly held to be real property, is intrinsically neither
stock-in-trade nor inventory. Every court that has con~-
sidered the matter has refused to classify timber in that
© way.

In any event, minimal timber is held primarily
for sale to customers. The Supreme Court has construed the
word, "primarily," to mean in this connection of "first
importance® or “"principally.” Many timber owners, rather
than holding their timber "principally” for sale to custo-
mers, hold their timber for a general profit motive. And
other owners hold timber for conversion into logs or timber
products. The taxpayers who hold their timber "primarily
for sale to customers®™ are those few who act as dealers in
timber.

Arguments of Proponents for Repeal

CBO indicates that timber capital gains, "divert
investment resources to timber from more productive uses."
But absent capital gains treatment, the economics of growing
timber are unattractive.
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This results first from the inherent substantial
front-end investments regquired for land and planting, the
carrying costs, and the 25 to 100 year growing cycle for
timber. The effect of these factors is to tie up invest-
ments for extended periods without current returns.

Second, th¥# return which is generated is substan-
tially lower than the return for other types of investments.

Third, there are substantial risks, such as fire,
insects and disease, and windstorms. The long-term growing
cycle of timber results in an increased exposure to such
risks far beyond that of other types of investments.

Even with capital gains treatment, the return from
investment in timber is marginal. Federal Trade Commission
reports indicate that the return on equity from timber and
wood products and from paper and allied products is below
that available from all durable and non-durable goods
produced. -

- Further, CBO suggests that the assignnent of tax-
able income from other operations to cutting timber arises
from improper or questionable practices; rather, taxable
income results solely from thg.determination of fair market
value as approved by the Internal Revenue Service.

Moreover, CBO suggests that reforestation incen-
tives benefit the timber "industry."™ Such incentives, a 10
" percent credit and 7-year write-off, are intended to benefit
small owners as they cover only the first $10,000 of invest-
ment. They were enacted as a supple?ent to capital gains
treatment for smaller owners., The effect of these provi-
sions is slightly less beneficial than the cost recovery
benefits available to other business investments {i.e., they
provide a 7-year straight line versus a S-year potentlally
accelerated write-off). And, timbeyr dispositions in the
first ten years triqger total forfeiture of benefits and
their recapture as ordinary income, again, a treatment less
favorable than the treatment of other investments,

Finally, by noting that capital gains “dispropor-
tionately benefits a small number of large timber growing
firms," CBO ignores the fact that the benefits of capital
gains are proportionate to timber harvests, which in turn,
to a large extent, depend upon the degree of timber manage-~
ment and harvesting. It would be equally valid to say that
capital qains treatment “"disproportionately benefits" tree
qrowers who do most timber management and harvesting.
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Arquments of Proponents of Timber Capital Gains

In the final paraqraph of its write-up, CBO
purports to qive the arguments of the “"defenders" of timber
capital gains. In so doing, however, it fails to mention,
among other thinas, the depression in timber reinvestment -
and reforestation that would occur were timber capital gains
repealed and the need to promote eqguity among both timber
owners and owners of all other capital assets. Also, while
the write-up notes that "treating income from timber sales
as ordinary income could promote abuses,”™ the abuses that
would occur are not abuses of the tax laws; rather, the
repeal of timber capital gains (and concommitant cross-
sales of standing timber) would promote bad forestry by
e?couraginq the liquidation of their recently purchased
timber. *
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APPENDIX

ELIMINATE CAPITAL GAINS TREATMENT OF TIMBER

Income from harvested timber held for at least.one
year before cutting is taxed at capital gains rather than
ordinary income tax rates. . This special provision makes
clear that timber income is treated as a capital asset and
not within the exclusion to capital gains treatment provided
for "stock in trade . . . or property held by the taxpayer
primarily for sale to customers in the ordinary course of
his trade or business."™ (Without this axclusion, any cor-
porate manufacturer could produce a product, put it on a
shelf for one year before selling it, 2nd reduce the tax owed
by almost 40 percent.) Repealing this provision would add
about $§  billion to federal revenues over the 1984-1988
pexiod. -
Advocates of repeal argue that the current large
tax preferences for timber divert investment resources to
timber from more productive uses. Besides having access to
the capital gains tax preference, the timber ownet®s also
benefit from two other favorable tax provisions -- the 10
percent investment tax credit and seven-year amortization for
up to $10,000 of reforestation_expenditures (enacted in 1980).
The capital gains preference disproportionately benefits a
small number of large timber-growing firms that also produce
wood and paper. Absent close IRS scrutiny, these firms can
assign some of the taxable income from their other operations
to the cutting of timber, thereby increasing their tax savings
from the preference. .

Defendexs of timber capital gains treatment argue
that its benefits are essential to stimulate the timber
investment and reforestation required to meet our nation's
future timber needs., Further, they argue that timber capital
gains treatment is necessary to promote equity among timber
owners who sell their timber outright receiving capital gains
under the general rules, and timber owners who manage their
stands. Similarly, they argue that timber capital gains
treatment is necessary to promote equity between investments
in timber, which historically has a low rate of return, and
investments in other capital assets. Finally, the defenders
argue that the repeal would be unfair to the timber owners
who relied on the availability of timber capital gains when
they made their timber investments.
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N

RESPONSE TO DEMOCRATIC STUDY GROUP'S OPTION
TO REPEAL TIMBER CAPITAL GAINS

Introduction
The House Democratic Study Group (DSG) recently cir-
culated a list of potential tax increase proposals totaling
about $60 billion for the fiscal year 1984. Included in this
1ist was a progosed repeal of "timber capital gains." (See
full text of the timber paragraph attached.)

The bases upon which DSG proposed repealing timber cap-
ital gains were (1) that it was stock-in-trade and (2) that
there already were adeguate incentives in the law through the
10 percent credit and 7-year amortization provisions (with a
$10,000/year cap).

This memorandum will explain why the bases underlying the
DSG proposal are without merit.

Timbexr is Not Stock-in-Trade

"Stock-in-trade" is synongomous with inventory,* which is
generally ineligible for cagital gains treatment. Typically,
stock-in-trade includes shelf items that are held primarily
for sale. Stock-in-trade does not include capital assets that

_are held for productive purposes.

Timber has been a classic capital asset since the concept
of distinguishing such assets was installed in the tax code gn
the early 1920s. The unique provision related to timber con-
verters (Sec. 631) was incorporated in the law simply to pro-
vide a mechanical means for consistently applying capital
gains treatment to equally-situated timber assets, regardless
of whether they were sold or converted into an
"{nventory-type' asset. ",

* In any event, minimal timber !h held primarily for i
sale to customers. The Supreme Court has construed the
word, ''primarily," to mean of "first importance' or
“principally.' Many timber owners, rather than holding
their timber 'principally' for sale to customers, hold
their timber for a general profit motive. And other own-
ers hold timber for conversion into logs or timber pro-
ducts. The taxpayers who hold their timber "primarily
for sa%e to customers' are those few who act as dealers

n timber. -
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Altering the existing treatment would produce a wholly
unjustified discriminatory result. Classifying timber as
"stock-in-trade' would impose an ordinary income tax on owners
who manage their lands and convert their timber, while owners
who simply hold their timber and eventually sell it would be
taxed under capital gains rules. This is a serious differen-
tial tax result on what are clearly equivalent assets -- pre-
cisely the opposite result from that normally sought by sound
tax policy.

Under the tax rules as they now stand, the appreciation
which occurs in timber while it is in a productive state is
distinguised from the increase in value which results from
processing. The former, like appreciation on all capital
assets, is taxed as capital gains, while the latter, resulting
from the conversion process, is taxed as ordinary income.

Finally, there is no legal basis whatsoever for con-
sidering timber as stock-in-trade. Timber, is intrinsically
neither stock-in-trade nor inventory, and every court that has
consldered the matter has refused to classify timber in that
way.

Only Small Timber Owners Benefit from the
Tax Credit and Amortization

The 10 nercent credit and ./-year write-off provisions are
intended to benefit small owners as they cover only the first
$10,000 of investment. They were never intended to -replace
timber capital gains. Rather, they were enacted as a supple-
ment to capital gains treatment in order to provide smaIE own=~
ers with an additional incentive for reforestation.

Moreover, the effect of these provisions is slightly less
beneficial than the cost recovery benefits available to other
business investments (i.e., they provide a 7-year straight
line write-off versus a 5-year potentially accelerated write-
off). And, timber dispositions in the first ten years trigger
total forfeiture of benefits and their 'recapture' as ordinary
incone, aiain, a treatment less favorable than the treatment
of other investments.

Attachment
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EXCERPT FROM
REPORT OF HOUSE DEMOCRATIC STUDY GROUP
OM TIMBER CAPITAL GATNS

ALTERNATIVE REVENUE OPTIONS

.
BUSINESS YAX PROPOSALS (Coniinued)

- increased Tax Revenues
{$ in BILLIONS)
1984 1985 1986

Eliminate Capital Gains Treatment
for Timber: Current law allows capi-
tal gains treatment on the sale of
timber held for at least one year
prior 1o cutling. This is contrary to
the tax code’s general denial of capi-
tal gains treatment to “stock in
trade"—property held by the tax-
payer primarily for sale to custiomers
inthe ordinary course of histrade or
business. Timber already receives
prefereniaal treatment as a result of
the 10% investment tax credit and
the seven-year amortization for up
- to $10,000 of reforestation expendi-
tures. 02 06 0.7
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Senator DANFORTH. Senator Dole may have some other questions
for each of you—I'm not sure. But thank you both for being here.

Mr. MorGaN. Certainly.

Ser:ator DANFORTH. The next panel is Dr. Jack Carlson, executive
vice president and chief economist, National Association of Real-
tors, Washington, D.C.; David Smith, vice president and secretary,
National Association of Home Builders, Washington, D.C.; Wallace
Woodbury, Woodbury Corp.; and Alan Aronsohn, a tax counsel rep-
resenting the National Realty Committee. -

Mr. Carlson? .

STATEMENT OF DR. JACK CARLSON, EXECUTIVE VICE PRESI-
DENT AND CHIEF ECONOMIST, NATIONAL ASSOCIATION OF
REALTORS, WASHINGTON, D.C.

Dr. CARLSON. On behalf of the 575,000 members of the National
Association of Realtors, we are very concerned with the current
record Federal budget deficit and those projected for 1984 and
' E_eyondieWe are disappointed with spending growth twice the infla-
ion rate.

The track chosen by the Congress will crowd out investment in
all sectors of the economy, particularly long-lived assets such as
commercial, industrial, and residential structures, and raise the
fear of inflation in future years, which in turn is already causing
and will continue to cause interest rates to rise or remain high and
dampen the recovery.

As to the topic of this hearin% we strongly recommend that any
tax change should follow the following principles:

Tax policy changes should not adversely affect the recovery. Re-
coveries are initially driven by investment in housing—nearly one-
half of real growth of output, income, and jobs so far has come
from housing—and subsequently driven by investment in commer-
cial and industrial structures. :

Two, additional taxes should not be placed on savings and invest-
ments but rather on consumption, which we have supported for 2
years. Savings and investments are already too high to take care of
the growth in the American standard of living and the quality of
life in future years.

Three, tax policies affecting savings and investments should
change infrequently, to allow businesses and households time to
plan and invest over a 5-year business cycle. Changes made in 1981
and 1982 should not be changed now.

Four, public policy should encourage more adequate investment
in housing as well as in industry. Public policy continues to dis-
criminate against housing in_favor of industry. The effective tax
rate on apartment buildings is more than twice the rate on equip-
ment; and if recapture laws are changed, this would be significant-
ly worsened.

Demographic housing trends in the 1980’s indicate housing needs
comparable to the needs of the 1970’s, and we are already behind
because of the recession of the last four years.

Five, public policy should encourage homeownership instead of
fostering policies that have resulted in a decline in home owner-
ship for the first time in 40 years. During the last 2 years, the
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United States has lost half of the gain in homeownership achieved
in the whole decade of the 1970’'s. Homeownership should be en-.
couraged, not discouraged, because of its impact on the quality of
life, greater family stability occurs among homeowners; because of
its impact on democracy, homeowners participate more often and
more effectively in neighborhood, community, State, and national
decisionmaking; because homeownership dprovidees retirement secu-
rity, thereby reducing the need to expand Government social secu-
rity programs in the future; because homeowners save more of
their income than renters, and more than just the needs for hous-
ing, which benefits both housing and industry; and because of the
greater maintenance of existing homes.

In conclusion, if anything, the existing commercial and housing
tax provisions are inadequate for the country’s needs for the 1980’s.
Reducing them would slow the recovery, limit growth in the
American standard of living, slow the rehabilitation of our cities.

This concludes my statement. I would be pleased to respond to
your questions. )

[The prepared statement of Dr. Jack Carlson follows:]

PREPARED STATEMENT OF DR. JACK CARLSON ON BEHALF OF THE NATIONAL
IATION OF REALTORS

I am Jack Carlson, Executive Vice President, Executive Staff Officer and Chief
Economist of the National Association of Realtors®.

On behalf of the 575,000 members of the National Association of Realtors®, we
appreciate the opportunity to present our views on existing tax provisions which di-
rectly affect the real estate and housing industry.

Our industry is very concerned with the current record Federal budtget deficit and
those projected for 1984 and beyond. We are disappointed, as many of you are, with
the inability of the Congress to limit spending growth below the 7.4 percent increase
in the Congressional Budget Resolution which is well above the initial Budget Reso-
lution of both the President and the Senate and is more than twice the estimated
inflatiomr rate.

Thus the track chosen by the Con will crowd out investment in all sectors of
the economy and raise the fear of inflation in future years which in turn will
dampen or shorten the recovery.

As to the topic of this hearing, and as to the failure to place adequate limits on
spending, we strongly recommend that any tax change should follow the following

principles.

1 'lPax policy changes should not adversely affect this recovery; the worst reces-
sion in 40 years. Recoveries are initially driven by investment in housing and subse-
quently driven by investment in commercial and industrial structures.

2. Additional taxes be placed on consumption, not savings and investments. Sav-
ings and investment are already too low to take care of the growth in the American
standard of living and the quality of life in future years, and is well below the
standards set by other industrialized countries, many of them are improving their
standard of living faster than us.

3. Tax policies affecting savings and investment should be changed infrequently
and certainly the changes made in 1981 and 1982 should not be changed significant-
ly because they have not had sufficient time to be implemented, because of recession
and high real interest rates, and because on and off again stimulus for investment
will result in far less investment. Investment incentives require a five year or more
horizon to measure impact and allow for business and households to plan properly.

4. Public policy should encourage more adequate investment in housing. Invest-
ment needs have risen during the last several years. Public policy continues to dis-
criminate against housing in favor of industry. Consider that the effective tax rate
on a%rtment buildings is more than twice the rate on equipment.

5. Public policy should encourage homeownership instead of fostering policies that
have resulted in a decline in homeownership for the first time in 40 years—in the
last two years the U.S. has lost half of the gain in homeowners? achieved in the
whole decade of the 1970s. Homeownership should be encouraged not discouraged:
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(1) Because of its impact on the quality of life—greater family stability occurs
among homeowners;
(2) Because of its impact on democracy—homeowners participate more often and
effectively in neighborhood, community, state and national decision making;
(3) Because homeownership provides retirement security, thereby reducing the
!

" need to expand social security programs in the future;

(4) Because homeowners save more of their income than renters and this benefits
society by increasing aggregate wealth, by establishing behavioral patterns of high
rates of savings among younger households, and by providing sources of capital for
residential and business investment; and

(5) Because of the greater investment and maintenance effort undertaken by
owr;ero,c;dupants which benefits society because the useful life of existing units is
prolonged. :

The existing real estate and housing tax provisions work as intended. Clearly,
Congress would have to devise new ways to assist in the development, renovation
and rehabilitation of America’s cities if it were to scrap many of today’s investment
incentives which are already on the books.

The National Association of Realtors® therefore supports the existing homeowner-
ship and real estate investment incentives.

INTRODUCTION

The real estate industry is, as you know Mr. Chairman, a very la?e and diverse
segment of the United States’ economy. The basic elements of the industry are con-
cerned with the development of housing and commercial structures and with provid-
ing real estate sales servicing and financing.

ECONOMIC ROLE

The real estate industry has always played a vital role in our national economy.
Traditionally it has been the housing industry which not only signals but takes the
lead in economic recovery. Clearly, this continues to be true. The real estate indus-
try, particularly housing, is now leading the economy out from the deepest and long-
est economic recession since the 1930s.

Residential investment is the primary force behind the economic recovery now
underway. Residential investment increased at an annualized rate of 39.1 percent
during the fourth quarter of 1982 and is increasing by 83.1 percent during the first
quarter of this year.

The impact which the real estate industry has on the economy is apparent when
considering the following:

(1) Each of the new homes built in 1982 resulted in over $91,000 in Gross National
Product (GNP). (See Attachment 1).

(2) Each single-family resale which occurs in 1983 results in almost $11,000 of
direct expenditures and over $5,000 of secondary expenditures. Together, each 1983
home resale contributes over $16,000 to GNP. (See Attachment #1).

(3) Total 1983 home resales of 2,701,000 will contribute over $43 billion to GNP
and provide 850,000 full time jobs. (See Attachment #2).

(4) Construction of 1,100,000 new single-family homes in 1983 will contribute $36
billion of GNP and provide nearly 2 million full time jobs. (See Attachment #2).

(6) Maintenance, repair, and improvements by residential property owners in 1983
will generate $83 billion in GNP and will result in 1.7 million jobs. Nearly 45 per-
cent of all homeowners are involved in home maintenance and repair projects (See
Attachment #2). .

(6) Construction of 500,000 new multi-family residential units will contribute $35
billion of GNP and provide 710,000 full-time jobs. (See Attachment #2).

(7) Development of commerical and industrial structures in 1983 will contribute
$77 billion to GNP and provide 1.5 million full-time jobs. (See Attachment #2).

(8) In 1983, total economic activity of the real estate industry will represent over 8
percent of GNP and over 5 percent of total employment. (See Attachment #2).

SOCIAL ROLE
(9) The widespread ownership of homes across the social and economic strata gives
society a firm for individual, decentralized decision-making. Homeownership

ives households a stake in society and an incentive to participate in those decisions
use they affect their family’s well being as well as they value of their property
and wealth. There is convincing evidence that homeowners are far more likely than
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- —renters-to vote in local elections. Thus, encouraging homeownership and individual
property rights helps democrary work better.

(10) Homeownership clearly promotes better citizenship and neighborhood stabil-
ity in the local community. Homeowners have a greater financial stake in the eco-
nomic and political well being of society. Thus, encouraging homeownership helps-
make democracy work better.

(11) Repeated surveys of what constitutes the ‘‘good life”’ in America have found
that homeownership is the highest ranking item—84 percent—just above a happy
marriage and children.

DISCUSSION OF TAX INCENTIVES N

. Because of the uniquely beneficial economic and social role demanded of the real
estate industry, Congress has, over the years, enacted tax provisions to encourage
homeownership and real estate investment. Included are provisions to allow the tax
deductibility of home mortgage interest and real property depreciation and, under
certain circumstances, the deferral or exclusion of capital gains on home sales. Con-
gress has also provided tax credits for amounts spent to rehabilitate income produc-
ing and historic buildings.

These tax provisions encouraging homeownership and real estate investment re-
sulted from a variety of reasons, and Mr. Chairman, the National Association of
Realtors ® believes that for equally compelling reasons these provisions should not
now be altered.

For example, taxpayers traditionally have been allowed a cost recovery for invest-
ing in commercial and/or residential housing structures. This deduction (which is
also available for investment in machinery and equipment) reflects a reasonable
cost allowance for the wear and tear, gradual obsolence and loss of value to proper- -
ty due to inflation. —~

The current real property depreciation rules (ACRS) and the other provisions of
the Economic Recovery Tax Act of 1981 (ERTA) were adopted by Congress in order
to stimulate much needed private sector investment. At the time ERTA was enacted
the nation’s economy, and the housing industry in particular, was suffering from
the deepest economic recession since the 1930s. Investment in commercial and resi-
dential development was at an all time low and housing starts and resale activity
was in the midst of a 3% year nosedive of 56 percent. Congress should well remem-
ber that it was during this cycle of very high interest rates and stifled investment
that the nation lost approximately four and one half million home resale transac-
tions with a market value of nearly one trillion dollars.

The ACRS provisions have been in effect for only an extremely brief period of
time (less than 24 months, only 8 months during economic recovery). There has
been limited experience with which to measure the success or failure of these depre-
ciation provisions, especially in the area of commercial development.

Our economic forecasts show that business investment in new structures will
likely remain relatively weak due to vastly different performances for investment in
commercial structures, which includes office buildings, and industrial structures.
Construction of commercial space, which is closely linked to the residential market,
increased at an annual rate of 17 percent in real terms during the first quarter of
1983. In contrast, construction of new industrial structures declined by 31 percent
— -during the first quarter of this year and could continue to decline through mid-1984

unless real long term interest rates, which remain at more than double their level
of the past 20 years, decline much further. - B
We have confidence that if real interest rates drop further the investment incen-
tives provided by ACRS wili be allowed to have the very positive economic impact
which Congress intended and will spur investment, increasé capital formation and
help to J)rovide a sustainable economic recovery with lasting jobs creation. We un-
derstand from our contacts with members throughout the country that there are
many pro.iects waiting to begin as soon and if real rates of interest drop further. We
are equally certain that any adjustment now in the existing depreciation calcula-
uld create great investment uncertainty and would significantly discourage
the desperately needed investment in industrial, commercial and residential build-

ing. .
%dr. Chairman, as you noted in announcing these hearings, Congress should
— review tax provisions to determine if they “are still functioning as intended.” We
would suggest that in the case of real property depreciation, the intended result,
that is increased investment, has not been given enough time especially time in the
proper economic climate to be properly measured.
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We would also note, Mr. Chairman, that investment in commercial-and residen-
tia! structures is not an unreasonably favored investment under current law. Con-
sider Table 1 showing effective tax rates for various major components of corporate
capital over selected years beginning in 1953. As demonstrated, the effective tax
rate in 1983 for both commercial structures and apartment buildings substantially
exceeds that of industrial equipment and public utility structures.

Note the historical trend of these effective tax rates. Consider that these tax rates
on investment declined during the early 1960’s and then rose steadily as inftation
increased. It is only with the enactment of ACRS that tax rates on these assets now
approach the rates of 1966 when commercial and residential investment and the
economy were booming. Also note that while the effective tax rates on commercial
structures and apartment buildings have remained relatively high over the 1953-
1980 period, those rates on other assets have declined substantially over the same’
period (primarily because the investment tax credit is available for equipment and
not for structures).

TABLE 1.—ESTIMATED EFFECTIVE TAX RATES, CORPORATE SECTOR

Industriall  Public uti Commercial - Apartment
flccani - R i Overad

buddings
1853 0.58 0.53 0.50 0.43 0.55
1854 0.50 0.46 0.44 0.38 0.50
1961 0.50 046 0.44 0.38 0.50
1962 0.29 0.39 0.44 0.38_ 043
1965 0.09 033 0.40 0.33 0.36
1968 0.30 0.42 046 0.39 0.45
1970 049 045 0.50 0.39 0.52
1971 0.21 036 0.50 0.39 043
1974 0.25 0.38 0.50 039 (X1}
1975 0.09 0.29 0% 039 041
1980 0.16 0.31 0.50 039 043
1981 0.04 027 0.39 033 0.38
(1985)1 -0.07 0.25 0.39 033 0.36
(1986)* -0.26 0.18 0.39 033 0.33
1983 0.15 0.29 0.39 0.33 0.39

* Effects of the 1981 provisions which were scheduled but repealed by the 1982 Act.

I”WMMJ.M,MdMM|MWWMWMW,EMDMSM,MSI.

A further depreciation adjustment now, expanding the disincentive to real estate
investment demonstrated by Table 1, can be expected to delay, weaken, or possibly
abort the economic recovery now just beginnin%.

For example, consider Table 2. This table shows the dramatic affect of applying
full recapture of depreciation to rental residential buildings. Such a change woul
clearly disrupt investment decisions on this important sector of the economy—a dra-
matic reversal in tax policy in less than two years.

TABLE 2.—IMPACT OF ALTERNATIVE RECAPTURE SCHEMES ON INTERNAL RATE OF RETURN ON
{NVESTMENT IN TYPICAL NEW RENTAL RESIDENTIAL BUILDING

Recapture scheme Net from current law In internal rate of
— _ e parcan pr 57—k, pod
Ouprociation e Ute Recapture S years 10 yeors 15 yers
Sl 15 years (current law).... Section 1250
) 15 years Section 1245.............c0000ee -33 -17 -09
175 percent.........ccccczcsmcsenisee 15 years (current law).... Section 1250
Do. 15 years Section 1245...........cccocee -34 -17 - =09

Source: Nationai Association of Realtors®.
The tax provisions regarding taxable gain on home sales and rehabilitation tax
credits provide equally compelling public policy justifications.
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Current law provides that capital gains taxes on home sales may be deferred so
long as the seller buys another home within 2 years costing at least as much as the
home sold. Additionally, the first $125,000 of capital gains on a home sold by a tax-
payer age 55 or older is excluded from taxation. The deferral or exclusion of capital
gains taxation on home sales is clearly justified because the gains generally reflect
simphy a rise in housing prices due to inflation. An immediate tax on this gain
would greatly reduce the ability of a seller to replace the home sold and would
impose an undue hardship on those individuals selling their homes for personal, un-
controllable reasons; for instance, to relocate because of employment opportunities.

The afe 55 exclusion is particularly wise public policy designed to ease the heavy
tax burden which could result to older Americans when they decide to sell a lifelong
residence to become renters or to move to a less costly residence. Without this provi-
sion, many older Americans would stay in housing which they no longer want or
need—thus reducing the available housing stock for others.

The National Association of Realtors ®, and presumably the millions of homeown-
ers who may someday be required to relocate, support continuation of the existing
provisions relating to the capital gains taxation on home sales.

These provisions help to assure a strong housing market and, as a consequence, a
healthy economy. Assuming continuation of current law, we expect about 2.7 mil-
lion existing units to change hands in 1983—38 percent above the 1982 level. Re-
sales should continue at a healthy pace during 1984 providing the foundation for
lasting economic recoverz.

Tax credits for the rehabilitation of clder buildings and historic structures were
enacted as part of Congress’ strong desire to encourage renovation of existing prem-
ises rather than simly abandoning older buildings for new structures. These credits
are an important part of renovating and preserving this nation’s cities and historic
structures. We know of many renovation projects, for instance in the cities of Nash-
ville, Tennessee or Newport News, Virginia, which simplgould not have been done
without these tax credits. The National Association of Realtors® would hope that
these rehabilitation tax credits continue to be available; especially in light of the
Administration’s interest in revitalizing cities through the use of “enterprise zones.”

The National Association of Realtors ® is additionally concerned with a home in-
vestment tax incentive provided to savings and loan associations. We are opposed to
the efforts of the savings and loan industry to reduce their investment in home
mortgage loans. Current law allows these institutions a 40 percent tax reduction if
82 percent of their assets are invested in home mo;?age loans. There is an effort to
reduce this to 72 percent; similar to that required of mutual savings banks. We
would oppose such a reduction especially since the ties between savings and loan
associations and the housing industry have been relaxed to such a great extent al-
ready. With housing showing the way to economic recovery now is certainly not the
time to allow a reduction in the much needed reliable source of mortgage capital.

CONCLUSION

Housing investment and real estate development require long term certainty in
investment strategy. We urge Congress to continue the existing tax provisions bene-
fiting the real estate industry. Constant tax policy chan%es or adjustments create
uncertainty which will stiffle investment and very possibly upset the economic re-
covery now underway.

ATTACHMENT NO. 1.—GROSS NATIONAL PRODUCT GENERATED BY THE AVERAGE PRICED SINGLE-
FAMILY RESALE AND THE CONSTRUCTION AND SALE OF THE AVERAGE-PRICED NEW SINGLE-
FAMILY HOME: 1983

Resale New
Average selling price e $80,700 $87,100
Expenditure category: .
Construction 53,051
/ Expenditures before resales. 807 ..o
Expenditures at time of sale 1,663 4,705
Expenditures after the sale 1,614 1,742
Lenders’ investment of cost of funds 468 1,281
Mortgage insurers income. il 39

Sublotal . ' 10,563 60,818
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ATTACHMENT NO. 1.—GROSS NATIONAL PRODUCT GENERATED BY THE AVERAGE PRICED SINGLE-
FAMILY RESALE AND THE CONSTRUCTION AND SALE OF THE AVERAGE-PRICED NEW SINGLE-
FAMILY HOME: 1983—Continued

Resaie New

Muttiplier effects . 5,282 30,409
Total , 15845 91,227
Sowrce: National Association of Realtors®.

ATTACHMENT NO. 2.—OUTPUT AND EMPLOYMENT OF THE REAL ESTATE INDUSTRY: 1983

GNP [in diftions}
' Direct Indrect Total e s
Single-family resales $281 $143 $43.0 850
Single-family starts 64.0 320 96.0 1,920
Maintenance repairs and construction improvements........... 55.0 21.5 825 1,650
Multifamily starts 236 11.8 354 10
Commercial development 380 19.0 5.0 1,140
Industrial development 135 6.8 203 405
QOther private construction 11.7 58 1.5 350

Totat 3517 1,025
(10.7 percent of (6.9 percent of
total GNP)  lotal employment)

Source: National Association of Reaitors ¢,

STATEMENT OF DAVID SMITH, VICE PRESIDENT AND SECRE-
TARY, NATIONAL ASSOCIATION OF HOME BUILDERS, WASH-
INGTON, D.C.

Mr. SmiTH. Mr. Chairman and members of the committee:

My name is David Smith. I am the vice president and secretary
of the National Association of Home Builders. I am testifying on
behalf of more than 111,000 members of the NAHB.

The push for additional revenue, the focus of these hearings, is
generated from the pressure of high budget deficits. Budget deficits
have both a spending and a revenue component. The NAHB is dis-
appointed that Congress has not made significant progress in cur-
tailing entitlement programs. NAHB is concerned that future reve-
nue-raising efforts may prove to be counterproductive. In the short
term, such efforts could jeopardize the current economic recovery;
in the long term, changes could further increase the tax burden on
real estate investment compared to other types of investments,
thereby further heightening the current relative tax disadvantage
for real estate. Existing tax provisions directed toward housing are
necessary as an incentive for adequate production of housing. At a
minimum, exiting incentives should be retained, and there is
strong justification that they should be increased:

First, the NAHB estimates that a housing shortfall of 1.3 to 1.5
million units cumulatively for 1981 through 1983.

Second, a strong housing.industry is an essential element in a
sustained economic recovery.
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Third, the popular view that housing—owner-occupied and
rental—is now and has been a favored tax investment causing a
misallocation of capital is seriously flawed.

I would urge the committee to study closely the written testimo-
ny dealing with the housing shortfall and its implication on hous-
ing for the overall economic recovery, looking more closely at the
question of tax fairness.

The NAHB urges the committee to retain current tax incentives
for housing. As part of your statement for further study, there is a
booklet “Is Housing Using Too Much Capital?”’ which refutes the
popular perception that housing is taking too much capital.

For owner-occupied- housing, the mortgage interest deduction has
a high level of popular appeal. This incentive, coupled with the de-
duction for real estate taxes, the deferral on capital gains for the
sale of a home, and the one-time exclusion for capital gains for
those over 55 has made home ownership possible for millions of
Americans, but the incentive for home ownership far exceeds tax
considerations. From a tax point of view, changes in the tax law
have diminished the attractiveness of home ownership relative to
other types of investments. These changes include marginal rate
reductions and the liberalized rules for Individual Retirement Ac-
counts. The NAHB supported increased savings incentives and
views these changes as healthy; but the NAHB also believes that
additional savings incentives for housing, particularly an Individu-
al Housing Account as provided for in Senate bill 1435, are needed.

Regarding rental housing, it is important that the Committee not
change the current tax rules. These rules provide an efficient
mechanism for bringing capital into the rental housing. This is the
case even though, relative to other types of assets, the ACRS
change in 1981 placed a relatively high tax burden on tax struc-
tl;;gs which do not have the advantage of the investment tax
credit.

The committee should be aware that prior to 1981 component de-
?reciation provided a significant tax writeoff. The changes in 1981
or nemroperty were not the bonanza that many believe; in fact,
the NAHB study as shown in appendix 4 indicates that component
depreciation provided a better return than ACRS. NAHB would
therefore urge the committee to retain the present recovery allow-
ance for structures. A change in depreciation allowances would
only drive capital away from real estate, which is a much more
risky investment than other types of inveStments. -

In conclusion, the NAHB would urge the committee to proceed
slowlly and carefully as it considers drastic changes in the current
tax law.

We appreciate the opportunity to present our views concerning
the tax issue.

Senator DaNrForTH. Thank you, sir.

[The prepared statement follows:]

PREPARED STATEMENT OF THE NATIONAL ASSOCIATION oF HoME BUILDERS

Mr. Chairman and Members of the Committee, my name is David Smith and I am
Vice President and Secre of the National Association of Home Builders (NAHB).
I am testifying on behalf of the more than 111,000 members of NAHB. NAHB is a
trade association of the nation’s homebuilding industry.

24-865 0—83—-10
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NAHB appreciates the opportunity to present its views, along with other mem-
bers of the real estate industry, on the broadening of the tax base.

While the focus of these hearings is on revenues, the push for additional sources
for revenue is generated from the pressure of high budget deficits. Budget deficits
have both a spending and a revenue component. With taxes increased in 1982, and
the likelihood of further increases looming on the horizon, the Congress should also
consider the effect of high levels of spending on the deficit. Sgeciﬁcally, NAHB has
supported spending cuts in the growth of defense spending and entitlements. NAHB
is disappointed that Congress has not made significant pn?reea in curtailing entitle-
ment programs. This must be addressed to provide a foundation for a sustained eco-
nomic recove;l-y.

Although NAHB has supported efforts to raise revenues through increasing the
tax base, particularly the Tax Equity and Fiscal Responsibility Act of 1982, NAHB .
is concerned that future revenue raising efforts may prove to be counterproductive
and misguided. In the short term, such efforts may create uncertainty amon]g con-
sumers and investors, thereby jeopardizing the current economic recovery. In the
long term, changes could further increase the tax burden on real estate investment
compared to other types-of investments, thereby further heightening the current
relative tax disadvantage for real estate.

Specifically, existing tax provisions directed towards housing—both owner occu-
ﬂi and investment rental housing—are necessary as an incentive for production of

ousing.' At a minimum, existing incentives should be retained, and there is strong
justification that they be increased.

The importance of retaining existing tax incentive can be viewed from several
perspectives. .

First, NAHB estimates a housing shortfall of 1.3 to 1.5 million units cumulatively
for the first three years of the 1980s (1981-83). The shortfall is a result of the under-

roduction of new housing units during the past several depression years of the
ousingrindustry. Housing production has been inadetluate% meet our demogralphic
needs. Tax increases falling directly on housing would only decrease the supp! ! of
available housing units and reduce opportunities for Americans for livable and af-
fordable housing.
- Second, housing is a crucial component of the overall health of the general econo-
my. Housing is in the forefront of leading the current economic recovery. A strong
housing industry is an essential ingredient in a sustained economic recovery. The
possibilities of tax increases—on homéowners through changes in the mortgage in-
terest deduction or other provisions affecting homeowners or en investors through
changes in the tax rules governing real estate investment such as ACRS, “at-risk”,
the rehabilitation tax credit, and depreciation recapture—create considerable con-
sumer and investment uncertainty. This translates into buyer reluctance to pur-
chase a home or investor reluctance to commit to investment in relatively risky real
estate developments. Therefore, uncertainty about future tax provisions, which arise
from the seemingly continuous interest in Washington in changing the tax rules,
has a detrimental effect upon the housing industry which translates into less
growth in the economy. -

Third, the popular view that housing—owner-occupied and rental—is now and has
been a tax favored investment, causing a misallocation of capital, is seriously
flawed. In reality, tax incentives direct.es towards housing have gradually been re-
duced relative to incentives for other types of investments. High inflation, along
with the lag in long-term interest rates, created a period when housing—particular-
ly owner-occupied housing—was a favored investment. But, tax considerations were
only one among several reasons which encouraged investment in housing. The high
tax burden on housing oriented investments, compared to other assets, means that
tax increases directed towards housing would push investment away from housing,
when for strong policy reasons, such investment is needed.

I. HOUSING SHORTFALL

An important consideration when looking at tax incentives affecting housing is
the present state of the housing industry, its future prospects, and projected future
housing needs. The immediate situation points towards a continuing housing recov-
ery, despite recent interest rate increases. However, the housing recovery is fragile
and could turn downward.

Some important indicators are:

(1) The seasonal rate for building permits increased 71 percent to 1,622,000 in
May, 1983 from the May, 1982 rate of 951,000. It was up 6 percent from the April,
1983 rate of 1,536,000. ,
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(2) The May, 1983 seasonally adjusted starts rate for single-family and multi-
family was 1,791,000, up 74.2 percent from one year ago and up 19.1 percent from
the April, 1983 rate of 1,504,000. Actual starts for the first 5 months of 1983 were
635,200, up 75.2 percent froin the same period one year ago (362,000) but down 18.2

rcent from the last peak period for housing in 1978 (776,700). The NAHB Econom-
ics Department estimates housing starts at 1,668,000.

(3. New home sales for the first 4 months of 1983 (199,000) are up 60 percent from
the same period one year ago (125,000). The April, 1983, rate of 573,000 was 68 per-
cent above the rate one year ago.

(4) New unsold inventory is generally declining with # slight increase from March
to April. In April, 1983, inventory stood at 270,000 ¢ ;.7 months of inventory at
current sales rates.

(5) Construction unemployment still at 20.4 percent in May 1983, representing
over 1.1 million people out of work. This, however, has drop from a peak of 22.3
percent in October, 1982.

The immediate implications of this data is that the prospects for a continued eco-
nomic recovery in housing are good. However, the question emerges—With interest
rates going back up, can the recovery be sustained? Presently, there is no clear
answer. If the recovery does not continue, a long-term shortfall in available housing
would be one result of the downturn.

A look at past economic cycles provides a broader view of past housing trends and
anticipated needs. The 1982-83 housing depression was extremely severe. The hous-
ing industry operated at its lowest level of production since 1946.

tarts in 1982 ended up at 1.07 million, about 46 percent below the peak of the
grevious cycle in 1978. New home sales were at their lowest level since the Census
ureau began its survey in 1963. Construction unemployment averaged 20 percent,
the highest level since the Bureau of Labor Statistics began its monthly unemploy-
ment survey in the late 1940’s. The housing industry-(with the exception of some
builders in Texas and other isolated areas) is very happy that 1982 has ended.

The cyclical nature of housing production coupled with the deeper housing reces-
sions indicate a mounting shortage in available housing units, especially rental
units for lower households.

Future demographic trends demonstrate the magnitude of the anticipated housing
shortfall, which the recent severe depression has exacerbated. The Joint Center for
Urban Studies at Harvard and MIT has Frojected household formations in the 1980s
to be between 1.3 and 1.5 million annually..

The shortfall will be especially acute in the area of rental housing. It should be
noted that the housing start numbers include both single and multi-family housing
starts. Therefore, depression years with low housing starts affect not only single-
family homes for sale but available rental housing. In the future, new rental con-
struction is not anticipated to keep pace with the elimination of existing housin,
stock due to age and decay and the increased demand for rental housing. NAH
estimates that multifamily housing construction will average approximately 500,000
new starts over the next 10 years. The annual shortfall between supply and demand
for rental units during recent years has been estimated at 75,000-100,000 units an-
nually. These trends occur at a time when government-assisted hoiising construction
has been virtually eliminated.

The anticipated housing shortage does not necessarily mean a return to the
robust housing market of the late 1970’s. Despite the reality of increased demand,
builders are more cautious than in the past. The prospects of the return of higher
interest rates has made new homebuilding a much more risky venture than in the
past. Interest rates will not return to the levels which existed in the 1970’s. This
will moderate the demand for owner-occupied residences and increase pressures on
rental housinf.

From a policy perspective, this future scenario creates continuing pressure to
retain existing tax incentives directed towards housingand to add to tal:%eted incen-
tives directed towards savings, such as an Individual Housing Account. Therefore, if
we are to provide even the minimum level of housing needed, existing tax incentives
should not be reduced. If the incentives are adversely affected, the projected short-
fall would only increase. .

11. HOUSING AND THE ECONOMIC RECOVERY

A second important consideration when examining tax incentives directed towards
housing is the central role which housing plays in the overall health of the econo-
my. Although it is difficult to trace precisely throughout the economy the effect of
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each new housing start, it is fair to say that following each of the Nation’s post-war
recessions, housing has led the way to recovery.

There is an enormous ripple effect associated with housing. A housing upturn has
created jobs, improved consumer and investor confidence, and stimulated activity
throughout the economy. NAHB estimates that each 100,000 new single-family
homes provide 176,000 worker-years of employment to construct. When taking into
account the financial, legal and other services involved in selling the units as well
as the gginoff purchases of goods and services generated by the home sales, an esti-
mated 280,000 additional worker-years of labor are created throughout the economy.

‘The current recovery has relied to a large extent upon housing as the engine for
recovery. Changes in the tax law affecting housing are bound to have implications
as far as a sustained economic recovery is concerned.

What is needed is certainty. Constant changes in the tax law and in regulations
make business and consumer planning difficult. Uncertainty increases investor and
consumer costs.

An example of the effect of uncertainty in the marketplace is the discussion sur-
rounding the mortgage interest deduction. Late in 1982 and carly 1983, Treasury
Secretary Donald an made certain statements about eliminating the mortgage
interest deduction for second homes. Recently, the Democratic Study Group has
looked at proposals to cap the mortgage interest deduction at $10,000. The effect of
such statements, even though they may have only a remote possibilitﬁf enactment,
is to create uncertainty in the consuming public about the future. This translates
into hesitancy on the part of homebuilders to commit new funds for new develop-
ment and hesitancy on the part of consumers to commit to a major investment deci-
sion—the purchase of a home.

Although difficult to measure, the need for tax certainty, in both business and
individual planning, is something this Committee should consider carefully when it
initiates hearings and legislation affecting many taxpayers. Obviously, budget defi-
cits must be dealt with and are a pressing national problem. But NAHB urges this
Committee to move slowly and cautiously in its consideration of revenue raising
Proj , keeping in mind the potential effect of changes during this crucial stage
of the economic recovery.

111, TAX FAIRNESS

A popular misconception has develo, that housing, both owner-occupied and
rental housing investment, has absor too much of our nation’s capital. A popular
belief is that tax incentives for housing have been a major cause of this so-called
“misdirection” of capital. The shortfall in housing supply as compared to new
family formations and future estimated demand for housing should alone act as a
refutation of this argument. NAHB has produced a detailed response which address-
es this issue and is attached to my statement. -

This view needs to be looked at more closely in the context of tax incentives for
housing as compared to tax incentives for other forms of investments. In actuality,
housing—single-family and rental—may be at a tax disadvantage relative to other
types of investments. There is a disparity between the taxation of housing in rela-
tion to other investments, with a higher tax burden on housing. Future tax in-
creases directed towards housing would only heighten the disparity and push
needed investments elsewhere.

Before examining this view in greater detail, a note of caution should be sounded
about the tax expenditure concept. It is based upon the view, as stated in the tax

“expenditure analysis by the Joint Committee on Taxation for 1983, that “Tax Ex-
penditures . . . are analogous to . . . direct expenditures . . . which are available as
entitlements to individuals and corporations who meet the criteria established for
the programs.” (Page 2) The idea that foregone tax revenues are analogous to direct
spending may be useful as an analytical concept. However, what is and what is not
a tax expenditure is often an arbitrary decision. It depends upon an initial judge-
ment as to what is needed to produce the ideal tax law. What is and is not a tax
exxenditure will, therefore, depend upon the initial construct of a “‘model” tax code.

concrete example of the arbitrariness of labeling various code provisions as a
“tax expenditure” is the differing treatment which accelerated cost recovery (ACRS)
is given in the Joint Committee analysis of tax expenditues and in the Administra-
tion’s tax expenditure analysis. (Special analysis G of the Budget). The Administra-
tion excludes depreciation for structures from its tax expenditures analysis. The
Joint Committee includes depreciation in excess of straight line in its analysis.

Therefore, as the Committee looks at various methods of broadening the tax base,
care should be taken to realize that in actuality what the Committee is going is rais-



145

ing taxes on various groups of taxpayers. In so doing, it is changing a whole series
of relationships among various t; of investments. The effect of such changes on
the general economy must be carefully considered.

Looking first at owner-occupied housing, there are several important tax incen-
tives which have been listed. These include the mortgage interest deduction, the de-
duction of real estate taxes, the deferral of capital gains on the sale of a home, and
the one-time exclusion for caﬁital gains up to $125,000 on the sale of a personal resi-
dence for those over 565. Of these incentives, the mortgage interest deduction is the
most popular and involves the largest revenue loss.

The mortgage interest deduction, coupled with the deduction of property tax,
probably has a higher level of appeal to middleclass Americans than any other tax
deduction. It makes the ownership of a home affordable for many Americans. Take,
for example, a married couple with two children filing a joint return. Using the tax
rates effective July 1, 1983, and assuming a family income of $35,000 per year, the
mortgage interest deduction helps this family qualify for a $70,000 house. Without
the mortgage interest deduction, the same family could qualify for only a $63,000
home. With the average price of a new home in the $70,000 range, the mortgage
interest deduction becomes an important element in permitti‘r;,i ownership of a
home. The details of the example are provided in Appendix II. ile the mortgage
interest deduction makes housing affordable, the view that it overly subsidizes hous-
ing at the expense of other investments, needs to be reviewed more closely.

uble digit inflation, high marginal tax rates, and fixed rate mortgages at a
level below the inflation rate produced a combination of factors which made housing
a favored investment in the 1970s. High marginal tax rates, which placed many
middle-income taxpayers in high tax brackets, made the mortgage interest deduc-
tion extremely valuable for most middle-income families. In these circumstances,
housing, with a high loan-to-value ratio, became a popular investment.

. But the economic circumstances which made owner-occupied hou~ng attractive
from an investment point of view have reversed. Inflation-induced increases in hous-
ing prices have moderated substantiallly.

n March, 1983, the median price of new homes sold was $73,600, up $6,300 from
the median price of $67,200 a year earlier. The median price of new homes sold in
1982 was $69,300—only a .6 percent increase over 1981, when the median price aver-
aged $68,900. Actual housing costs, however, were even lower than those registered
by new home prices, because many builders bought down mortgages and used other
methods of creative financing to sell off inventories. Prices over the past two years
have been relatively flat when compared with prices during the inflationary 1970s.

From a tax point of view, inarginal rate reductions have decreased the value of
the mortgage interest deduction, as well as other itemized deductions, as more and
more taxpayers are drogped into lower marginal tax brackets. Increases in the
standard deduction also have eroded the tax advantages associated with the mort-
gag‘fninterest deduction and housing investment. .

inally, incentives for alternative investments, particularly individual retirement
accounts and other forms of savings have helped to reorder priorities towards sav-

ings.

ﬂis shift is a direct result of tax changes which were put in place in 1981. As the
Economic Report of the President for 1982 noted: The sizable reduction in tax rates
on capital income mean that real after tax returns on household savings will be sub-
stantially higher than they have been in the recent past. As a result, the implicit

rice of consumer durables has risen and a long run shift in demand away from

ousing, automobilies, and other consumer durables may result. (Page 126)

The movement in tax incentives away from housing is confirmed 1n a study dated
October 256, 1982, by the Congressional Research Service. The study, Tax Subsidies
to Housi:f, 1958-83 indicates that tax subsidies for housing, both owner-occupied
and rental investment housing, have declined over time as compared to tax subsi-
dies for other types of assets. The study notes “‘the spread between the return on
business assets and the return on owner-occupied housing has diminished and in
some cases disappeared. One can no longer argue unambiguously that owner-occu-
pied housing receives a tax subsidy relative to business capital.” (Page 22)

NAHB views the direction of tax changes towards more savings and investment
as a healthy and necessary change. The point is not that the changes should have
been made, but only that the changes reduce the tax incentive associated with a
home purchase compared to other types of investments.

The social and political stability which homeownership promotes make it a top
national priority. An important proposal which would assist in the purchase of a’
home is the establishment of an Individual Housing Account as provided in S. 1435.
Enactment of S. 1435 is a major NAHB legislative priority. Senators Wallop, Dole,
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Boren, or, Symms, Grassley, Durenberger, Heinz, Danforth and other have intro-
duced S. 1435. It accomplishes the objectives of greater savings while increasing op-
portunities for the purchase of a home.
arding rental housing, tax incentives, including ACRS depreciation, “‘at-risk"

rovisions, and recapture rules for rental housing are a major means of providin
or investment in rental housing projects. Changes in the current tax rules woul
severely disadvantage-investment in rental housing as orposed to other types of in-
vestment alternatives. The history of recent tax legislation affecting residential
structures has been a progressive diminution of the tax benefits associated with this
t lge of investment. The requirement that construction period interest and taxes
({ C Section 189) be capitalized was introduced in 1976. No other industry other
than rea) estate construction is required to capitalize interest. Residential real
estate also does not have the advantage of the investment tax credit, except for the
rehabilitation of historic structures. In addition, the alternative minimum tax often
affects capital gains associated with real estate investments more than it affects in-
vestments in other types of assets, particularly corporate equities or bonds.

The ACRS recovery allowance for structures, adopted in 1981, should not be re-
vised to reduce current depreciation allowances.

From an investment point of view, rental housing has often not been attractive.
Intensive management is necessary to both maintain rental housing and to assure a
steady income stream. Cost of maintenance of rental property have increased con-
siderably in recent years. In addition, income generated from rental property is
lower than for other types of property.

Residential rentals do not generally carry CPI inflation increases, and the income
of residents can only support a certain level of rent. Therefore, market rents gener-
ally do not create an income stream which is oonnslgletitive with other types of invest-
ments. In addition, rent control in many jurisdictions has kept rents at below
market levels. -

As a result, residential housing needs to retain current depreciation allowances to
be competitive with other types of investments. A reduction in present depreciation
allowances would only drive capital away from residential housing at a time when
more, not less, capital is needed.

NAHB supported the 1981 ACRS depreciation changes because of their certainty
and simplicity. It is, however, a misconception to believe that the changes, in terms
of new residential construction, significantly increased depreciation write-offs. In
fact, component depreciation plus the ability to use 200 percent declining balance
often created a more advantageous depreciaton situation for new housing than the
situation after ACRS. The table in Appendix IV analyzes component depreciation
and ACRS. The table in Appendix IV analyzes component depreciation and ACRS.
As the table demonstrates, component depreciation provided larger total write-offs
over six years than are allowed under ACRS. The tax savings as well as interest on -
the tax savings amounted to a substantial sum.

Possible changes in the current tax rules associated with depreciation allowances
for structures would bring uncertainty into the market place again, thereby dimin-
ishing the potential for future economic growth in this important sector of the econ-

omy.

'ﬁle ACRS changes benefitted other types of assets, particularly equipment, much
more than real estate. The effective tax on structures, was relatively unchanged
both before and after 1981. This result is confirmed in several places. First, the eco-
nomic report of the president, 1982, comments: . . . ACRS does not treat all t
of business investments equally. Although favorable to all new investment, ACRS is
relatively more favorable to investment in equipment. As a consequence, industries
for which short-lived equipment represent a large fraction of their total capital will
face lower effective tax rates than industries with a low equipment-intensive capital
structure. (Page 124)

The relative bias of current tax rules toward equipment as tg)posed to a ment
buildings is underscored in a Library of Congress study in 1981 eniitled Effects of
the Accelerated Cost Recovery System by Asset Type. The study notes: . . . there may
well be a shift in the composition of capital towards business equipment and away
from structures particularly away from residential structures. The relative (and per-
hape abeolute) size of the housing stock could fall, not only because of the effects on
rental housing but also because high interest rates will make owner-occupied hous-
ing less attractive and because there are no offsetting tax benefits.

erefore, as the Committee looks at base broadening approaches, the relatively
heavy tax burden on rental housing should be considered. Rather than increasing
the tax burden by changing ACRS, the Committee should look at other revenues for
broadening the tax base.
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Another aspect of the ACRS that has generated criticism is that used property is
treated the same as new gRr?erty; both are equally eligible for the 15-year ACRS
write-off. However, the Al is available for used property only if the persons ac-
quiring the property did not own it prior to 1981, the year the ACRS rules became
effective. Thus, while sales of existing residential property are possible, these in-
volve a new set of purchasers and free up the capital of the former owners that has
been locked up in such property. This freeing up of capital is a positive rather than
negative result since the capital can be channeled into new investment. Moreover,
the treasury benefits from the capital gains tax that must be paid as a result of the
res&ndication.

ncern has also been expressed that the ACRS may be used for propert{ re-
ceived in a tax-deferred exchange qualifying under IRC §1031. This situation, how-
ever, is covered by the comprehensive rules against ‘‘churning” provided in IRC
168(eX4). These rules deny ACRS depreciation for property received in exchange
or pre-1981 property in a tax-deferred exchange unless additional debt or cash is
made part of the transaction. Even then, ACRS is available only to the extent of the
new debt or cash.

Finally, in lookin%I at broadening of the tax base, the idea of the flat rate tax or
variations such as the Bradley/Gephardt proposal come to mind. NAHB urges that
the implications of such a flat rate tax or other comprehensive changes be carefully
considered. NAHB is now conducting a thorough study of the flat rate tax for pres-
entation to its members at its next annual convention in January, 1984.

1V. SUMMARY

NAHB would urge this Committee to proceed slowly and carefully as it considers
drastic changes in the current tax law. In seeking to work towards a balanced
budget, the Congress should look at spending restraint as the first approach for
achlevin%a balanced budget.

With the budget resolution mandating substantial tax increases, as this Commit-
tee looks at tax expenditures and at future tax legislation, it. should keep in mind
the im:lications of various tax proposals upon housing—both owner-occupied hous-
ing and rental units. -

e recent housing depression has created a shortfall in available housing units,
especially rental units for low and moderate income families. Changes in the tax
code, which would increase the tax burden on housing, would inevitably heighten
the housing shortfall.

The crucial role of housing as the engine of the present economic recovel':y also
needs to be considered. Uncertainty about the future, particularly the tax future,
has a dampening effect upon investment decisions. Discussion of dramatic changes
in the tax law affecting housing would lead to a slower recovery.

Finally, it is a misconception to view housing as being favored under the tax code.
The tax benefits for owner-occupied housing have diminished through changes in
the economic environment and as tax incentives for other types of investment have
increased. With regard to business assets, structures have a heavier tax burden
than other types of assets. Changes in the depreciation life for structures would only
increase this tax burden and drive investment away from needed rental housing.
. We appreciate the opportunity to present our views concerning important tax
issues. I would be pl to answer any questions you may have.

APPENDIX I

BAckGROUND: CURRENT HoUsSING PRODUCTION AND PAST CYCLES

A comparison with past housing cycles shows that the current downturn was
much more severe than past recessions. The latest housing recession was the longest
running and the most devastating of the seven the industry has suffered since
World War II. Total housing starts for 1981 were 1,100,300—the lowest annual pro-
duction since 1946. Starts in 1982 finished slightly below the 1981 level.

83 is forecast as a recovery year. The housing recovery will be strongest in the
Sunbelt and less convincing in other areas of the Northeast and Midwest, whose
main-line industries have been esgecially hard hit by the recession. -

The recovery will be significantly slower than those that gx;eceded it because: 1) it
will take time for suppliers of building materials to shift back to higher levels of

roduction; 2) the general economy will not gain as quickly as housing, most likely
eaving unemployment above 10 percent unitl mid-year; and 3) mortgage interest
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rates, while significantly lower than they were during the recession, will, because of

structural changes in the savings industry, remain relatively high by historical
standards.

SEVEN HOUSING CYCLES SINCE WORLD WAR 1l

No. of mo,, Number of housing starts (in thousands)

Perd poviag Wigh Low Difference change
August 1950-July 1951 1 1,889 1,154 135 -389
December 1954-March 1957.......... 27 1,703 1,068 635 ~373
December 1958-December 1960. u 1,604 1,041 563 ~351
December 1965-October 1966 10 1,656 83 813 —49.1
January 1969-Janvary 1970....... . 12 1,769 1,108 661 374
January 1973-February 1975...... . Y] 2,481 904 1,517 -636
November 1978-Oclober 1981 36 2,107 854 1,253 -595

On a ten-year basis, between 1971 and 1981, total private and public housing
starts ranged from a high of almost 2.4 million units in 1972 to a low of just over 1.1
million units in 1981. A new annual low for the period was set in 1982—1.07 million
units.

Year Price Year Prics
1971 2,084,500 || 1977 2,001,700
1972 e 3,378,500 |} 1978 2,036,100
1973 2,057,500 {| 1979 1,760,000
1974 1,352,500 || 1980 1,312,600
1975 1,171,300 || 1981 1,100,300
1976 1,547,600 || 1982 1,072,000
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APPENDIX 1I

MORTGAGE INTEREST DEDUCTION AND HOUSING AFFORDABILITY

Assume: Married couple filing joint return. $3,400 in deductions other than mort-
§Afe lmtlzglée;t Adjusted gross family income of $35,000 per year. Tax rates effective
uly "

r%age interest deduction:

‘erm (years)...

Interest rate (percent)
Price

..........

Downpayment....

Mortgage amount ...
Principal and interest - pe mon

........................................

Principal and interest per year
Interest per month...

Interest per year.......

Income—Tax savings ..

Effective annual prmclpal and interest payment

Effective monthly principal and interest payment

Effective interest vate (percent)..

Real estate tax deduction: -

Property taxes per year............cceriinie

Income tax savings..........cocevernnivnnecrenens

Effective property tax per year.......

Total tax savings from interest and property taxes per year .........

" $1,260

$211
$983

$2,199

If one assumes principal, interest and property taxes, both deductions equal 30

percent of adjus!
the example above. Lenders calculate the mterest and property tax savings

gross income, an income of $30,120 would be needed to qualify in

into

their 30 percent criterion. Hence, a family is paying only 22.7 percent of their
income for prmcxpal interest and property taxes. If there were no deduction and

$53,000

From 1972 to 1982, prices rose about 151 percent, from $27,600 to $69,300.

APPENDIX II1

New Home Prices: 1972 o 1982

lenders used a 22.7 percent criterion, the family could afford a house costing only

Yex Price Yexr Price
1972 27,600 || 1978 . 55,700
1973 32,500 {| 1979 62,900
1924 35,900 {| 1980 64,500
1975 39,300 ]| 1981 68,900
1976 44,200 {| 1982 69,300
1977 48,800
APPENDIX lV_

The following assumptions are made in the example:

CoMPONENT DEPRECIATION VERSUS ACRS: NEw CONSTRUCTION

(1) The owner is in a 50 percent tax bracket.
(2) The owner changes to straight line depreciation.

(3) The building was comple

and placed in service on January 1, 1983.
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(4) Interest computations on tax savirigs are computed at 20 percent (IRS rate for
1982) for the first tax year’s savings; 16 percent (IRS rate for 1983) for second year’s
tax savings; and 12 percent for the remaining years.

(6) Two hundred percent declining balance method is used on component depreci-
ation. . __ .

(6) The life of the different components are taken from real estate development
companies.

The analysis shows substantial benefits under component depreciation prior to
1981 as compared to ACRS. Under component depreciation, at the end of six years,
there would be a tax savings of $54,658. The interest that could have been earned on
this tax savings over the six year period would be $80,690. Ther¢fore, efforts to
reduce current depreciation allowances for structures would continue the inequita-
l{ées ltreatment of structures, as compared with other assets, which was created in



NAHB EXAMPLE—SIX YEAR COMPARISON
[Camponent Depreciaton v. ACRS)
Cost Estimated e  First yoar Second year Thied your Fourth year Fifth year Sodth year Total

COMPONENT METHOD PRIOR TO 1981 TAX LAW
Basic structure. $672,076 40 $33604  KIIM $037 s $271311 $26002  $178,039
Infernal construction:
Ceilings 108.012 30 1204 6,724 6.275 5851 5,466 5,102 36,628
Walls. 192,022 k] 12,808 11,994 11,156 10412 9,718 9,069 65,117
Doors 72,008 10 14,402 11,521 9217 1314 5897 419 53,130
Floors ! 108,012 K] 1204 6,724 6:275 58587 5466 5102 36.628
Blectrical: ,
Wiring 84,010 15 11,199 9,706 8412 7291 6,319 5416 48403
Lamps and fixtures 72,008 8 18,002 13,502 10,126 7,595 5,696 5,696 60,617
Plumbing: '
Basic L 96,011 12,798 11,092 9,614 8332 1221 6,259 55316
Fixtures 108.012 14,398 12479 10,815 9,374 8,124 1,041 62,231
Equipment 60,007 8 15,002 11,281 8439 6329 4747 44 50,515
Roof 60,007 10 12000 , 9601 7,681 6,145 4916 3933 aum
Air conditioning 144,016 10 28803 23,043 18434 14,747 11,798 9,438 106,263
Appliances 96,011 3 64,008 21333 10,670 96,011
Floor covering 156,018 3 104,013 34,667 17338 156,018
Drapes and decorating 120,014 3 80,010 26,667 13337 120,014
Cabinets 72,008 15 9,59 8,300 7,19 6,239 5409 4,6% 41433
Pool 72,008 8 18,002 13,502 10,126 1,595 5,69 $.6% 60,617
Outside fence 24,003 5 9,601 5761 3,45 2,583 . v S — 24,003
Yard improvements 84,010 10 16,802 13,442 10,753 8,603 6,882 5,506 61,988
Total 2,400,273 oo 489460 283193 209647 143,14 123318 103476 1357248
ACRS METHOD AFTER 1981 TAX LAW
ACRS rate (CCH Table 11658) (percent) 12 10 9 8 7 | J—

ACRS depreciation j $2,400,273 SIS $283033 240,027  $216,025  $192022 168019  $144016 $1,248,42

1

a9t



COMPARISON

mm(sommm)

Interest on tax savings

$201,427
01427
100,714
2,143

$43,166
244,583
21,583
19,568

~$6378
238215
~3,189
14293

— 8568

189,347

~24434

11,361

$44,701
144,646
2351
8,679

—$35,540
109,106
~17,770
6,546

$109,106
103,106
54,553
80,590

I
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Housing Issues and Answers

{ KR *l Hso
Howsing
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Muc
Capital?

National Assgciation,qf Home Builders

= A o
President’s Messagze
ehind the scenes of the
S o By | ':: most devastating housing

) recession since World War
4 1§, many of the nation’s mos prom.
¥ .\ § e analyms of the American
M

{ housing industry and the cconomy
have been engaged in a sharp de-
A/ <] bate aver housing's capital accds,
R Some have argucd that we have
) spent too much money on housing
i They belicve that government tax
«! breaks on mortgage interest and
ing have A

low-cost home R
10 overinvest in housing at the expensc of invest.
ment in plant and equipment. Pointing to some
houscholds that made big profits on rising home valucs
during the inflation-prone 19705, they believe the ume
has come 10 get tough wich the American homchuyer
Our view is that by focusing on peripheral issucs such
as vacation homes and sccond MOrRages. these cnitcs
have ncglected the crucial housing issucs confronting
the nation in the 19805, They have virtually ignored the
problem of how 10 provide affordabic shciter for record
numbers of Americans who will move into the housing
market during this decade. They have grossly musinter-
preted whay matvates tamities to buy homes. They have
prop R capiai inthe b
sector during a period when housing investment has
been at it lowest leve] since the 1940s. And they have
downpiayed the adverse impact of growing federal dehi-
<its on the recapitalization of the nation's businesses
and industrics
‘The

that the P of housiny 15
responsible for our economic ills 1s one that cannat be
subsuantiated, because the facts prove otherwise. We
hope this report will help brung to an end the “open
season” on b g that has ob: the P 3
need (or housing production in this decade, and at the
same ume, lead to a responsible debate on what needs
(0 be done 10 develop a sirong and effecuve housing
policy for the 1980s. Id T

liarry Pryde
President. NAHB

¥t
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Hxstoncul_
Perspective
T T 7 Y The housing
boom of the
1970s did not resutt from a sus-
tainable growth in demand for live
ing spacc. Instcad it was the conse-
quence of market distoctions
created by misguided government
policics.”

Viemayeeny:

Demand has al-
ways been the
driving force in the housing mar-
ket A record 17.9 million homes
were built in the 1970s. These
‘were homes the nation needed to
mcct demand as record numbers of
Amcricans reached the prime
homcbuying age. No other factor
can adequatcly explain these pesk
housing

ince the end of World War IT

and theough 1982, the

Unued Scates built 56 mil-
lion ncw homes, an average 1.9
million units anaually, In the short
run, the housing industry may have
over- of under-built, dependingon
Ahc overall economy, the eraploy-
ment situation and the level of
interest rates. But in the long run,

has

postwar huusing production
responded 1o demand and chang-
g Jemoyraphic chanacieristics of

the population.

There is no evidence 10 support
the claim that too much housing
has been produced in America dur-
ing the pasxt four decades. In fact,
since World War If the United
Statey has built fewer housing units
per thousand popuiation than
other industrialized nations. This
was truc cven during a peak period
of US. production in 1977-1980,
when 7.1 million housing units
were started. Even then, the US,

buslt fewer units per 1,000 of
population than Norway, Canada,
Hungary, Czechoslovakia and
France.

In terms of 1ol housing stock,
the U.S. also ranks well below many
European natioas. Accordingtoa
recem U N. study, Swedeon,
France, Switzerland, Denmark,
West Germany and Austria have
morce housing units per 1,000 pop-
ulation than the United States.

Since the 1940s, demand has not
only increascd housing production
levels, 1t has changed considerably
the way homes are buile. In 1940,
the average foor ares of a new
home was 1,177 square feet, drop-
ping 10 983 squarc feet in 1950,

WUMBER OF BIRTVS/ AVERAGE
ANNUAL PLODUCTION OF NEW
Unag [ )
N Ao N MROne.
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1000 Arew 0 he Carvea. Campmmd on vied (0
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increasing o 1,230 square fect in
1956; and reaching 1,655 square
feet in 1978. In recem yean, the
size has begun to decline again,
muinly in response (0 rising costs,
but aixo as a result of the dechning
s1zc of houscholds.

The decade of the 19703 saw
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many changes 11 the housing mar-
ker—rome taggered by the hugh
level of inftacion, which was pri-
manly duc 10 rising o1l prices, oth-
ers caused by rising demand for
housing as a result of the postwar
baby booen. The fint wave of post.
war births came from 1947-1950,
A second wave in the mid-1950s,
peaking between 1957 and 1962,
averaged per year 000,000 birchs
higher than in the first wave

This population cxplosion cre-
ated enormous growth 1n housing
production during the 19708, con-
unuIng 1nto the 1980y, As the post-
war baby boom generauon moves
through the housing market, the
demand for new homes will remain
Mmgh, By the lae 19H0x, however,
ang throughout the next (wo de-
cades. demand witl gradually dv-
minish in response 1 the lower
birth raies of the 1960» and 1970s,

a9t
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Housing Demand—
A Closer View

e 3 ... The wemen-
oyl ! dous
of housebold formation in the
United Seates during the 1970s re-
sulted in part from the availability
of housing at low cost {in real
teems); it was not a purely demo-
graphic factor to which housing
markets ‘had 10’ sccommodate
themcives.”
Ay (ve Towe
M Capuindt Suor P
o Resokiongs Smiem:
r 19
o7 R Py
demand for hous-
ing cannot be explained cncirely
by demographic forces. But most of
1 can, especially in the 19703 and
1980s. Economic conditions can
. ind the p of
! the young (o break away from par-
ents and form scpamte houscholds.
But demaad for housing de;
mostly on changes in the number
of houscholds. And those changes
arc bused on shifts in the popula-
tion and new lifestyles.!
cople who charge that crease by an addivional 13 percent

! America invested oo
et heavily in housing during
the 19708 wnd 10 overlook the na-
ton’s unusually high houschold
formaton raic dunng that pm?d

during the 19805, and will con.
unue (0 support high levels of
housing starts throughout the de-
cade

As proof that the nation has re-

“Ihe numbcr of
the age of 25-39, the peime group
Tur humcbuying, increased 41.6
pereent in the 19706 from the pee-
vious decade This group will in-

centdy rbuile its housing stock,
some ccononusts have Cited scatis-
tics showing that the houschold
formation rae exceeded the popu-
1ation growth rate in the 1970s.

PP . .
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Maons

of peoDe
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The argument 13 crroncous because
there 1s 2 gap of roughly 20 years
berween the time people are bum
and the une they begsn forming,
houscholds. The races of popula-
tion growth and houschold growth
<can show 2 wide statistical varia-
tion at any given ume. It is possi.
Dbie to have a zcro of minus popula.
1on growth and ycu experience an
increase in the rate of houschold
formations.

phic trends clearly dem:
onsinate that the level of housing

ion atained during the
1970s would have been impossible
without strong underlying demand
from consumers who were ready to
form ncw houscholds. This de-
mand was fucled by young penons
i and

4aleh

R %
10 establish scparaie houscholds
rather than remaining with their
parents. It is that simple .
The increase in housing produc-
uon during the 19705 corresponded
with a aising demand for housing
from demographic facton. The
number of persons in the prime
homebuying 25-39 age group in-
creascd by 15.2 msllion in the

1970s, compared 10 only 1.2 mil-
hion in the 1960s. The composition
of houscholds changed dramais-
cally as well.

Traditional husband-and-wifc
familics accounted for only 4.2
miflion houschold formations 1
the 1970s, compared to 11.5 mil-
lion non-traditional households
formed during that ume. House:
hoids headed by divorced or scps.
rated women sncreased by 3.4 mil.
fon during the 1970 Almost 4
millon siagic persons living alone
were added (0 the housing market
during the decade.

¥ compariyon, replacement

demand in the 1970s

playcd a less imporiant role
than dunng the 1960, when many
homes were bult 10 replace unins
lost from the houning sock. Loses
to the nventory from demolitions
and disasters such as ficen and
foods averaged 380,000 unus an-
nually throughout the 1960y, In
the 1973-80 period, annua? hous-
ing losscs declined by 110,000
units W #n average of 270,000
homcs.

Two facors contributed 1o the
drop in losscs. First, activity in ur-
ban rencwal and imtenate highway
programs, which were a major
Causc of demolivons in the 1960s,
declined in the 19705, And second,
10 the 1970s risng construction
costs and the muvement (o reviral-
12¢ inner-cay acsghborhoods cn-
couraged the rehabilitanon of ¢x-
sting stock thay might otherwise
have been demolivhed.

Asuming a mudest 3.5 percen
average annual e of real eco.
nomic growth throughout the
1980s and waking inc account pro-
fecied houschold tormation rstcs

931
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MD:--‘—A Closer View

and other demand factors, new

housing production should
herween 1.65 and 1.75 million
units a year during the 1983.89 pe-
fiod. During the first three years of
the decade, bousing peoduction av-
eraged only 1.16 million uniws a
year.

In the short-run, the housing
market is able 0 accommodatc the
need for shelter from a growing

eventually redressed by the mas-
sive rebuilding effors of the Iaze
19408 and 19503,

if chey have 10, Americans can
doublcupapm.lmim:l\cy
must de conviaced that economic
<onditions warrant disruption of
the housing market and a decline

So far, housing critics have been
able 10 point 10 isolated cascy of
-, of

without ing new
homes. During the Depression and
war ycars, when financial resources
were scarce and building maccrials
were needed for purposes other
than civilian housing, Americans
doubled up. But this was onlya
temporary solution; the growing
tmbalance between the demand for
and the supply of new homes was

P ng
during the super-inflated economy
of the 1970s. Buc they have failed
€0 provide 2 onvincing case that
housing is “esting up our produc-
tive capital™ or that the

'ONENTS OF
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Housing and
the Capital Markets

fect accruing from homrownership
is spurring individuals 10 consume,
MOMEAgEs repeesent not only
the lazest, but also the most rapidly
growing component of the capial

=N lowum e, e

capital markers
and a5 2 share of the Gross National
Producy, the wend in housing capi.
al consumption has been down-
ward since the 19505, I has taken
#n especially alarming wumble
since 1980. The U.S. povernment,
noe housing, is the mosc rapidly
Rrowing dscr of the capical mar-
kew. Federal deficits threaten 1o
choke off badly necded Investment
by business and indusiry, ncluding
housing. Iromically, one of the
more sable growth periods oc-
curred during the 1950y, when
large amounis of capual were
vesied in the housing stock

Total capital going into new
housing s relatively smrall. New
housing fequires only 20 percent
of the ol mofgage dolt used,
while 80 percent gocs for Bnanc.
ing exinung home salcs, rennanc.
Ing and nonresidenuial mongages.
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Tlousiag and the Capital Markets

ic and y pol-
l icy-makers have become
preoccupicd with the hous-

ing industry’s participation in the
credit markets. They that

& d for ble funds—from
a 7.7 percent share in the 1950s;
t0 10.3 percent in the 1960s; and
20.6 percent in the 1970s. The
has aken i

huusing shsorbs an excessive share
of available credit. However, ona
comparative basis, they arc unable
10 prove (heir case, because suais-
tics show otherwise.

During the 19703, when housing
production surged 1o record levels,

24 8 percent of funds raised in the
capnal markets. That was the same
amoun as during the 1960s and
well below the 30.9 percent share
of the 1950s. Residential mon-
gages claimed only 17.5 percent of
credit market funds from 1980-
1982 and skidded further to a 13.3
percent share during the fourth
quarter of 1982,

By comparison, the federal gov-
crment has szeadily increased its

THE SHARE OF CREDIT MARKETS
TAKEN BY U.S. QOVERNMENT
AND MORTGAQRS

O us. Govemment
Pucant 1 Mongoges

COVERNMENT 1S TAING il
OO MUCH MONEY OUT
OF CAPIIAL MARKETS

3

o b
4 0 605 203 082 1982 Qv e2

vt Setasct Bsmrve Soct Compnea By WA (00
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marcly one-third of available credit
during the firss three years of this
decade and threatens 1o take sig:
nificantly more in succeeding
years.

The federal government cor-
nered a whopping $7 percent
share of the nation's credit during
the final quarter of 1982, leaving
litele question who's the fat man in
the financial markers. Unicss Con-
gress and the Adminiscration find
the means 10 bring soaring annusl
deficits of $200 biltion under con-
trol, the federal government threar-
cns 10 crowd out the entire busi-
N INVEMEN? SCCLOr-—NOt just
housing,

Cross National Product statistics
also prove invalid the contention
that the use of capinal by the resi-
Gential scctor has been a drag on
the cconomy. They demonstrate
that housing's share of total U.S.
economic output has fallen coday
10 the lowest levels since the
1940s.

From 1946-1979. new residen.
tial investment a3 2 perceneage of
GNP in cutrent dollars hovered
around a mean of 4.8 3
Since 1979, the share has declined
@ 3.5 percene. The evidence is
even more compelling in consant
dollars, which show that housing's
share of GNP has been falling con-
tinuously since the 1950s.

But the argument docs not end
here. lo defenac of his claim chat
t00 much capital has becn flowing
into the hbousing secror, Brookings
analyst Anthony Downs has cited
sutistics showing thas total mors-

0.

Downs' argi this way.

“"With respect (0 the ratio of to-
al mongage financing 10 the cost
of new housing put-in-place, the
explanation scems straightfor-
‘ward-—rhis ratio has been increas.
ing because a larger share of tonal
mongage inancing has been de-
vowed 10 the sale of existing homes
and to home improvements rather
than (0 Acw Construction in recent
years. Second, since the siock of
existing homes continues 1o grow
in relation to the amount of dwell-
1ng units added through new con-

X A 0 o ' 80y
Souce Duponment of Commente o, of FConome
Ancys

gage financing has been rising
sharply in comparison 10 the total
comt of ncw housing produced.
Downs belicves that excessive
amounts of moatgage capital have
been used o finance cxixing
homes, thereby inBiating the value

. the ratio of tonal maet-
gage financing o the cost of new
housing automatically increases.
To a lcsser extent, the increase in
the ravo reficcts declining down
payment requirements for new
homes, "4

Cruing aggregate amounts of cap-
ital going 1nto the housing sector,
as many critics have donc, 18 mis-
Icading in any case, because the

of the existing housing stock. Me housing market is composcd not
also arges that inflated home eq- only of new housing, but existing
uities have been used by . bomes, deling and refis g
ors 0 make purchases not directly  as well.

related tothe production of housing. A break-down of the housing

'n reality, there appears 10 be

lieele causal gelationship be-

tween the sales of cxisting
homes and inflation in the housing
3€CIor. Increases in the cost of ex-
isting homes have generally fot-
fowed increases in new home
prices. Since the 1970z, inflasion
in the housing scctor has been
largely a function of ¢xicmnal pees-
surcs such as riscs in the cos of oil
and rising demographic demand.

Arthur Solomon, cxecutive vice

president and chicf financis! offi-
cer of the Federal Nationa! Mort-
BAge Association, has addressed

market shows that the resale of ex-
iseng homes accounts for the larg.
st portion of the mongage markey
financed by savings and loans. Re-
sales accounted for 44 percent of
S&L mortgages in the 1950s and a
high of 60 percent in the 19705,
Mongages for new homes peaked
at a 34 percent share in the 19508
before declining 10 26 percent and
20 percent in the 1960s and 1970s
respectively. Refinancing in the
19705 took & 10 percent share of
the marker.

The ratio of FHA ncw home §i-
nancing 1o existing home Ginancing
‘was roughly onc-10-on¢ 1n the
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1950s; it w hy 1n the new home, for
during the 1980-1982 period. the purchase of an automobile, for
1t’s only logical that a i the of

ously growing housing stock would  or college tuition, and for other
increase the amount of credit used  consumption goods.**s

for the resale of existing homes. At 2 time when the denopnphlc
The nation’s g g b gin- O d for housing

ventory has also ralsed demand in  high level, p:opk.llouldh:uk-
the home improvement market for  ing whether ofedit would be better
worthwhile investments on repair,  spent for housing or for govern-

rchabilivion and rewrofitting w0

conscrve energy.

Housing critics have perhaps lev.
cled their best case againgt the use
of second mongages and home <g-
uitics for p

ment borrowing. Because, ultimate-
ly, that is where the decision lies.

PSDERAL DEFICTT AS PERCENT
OF MY SAVINGS

{

cxpenmmtu including forcign
travel. But even here, meevinenc:
“ clusive. As Sol.

". . . to what ¢xtent home
rewrduundlvmcdnpmionol
the equity from the sale of 2 home
o persenal consumption is unclear
.- . (Bue) faced with a slow growth
or even & decling in real carings,
t is reasonable to assume, for ex-
ample, that some of this

SAVINGS AVAILARLE FOR
CAPIIAL INVESTMENT

o3UBBEBIBBE

cquity was used Cor furaishings or

/

Rl

4

The Wealth of
Nations—Housing
' as a Capital Gooll

Tt 7 *Monctary policy
‘kplngw remain

tight. Housing is going to continu¢
10 be in trouble. Europe is not go-
ing to provide support. Govern-
ment spending is declining. Con-
sumer expenditures are not going
0 be increased by tax cuts. That's
all good news from my point of
view, but it doesn't exactly lead 0

" el

Cnher 1981

"1 Bad tmes for

« housing speli
cqually bad times for the nation's
economy, becausc housing is the
cconomy's balance whect, leading
the way in and out of the ups and
downs of the business cycle. Hous-
ing production triggers activity
throughout the economy. A new
homc is the demand center for a
multitude of goods and services

P by A s busi

and industry. Housing is a capital
good, a2 lasting economic resource
used to build the wealth of na-
tions.
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!:lu Wealth of Nations—Howsing as a Capital Good

ince the end of World War 11,

residential construction has

played a cental role in sta-
bilizing the cconomy. The housing
wCtor's sensiuvity (0 fluctuations
n the cost of credit has cnabled
the government 10 st up or cool
off the economy simply by loosen-
g or tightening up the availabil-
ity of credit. While the housing cy-
cle disrupts productivity and has
an inflationary impact upon home
prices, it nevertheless has provided

crnment with a tool for control-

ling cconomic growth,

CHANGES IN ONP AND HOUSING
STARTS, POST WAR RECESSIONS
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Following cach of the nation’s
post-war recessions, housing has
led the way 10 recovery with an
cnormous ripple efiect, creating
jobs, uplifting conidence and
stimulating activity throughous the
cconomy Each 100,000 new sin-
gle family homes cequires 176,000
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construct. When tking into ac-
count the finaacial, Icgat and other
scrvices involved in sclling the
units a3 well as the spinoff pur-
chascs of goods and services gener-
ated by the home sales, an esti-
mated 280,000 additional
worker-ycars of labor are created
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A new home is not an everyday
consumer goud. In fact, like tadi-
tional business investment, expen-
diturcs for housing construction
create wealth They are an invest.
ment in the capital stock of the
nation,

When we talfk about housing, it's

p tod '8

«

two kinds of capital. Former Fed.
eral Reserve Board Governor Sher-
man Maise! makes the distinction
this way.

One is real capital, the physical
£00ds we don’t consume, This is
the real iavestment in our fiscal
stock that produces goods and ser-
vices, The sccond, Ginancial capi-
tal, is the total assets or labilitien
of financial institutions.”* Finan-
cial capital, Maisel noccs, is just
moncy deposited in institutions,
moving from onc institution o an-

other. It does not change net wealth,

All major nations

Organization for Economic Coop-
eration and Development, with
the exceprion of Great Bruain.

Barry Bosworth of the Brookings
Institution notes:

“*Despuce the fact tha the U.S.
has the fastest population growth
of the major OKCD countrics, it is
among the lowest i the share of
output in residential construction.
This is ot consistent with the view
e the interaction between infla.
015" wnd the @x [aws has 1od the
United Sares to overinvest in hous-
g at ihe expense of business

s

have teeated their housing stock as
a capiea! good, including Japan,
which has produced more housing
than the U.S. in the past three
years, even though it has half the
population. At the same time, Ja-
pan has maintzined a high level of
investment in plamt and

uring the tight monctary
Dclimw prevalent in the

U.S. cconomy since late
1979, a frequently heard argument
has been that capical should be
taken out of the housing sector and
i din |

and extremely high productivity
. And the record shows that
revidenuial investment as a percent
of GNP is lower in the U.S. than in
any other member nation in the

plans and cquipment. Ye there is
O CVIAENCE 10 SUGRER that invest-
ment in housing has hampered cf.
forts to increase the productive ca-
pacity of 1'S. business and ”

RESIOENTIAL INVESTMENT AS A PERCENT OF ONP
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The Wealth of Nutlons—Nousing s» Caph

————
HISTOMCAL DEFICITS 1947-1985
1 L7 8 Of OoRon)
2%
Ford
A= Qore197n
Mixon
Yogp— (1970-1975)
.|
o (1965-19¢9)
: Kennedy
e (1962-1964)
¢ Tumon  Esenhower
.)« (1947:1933)  (1954-1081) , [
| o " :l P ] hr"_'
-
% © 0 0 L)
ndustry. The share of ) newi in bousing and in

expenditures in GNP has vatied
At 4 B pereent since Workd
War f1 The share of gross housing
producy, which is the total amount
the country spends (0 own, rent
and maintin housing, has varied
around 9.5 percent, with lutle
<hange tn the last 20 years.

W hat the country needs now is

reindustrialization. These goals ace
nut in conflict. They ncver have
heen. But whether or not they are
auaincd i the 1980s will depend
10 a great exicnr on how success
fufly the (edorat government cc-
duces us borrowing in the credst
markets

5

Housing and a
tion

It might be ar.

Rucd that people
are paying higher fractions of their
ncomes for housing because the
pricc of homes has risen so
steeply. But why have home prices
nsen? Because more people want
o owa their own homes to Capture
he financial advantages of doing
s0."

— A (hmm Ay
W Luibig hums M b
Capmal G Pinase g
Pasreregt” * bache ral Na-
"t Mo Avan s
MU mpnim boh
A 1901 1T

e ey A There's no ucs-
L/-’lﬂ'ﬁmll m 3 tion thag ht:mng
was a good financisl invesiment in
the 1970s. More than almost any -
other investment, home cquities
kepe pace with a eapid cise in infla-
von But u’s highly questionable
that the snvesment factor alone
motivated people to buy homes.
‘The primary motivaung facwor is
that peoplc buy homes because
they need a place (o tive. But the
total reality of why people buy
homes 1s Iess tangible.
Homeowncrship in Amenca is a
way of life, a stabilizing force ¢n-
ableng familics to establish roots in
the community and participaie
more responsidly in the political
discounsc of a demorratic socicty.
Homcownership was popular in
Amcrica long before double digit
nflauon and long before the gov-
cmmem esablished priorities in

191



HNousing and Infiation

Cunnterpuint
the tax code and financial system
10 encourage the aation’s familics
10 own their own homes.

1t’s even more questionadle that
the investment factor is an ade-
quate ¢xplanation for the
inflation of the 1970s. The cost of
land, building maccrials, 1¢ca)
regulation, morngage finance and
even the cyclicality of the housing
industry have all contributed
heavily 10 inflation in housing.

At a 1ime of stirong demographic
dcmand for housing but an inade-
quate supply, the production of
Rreater numbers of affordable
homes is the bexk way to reduce
housing inflation. Reducing capial
invesiment in housing will only
make a bad situation worse.

Y unng the 1970s, the cost

Dm‘ new housing rose 162

. percent according 10 the
£.¢mus Hurcau’s C-27 Index, com-
pared 10 2 112 percent increase in
the uveratl Consumer Price Index.

“The two major cost components
which contributed most heavily o
ot increases were land and G-
nancing costs. Land's share of total
housing costs surged from under

1'l percent following World War 11
t 24 percent in 1982. The inanc:
1ng component jumped from S per.
cent ro 14 percent during the same
period Labor and materials, on the
ather hand, dropped from 69 per-
<ent of housing costs in 1950 w
45 percent in 1982, .

Regulatory and cyclical con-
sratnis on housing production ag-
kravated housing inflation during
the 1970s. As demonsirated in nu.
merous sindies, includiog reports

by a2 HUD Task Forces and George
Sternl Rutgers U Y,
no-growth ordinances, land use
regulations, excessive building
codes and land development regu-
tations have added as much as 20
percent (o the cost of a new home.
Housing production was inter-
rupied by recessions twice during
the 1970s. Housing was at the bot-
tom of the business cycle during
roughly four years of the decade.
The costs of recession 1o the in-
dumry arc well documented. Re-
<essions disrupe building opera-
tions, at a high cost o individual
firms, the y of
which are small busincsscs. They
devastate profits in the theift indus-
try. They creste massive unemploy-
ment and underutilization of in-
dusirial capacity, 30 that the costs
of revooling and searting up again

for normal Icvels of production are

nase

“Wiecsan onoe

S0MCH NORONG AMOCGN Of Harme I0wn. Suecy Of e Cante

high. Al of these coss are ulti-
ratcly passcd along to consumers
Arthur Solomon has made these
about the Y
impact of the housing cycle: -
“Over the long run these inefi-
0 become

And the instability ends up having
2 pervasive effect on the overal! f-
ficiency of the construction indus-
try~~its technology, structure and
organization. . . . Because of the
risk and the

most houses are butlt during the
peak of the cycle when prices are
a1 their highest, new

pay much of the peemium for what
is, in effect, inswubility insurance.
‘This means that the price Ameri-
cans pay for their housing is highe
than it would be with more stable
levels of peoduction.™

he most recent recession, in
andem with a hangover in

with the building industry, new
firms are relucant 10 enter the
marker, and land developers and
builders ruquirea relatively high
race of return on their equity. And
financial institutions and others
tend to naise the cost of construc:
tion loans, title insurance, and set-
tlement charges ducing tight credic
conditions (o offsct the loss of
business volume. Finally, because

Y €xp
from the 1970s, has had an espe-
clally damaging impact upon the
nation’s system of mongage fi-
nance. Several major changes in
the mongage market explain why
the comt of home finance through-
out the 1980s is apt 1o be elatively
more expensive than it used (o be.
Firw, it is no longer a safc as-
sumption that the thrift
will continue (0 supply the bulk of

a9t



Houslng sad tnfistion

the nacion’s residential mongage
moncy. lis share of the residential
morigage market has declined an.
nually since $976. In 1982, thrift
panicipation in the home marker
declined w a net minus $22.7 bil-
lon—2 past World War H low, By
comparison, the indusiry ac-
coumed for an average 44.2 per-
cent shase in the 19705 snd a peak
of 86.7 percent in 1976,

Necond, 18 the compctition for
lounablc funds has increased, the
shure raiscd for residensial mort-
gapen an the ovenall credic markets
s dectined sharply.

Third, savings and losn associa-
tons are paying much higher re-
turns t savers. In 1978, the aver.
Age cumt of (uiis (or S&1s was 6.67
poreeni. The cost of funds RosC 10
1092 porcent ) 1982 and 1849
mervent dunng the fin: halfl of
TOK2 I the Krat half of 1978,
carnmps on loans exceeded the
vomt of funds by 3 profiuable 1.9
pereent During the firsg half of
1982, Mkl tust money as their cost
of lunds exceeded carmings on loan
runfolios by 1.1 percem.

D™v€hc mout inflationary facior
+ in the housing scctor dur-
w—e 0K the first fow years of the
YR was the com of mongage K-
HANe MURRZARE GICS FOse (O new
reeonb In lae 1981,
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years, hume buyers have paid &
highcr interest mte o Gnance cheir
mungagcs than have major cor-
porations 10 finance theie long-
term det. Efcclive mongage in-
serem ranes for luans closed have
excecded the yiclds on long-term
AAA curpurate bonds by 33-163 ba-
sis poinis. During 1983, NAHB ¢x-
pects the range (o widen 10 170-
210 basis puints.

Home prices have gencrally fol-
lowed the inlation rage, respond-

mongape racs poiked at close w
20 purcent. Even the 13 percent
touns available during the carly
aronths of 19838, when compared
o it prevasling rawe of inflacion,
were eseedingly high by histori-
cal sandacds

Mgt of purporied lower
Ierest cates for ressdential mon-
1 b ay
avattable data For the past 20

ing 0 y R inthe
economy, panicularly encryy
prices. The home purchasc compo-
nem of the CPI measures increases
e cust per square foot of new
and existing humes in various geo-
graphical locations. Between 1963
and 1982, it rose an average 5.9
percem annually, compared to a
0.1 pereent increase for the entire
(8]

Increases in the inancing, axes

CHANGES I CP1— ALL ITEMS V. HOME PURCHASE

193 98 o

rtn Buwies & L Sutarss. Campuotan ay Wl

and insurancy component largely
cxplain why incresscs in the cost
of overall homcownership have

been so high, They increased an av-

erage of more than |2 percent per
yesr over the past 10 yoars.
H has

oy 960 1962

viding affordablc housing o large
numbcens of Sest-time buyers fol-
lowing a period of high infiation in
the howsing sector.

Eliminatng the sharp peaks and
valicys of the housing cycle is

it y resp
0 higher costs for mortgage funds,
matcrials and (abor by shifting peo-
duction to smallcr, more ¢
ciencly buift homes in higher-den-
sity developments. Condominiuma,
wwnhouscs and zero-lut-line
homes are the marker's way of pro-

ly the best way to control
housing inftation. For the sake of
maximizng productivity in hous-
ing and other major sccrorns of the
cconomy, the government shoutd
punuc incal and moncilary policics
that keep housing and the ccon-
omy ruaniny 0n a more cven keel.
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STATEMENT OF WALLACE R. WOODBURY, WOODBURY CORP,,
SALT LAKE CITY, UTAH, AND CHAIRMAN, TAX SUBCOMMITTEE,
INTERNATIONAL COUNCIL OF SHOPPING CENTERS, WASHING-
TON, D.C.

Mr. WoobpBURY. My name is Wallace R. Woodbury. I appear here
on behalf of the International Council of Shopping Centers, for
which -I serve as chairman of their tax subcommittee. We would
like to make these points: .

First, the accelerated recovery cost system was enacted to stimu-
late investment and simplify administration. We think those moti-
vations are just as important and extant today as they were at the
time it was enacted, and that the system is showing signs -of suc-.
cess. ‘

A common misconception seems to exist as to the degree of bene-
fit to real estate resulting from the 15-year cost recovery period for
structures. People look at ACRS as though it cut the recovery
period for structures from 40 or 50 years to 15 years. This is a mis-
concggtion as far as the tax law and actual experience are con-
cerned.

The Treasury regulations for buildings, Rev. Proc. 62.21 and bul-
letin F, were rarely upheld in practice when determining the eco-
nomic life of structure under the facts-and-circumstances test.

A study by the Treasury’s Office of Industrial Economics, which
was published in 1975, supports this conclusion.

A Touche-Ross study of the useful lives of shopping centers that
the ICSC commissioned concludes that the economic lives of shopping
centers were typically 22 to 26 years under the old law.

Second, the adoption of ACRS in ERTA, and its modification in
TEFRA was accompanied by other changes in the tax law, which
tended to mitigate the advantages of the 15-year recovery period
for structures. These changes were the elimination of component
depreciation and the option to usé the facts and circumstances test
in ERTA, and the application of the construction period and invest-
ment interest limitations to corporations and the adoption of alter-
nate minimum tax provisions in TEFRA.

Third, due to a bias in the tax laws against investment in struc-
tures as compared to investment in equipment, there is a misallo-
cation of capital resources in the economy. This bias has been
noted by Jane Gravelle of the Congressional Research Service, by
the Council of Economic Advisors, and by the Citizens for Tax Jus-
tice. According to Gravelle, this bias causes a misallocation of capi-
tal in favor of short-lived assets, producing economy inefficiency in
the system which she describes as dead weight loss. She says that
under the ACRS as created by ERTA and the TEFRA modified by
dead wei\ght loss to the economy result in a loss to the economy of
$3.5 to 3.8 billion per year. Any increase in the ACRS life for struc-
tures would increase this bias and resulting economic loss.

Fourth, long-term investments in structures require much long-
term planning, and that predictability as to the investment rigk-
and the tax consequences.is very important. Frequent changes in
the tax laws that critically affect investment tend to discourage in-
vestment. Such an effect would be unfortunate at a time when we
are trying to encourage the investment activities which are so im-
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portant to our economy. This is especially so when we have 22.1-
percent unemployment in the construction industry, and when so
many other related industries are dependent on construction in
order to sell their goods. -

Please give the existing ACRS lives for real estate your blessing

—and-a chance to work longer than just the 2 years that they have

been in place. ; -

Thank you very much, Mr. Chairman.

Senator DANFORTH. Thank f'ou, sir.

[The prepared statement follows:]

PREPARED STATEMENT OF WALLACE R. WOODBURY ON BEHALF OF THE INTERNATIONAL
- CouNciIL OF SHOPPING CENTERS ON TAX EXPENDITURES

1. INTRODUCTION

My name is Wallace R. Woodbury. I am Chairman of the Board of Woodbury Cor-
poration, Salt Lake City, Utah, a long-established real estate development, broker-
age, management and consulting firm. I am also Chairman of the Tax Subcommit-
tee of the Government Affairs Committee of the International Council of Shopping
Centers (ICSC), and I submit this testimony today on behalf of the members of the
International Council of Shopping Centers. - -

The ICSC is a business association of approximately 10,000 members consisting of
shopping center developers, owners, operators, tenants, lenders and related enter-

rises. Iclsgézrepresents a majority of the 23,300 shopping centers in the United
tates in .

A. The shopping center industry

It is estimated that between 5.5 and 6.2 million people are regularly employed in
shopping centers and that several hundred thousands more are annually engaged in
new construction. The rippling effect of shopping center development on em{aloy-
ment in related businesses, including display advertising, maintenance and clean-

: ir_ldg, leglal and accounting, and the manufacture of goods sold in the centers, is con-
siderable.

It is estimated that in 1982 shopping centers accounted for 43 percent of total U.S.
retail sales. By the beginning of the next decade (1990), the shopping center share
will likely range between 50 percent and 55 percent. In current dollar value, U.S.
shopping center retail sales reached a level of $462.5 billion in 1982.

B. Economic benefits of shopping center development

The extent of the contribution of shopping center development to the nation’s pro-
ductivity is oftentimes not fully appreciated. Many people think of productivity
solely in terms of the process leading directly to the manufacture of goods. Others
would broaden the concept to include the distribution of those goods to the loading
docks of the nation’s retail facilities—but not to the distribution of products to the
ultimate consumer. The fact is, of course, that retail facilities, as the final link in
the chain of distribution, are an integral part of the productive process. Thus, to
deny tax benefits to retailers but provide them to manufacturers or distributors is
self-defeating and inconsistent since without adequate retail facilities there can be
no expansion of the other links in the economic and production chain.

1. Employment. Shopping centers generate new jobs and secure existing jobs in a
number of ways which represent tangible benefits to the community. Of course, the
construction of a center provides employment to all sectors of the building trades. In
addition, the ICSC has estimated that the tenants of shopping centers employ one
full-time employee for every 400 to 500 square feet of gross leasable area space.
Thus, a typical neighborhood or community shopping center of 175,000 square feet
anchored by a soft goods store and a supermarket employs between 350 and 435
people. Moreover, many of these people, as recent entrants into the job market,
vgguld have been unemployable or marginally employable in industrial or-office po-
sitions.

The increase in employment generated by shopping center development ripples
through the local community as other businesses open or expand to provide the
services for the new employees. Each new opening or expansion creates, in turn,
new jobs and additional revenues. _
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2. Tax Revenues. Tha economic impact of shopping cenier development in local
communities is clear. Salés taxes and real property taxes are two of the largest
sources of state and local revenue attributable to shopping centers. Other direct con-
tributions to local treasuries include business license revenues and personal proper-
ty taxes on such things as office and retail equipment and inventories.

For example, a 1975 study published by I included a twelve-year case histor{
of the fiscal impact of a large shopping center in Oak Brook, Illinois. The Oakbroo
Regional Shopping Center is as typical of the diverse facilities developed by ICSC
members as any one shopping center can be. Nevertheless, the Oak Brook study
-gem?nstratea the substantial fiscal benefits to a community from shopping center

evelopment. ~ N

During the period from 1963 through 1983, the Oak Brook shopping center was
the primary source of sales tax revenue for the Village of Oak Brook, Illinois. The
shopping center’s share of tot'd municipal revenues ranged from a high of 91.3 per-
cent in 1965 to 76.4 in 1973 (tl e last year for which the study developed data). Even
after taking into account the very modest increase in muncipal tax expenditures at-
tributable to the shopping center’s presence in Oak Brook (for example, increased
police and fire protection and local road maintenance), the ICSC study found that in
1973 Oak Brook received net cash-flow benefits in excess of $1.2 million directly at-
tributable to the shopping center. Without this net revenue source, the report con-
cludes that OGak Brook would have experienced a deficit requiring either a decrease
in exr‘enditures or an increase in taxes. In fact, the local tax revenue generated by
the shopping center allowed Oak Brook to maintain services without imposing a
munitipal property tax for a number of years.

C. Interdependence of the real estate industry

The various sectors of the real estate industry are strongly interrelated. For ex-
ample, shopping center development and rehabilitation follow very closely new
housing starts and rehabilitation. The development and location of housing and job-
related real estate such as office buildings, retail stores, and industrial facilities con-
tinually interact with one another. In a recent study conducted by the ICSC Re-
search Department, the total square footage of annual U.S. shopping center con-
struction starts (1970 t0-1979) was correlated with annual U.S. housing starts (1969
to 1979). Results indicated that 95 percent of the variation in shopping center con-
struction starts could be statistically “explained” by changes in the level of housing
starts. ..

D. Small business development

The real estate industry is composed almost totally of small firms. Sixty percent
of all construction firms and eighty percent of all reai estate service firms have four
or fewer employees. It is well established that the vast majority of all new jobs are
created by small businesses such as these.
Unfortunately, the small business nature of the industry makes it unusually sus-
ceptible to ¢ es in economic conditions, financial climate, the tax code and other
public -policies. 1;1:‘5 the past, those factors have combined to retard the growth
rate of all areas of estate.

It is important that the consequences of future tax policy changes on this impor-
tant industry be carefully considered.

11. PROPOSALS TO CHANGE ACRS AS IT APPLIES TO STRUCTURES

We have been asked to testify today regarding tax expenditures. Capital cost re-
covery allowances are considered by some persons to be tax expenditures.
The Congressional Budget Office (CBO) has listed the extension of the recovery
gefr_xoi for structures from 15 to 20 years as a method of reducing the federal budget
efici

II1. COMPARISON OF THE COST RECOVERY PERIOD FOR STRUCTURES PRIOR TO AND UNDER
ACRS

A. ERTA and TEFRA changes in depreciation/cost recovery allowances

In 1981, Congress enacted the Economic Recovery Tax Act of 1981 (ERTA). Among
the changes in the tax law made by ERTA was the establishment of a new cost re-
covery system, the Accelerated Cost Recovery System (ACRS). The major differences

1 Reducing the Federal Deficit: Spending and Revenue Options, Congressional Budget Office,
February 1983, Part 111, 9&%—289. » ]

e
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between pre-ERTA law, under the Asset Depreciation Range (ADR) system, and..
ACRS are as follows:

1. Cost Recovery Categories. ERTA reduced over 100 depreciation life categories to
four cost recovery categories.

2. Recovery Periods. The recovery periods for equipment were reduced from var-
ious periods under the ADR system (ranging from three to 18 years) to five years for
most property, and to three years for short-lived property (property with an ADR
midgoint life of four years or less).

‘The cost recovery period for structures was reduced from various periods deter-

mined under a facts and circumstances test (generally ranging from 20 to 37 years)—"

to 15 years.?

8. Methods of Cost Recovery. Most types of property were allowed to use more ac-
celerated methods of cost-recovery than under pre-ERTA law.

4. Investment Tax Crédit. No investment tax credit was provided for structures.
However, the 10 percent investment tax credit for most equipment was continued,
and a six percent credit was provided for short-lived property.

In 1982, Congress enacted the Tax Equity and Fiscal Responsibility Tax Act of
1982 (TEFRA). TEFRA eliminated the additional acceleration for equipment previ-
ously scheduled to go into affect in 1985 and 1986, and made permanent the tempo-
rary ACRS benefits for equipment. TEFRA made no change in the cost recovery
rules for structures.

B. Cost recovery for structures under pre-ERTA law and ACRS

The benefits to real estate resulting from the reduced cost recovery periods of
ACRS are not as large as sometimes perceived. One source of this misperception is
the belief held by some that the recovery periods for structures dropped from 40 to
50 {ears to 15 years. Under pre-ERTA regulations, the depreciation period for retail
buildings advocated by the ury and the IRS significantly exceeded the depre-
ciable lives which shopping center industry studies indicate were generally claimed
and upheld by the courts.

Under pre-ERTA law, the “component” parts of a building—such as the heating,
air conditioning, electrical and plumbing systems, as well as the carpeting and light
fixtures—could be separately depreciated at different rates. As a result, the actual
weighted-average useful lifes of virtually all buildings were substantially lower than
those advocated by the Treasury.

In 1975 the Treasury Department issued a report on the depreciation practices of
building owners. The report was based on data collected by the Treasuriy and on
trade association data. The report found that depreciation lives were-as low as 15
years for new shopping centers and 7 years for used shopping centers.?

A 1973 survey by Touche Ross & Co. of a representative sample group of 89 shop-
ping centers owned by ICSC members established that the useful lives of shopping
centers ranged from 22 to 29 years; 4

The useful lives found in all of these studies were si‘gniﬁcantly lower than the 50
year life which IRS Revenue Procedure 62-21 required for retail buildings.

1V. RELATIONSHIP OF THE COST RECOVERY PERIODS FOR STRUCTURES AND FOR ASSETS
PRIOR TO AND UNDER ACRS

The-Congressional Research Service (CRS) has published a study of the relative
impact of ACRS as established by ERTA on various assets used bir the different sec-
tors of the economy. The results of the study indicated that prior law favored invest-
ment in eguipment assets over structures and that “under ACRS this trend is con-
tinued and strengthened.” The study found that under ERTA, the effective tax
rates for all categories of structures were higher than those for all categories of

uipment, and that some classes of equipment actually received a negative tax rate
while all categories of structures had a positive tax rate. An excerpt from the CRS
study is attached as Exhibit I.

2J. Gravelle, Effects of the 1981 Depreciation Revenues on the Taxation of Income From Busi-
ness Capital, National Tax Journal Vol. XXXV, No.1at8. -

3 Business Building Statistics, A Study of Physical and Economic Characteristics of the 1969

Stock of Non-Residential and Non-Farm Business Buildings and Depreciation Practices of Build-

_— g’:lg‘(s)wnem 1971, Office of Industrial Economics, Department of the Treasury, August 1975, at

* Touche Ross & Co., Depreciable Lives of Shopq% Centers, An Independent Study Prepared
for the International Council of Shopping Centers, X
6 8J. Gravelle, Effects of the Accelerated Cost Recovery System by Asset Type, CRS, August 1981,

T —
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The conclusions of the CRS study received further support from an analysis pre-

by ‘“‘Citizens for Tax Justice” published on February 19, 1982. The Citizens for

ax Justice analysis indicated that, under ERTA, assets other than structures en-

joyeghalbn alative tax rate as a result of ACRS. An excerpt from the study is attached
as exhibit II. B

In addition, the 1982 Economic Report of the President indicates that ACRS under
ERTA favored investment in machinery, equipment and vehicles-over that in indus-
trial and commercial buildings.®

CRS also has published a study of the impact of ACRS as modified by TEFRA on
various types of assets which concludes that, although the bias against structures
was re:luwd by TEFRA, structures are still at a disadvantage compared to other
assets.

This same conclusion was reached in a book by the Director of Federal Tax Policy
of Citizens for Tax Justice.?

According to Jane Gravelle of the Congressional Research Service, under pre-
ERTA law, effective tax rates on new investments were 15 percent for equipment
and 48 percent for structures (at a 6 percent inflation rate). Under TEFRA, the cor-
responding rates are 9 percent for equipment and 37 percent for structures.® (See
Exhibit III for a comparison of effective tax rates by type of asset).

According to Gravelle, the bias in favor of short-lived assets produces a disparity
in effective tax rates by type of asset that results in a misallocation of capital. This
misallocation of capital produces economic inefficiency, which she describes as
“deadweight loss”. CRS estimated that the “deadweight loss” resulting from the
bias against structures amounted to between $2.7 to $3.3 billion annually under pre-
ERTA law, and that the “deadweight loes” increased to from $3.5 to $3.8 billion
under ERTA.1¢

Any decrease in the cost recovery allowances for investments in structures will
add to the bias of effective tax rates against structures and will increase the “dead-
weight loss” to the economy.

This bias is demonstrated by a computer analysis made by Coopers and Lybrand
for the National Realty Committee using the CLEFS (Coopers & Lybrand Economic
Forecasting Simulator), model. This model also is used by the Treasury Department
il‘:‘il!geir the) acronym MAGPIE (Model for Analysis of Government Policy Impact on

iciency).

This mode} has determined that ACRS provided substantially less of an incentive
for investments in structures than for investments in other assets,

The CLEFS model shows that although the ACRS reduction of the cost recovery
period for structures increased investment in commercial and residential rental
structures, such increase was less than the increased investment in other assets
which received greater incentives.

For example, according to CLEFS in the first quarter of 1981 the capital stock of
commercial and rental residential structures was 2.6 percent higher under ACRS
than it would have been under pre-ERTA law. During the same period the capital
stock of equipment was 3.3 percent higher. :

For the fourth quarter of 1982, these figures are 2.9 percent higher for commer-
cial and rental residential structures and 3.5 percent higher for equipment under
ACRS over the levels of capital stock which would have occurred under pre-ERTA
law. (See Exhibit IV for CLEFS data comparing the capital stock of various asset
t under ACRS and under pre-ERTA law.)

e relatively unfavorable treatment of investment in industrial, commercial and
residential building under current ACRS rules can be tolerated by the economy, but
such differences should not be expanded further by cutting back on ACRS deduc-
tions for structures. .

¢ Economic Report to the President, Feb: 1982, at 124.
' J.sGravello, £f‘;'ective Tux Rates and ﬂ:xuaam in the 97th Congress, CRS, January 8, 1988,

at , .
-sk MclIntyre, Inequity and Decline, 39-42, 108 (19883).
*J. vaeﬂse. KEffective Corporate Tax Rates and Tax Changes in the 97th Congress, CRS, Janu-

1988, at 6.
*Te Jd. duvelle. Effects of the 1981 Depreciation Revenues on the Taxation of Income from Busi-
ness Capital, National Tax Journal, Vol. XXXV, at 17.
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V. REASBONS FOR NOT CHANGING THE ARCS RECOVERY PERIODS FOR STRUCTURES

A. The current cost recovery period for structures is reasonable compared to the cost
recovery periods under prior law

As discussed in Part III above, the establishment of 15 years as the recovery
period for all structures under ERTA resulted in a lesser reduction of the recovery
period for structures than would appear from comparing the Treasury guidelines
with the 15 year recovery period under ACRS.

Part of the misperception of the size of the tax reduction under the ACRS 15 year
recovery period for structures resulted from the failure to consider the net impact of
tax law changes enacted in ERTA and TEFRA which reduced the tax benefits of
investments in structures. Such changes include the elimination of component de-
preciation, the imposition of more restrictive construction period interest and tax
“deduction provisions, the passage of more restrictive investment interest limitations,
the adoption of more restrictive recapture rules for those who elect accelerated cost
recovery methods, and a larger alternate minimum tax assessment.

In addition, by adopting a uniform coset recovery feriod some investors, particular-
ly in used structures, sacrificed the right to establish shorter useful lives under a
facts and circumstances_test. The application of the 15 year ACRS life also substan-
tially benefits the Treasury through reduced administrative coets and more effective
time utilization by revenue agents.

B. The current cost recovery period for structures is reasonable compared to the bene-
fits given other assels

As discussed in Part IV above, ACRS already is biased against investments in

structures. Lengthening the cost recovery period—and thereby reducing cost recov-
ery allowances—for structures would increase this bias.
! e impact of this proposal on investment in real estate has been projected by the
CLEFS model by comparing the change in the capital stock of various types of
assets. Using the capital stock of these assets under pre-ERTA law as a baseline, the
CLEFS model determined the changes in the capital stock levels of these assets
caused by ACRS and the changes in the capital stock levels which would be caused
by extending the cost recovery period for structures from 15 to 20 years.

According to CLEFS, an increase in the cost recovery period for structures from
the current 15 years to 20 years would substantially decrease investment in real
estate. CLEFS projected a decline of 1.6 percent in the capital stock of commercial
and rental residential structures below the level which would have occurred under
pre-ACRS law in the first quarter of 1981 (compared with a 2.6 percent increase
under ACRS). For the last quarter of 1982, a 20 ‘year recovery period would produce
a decrease of 1.2 percent in the capital stock of commercial and rental residential
structures below the level which would have occurred under pre-ACRS law (com-
pared to a 2.9 percent increase under ACRS).

Therefore, extending the cost recovery period for structures from 15 to 20 years
would decrease investment in structures, not only below the levels existing under
ACRS, but also below the levels which would have occurred under pre-ERTA law.
(See Exhibit V for CLEFS data comparing the capital stock of various asset g"pgs
under ACRS with a 20 year cost recovery period for structures and under ACRS.)

C. The proposed increase in the cost recovery period for structures from 15 to 20 years
would not increase tax revenues

CBO has estimated that an extension of the cost recovery period for structures to
20 gears would increase federal tax revenues by $400 million in fiscal year 1984 and
$1.8 billion in fiscal year 1985.

These figures are illusory and inflated because they do not take into account reve-
nue reductions caused by the resulting.decreased economic activity in the construc-
tion industry and other industries affected by the level of construction activity.

The CLEFS model indicates that such a proposal would decrease, rather than in-
crease, the flow of revenue to the Treasury. The CLEFS model determined that if
this proposal were made effective in 1984, there would be a decrease in tax revenues
of approximately $300 million in 1984, $500 million in 1985, $1 billion in 1986, and
$1.5 billion in 1987.11

11 This data is included in the Testimony of the National Realty Committee.
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D. Economic impact

ing ACRS as it applies to real estate can be ex to have a negative
impact on the economic recovery of the construction and related industries and of
the economy as a whole.

1. Permit ACRS to Work. ACRS and the other provisions of the Economic Recov-
ery Tax Act of 1981 were adopted in order to stimulate investment. The provisions
have been in effect onl‘y for a comparatively brief period, and any extension of the
ACRS recovery period for structures would significantly limit the incentives granted

- under ACRS and discourage desperately needed investment in industrial, commer-
cial and residential buildings. :

Although the economic recovery has begun, it i8 fragile and the need to increase
saving and investment continues. The benefits to the economy of the increased in-
vestment which CLEFS show has occurred under ACRS can be expected to increase
with time. This is especially true regarding the benefits from long-term investments
such as real estate.

This investment incentive p! has been in effect for only two years. Because
of the long lead times involved in making many investments, mcludmi real estate
investments, the impact of this mcy is just beginning to be felt in the economy.

~ 2. Commercial Buildings Are uctive Assets. Structures are productive assets
and increased investment in such assets mmotes economic growth. Buildings incor-
porating technological advancements in insulation, environmental control, ightelx’xﬁ.
communications, security and other technolcgies can provi;le more effective and effi-
cient work environments and increase enersy efficiency.

Scientifically planned retail complexes, such as shopping centers promote efficient
retail sales activities and efficient markets. They permit a consumer to meet his
shopping needs at one location, and reduce the time and energy expended for trans-
Eortation and the environmental impact of such travel. They also provide head-to- _

ead comgetition under one roof, thus improving market efficiency. Moreover, they

accomplish this in a safe and pleasant atmosphere suitable for the entire family.

_.. 8. ACRS Is a Protection Against the Impact of Inflation. Althou%[: shopping cen-
ters may remain standing for many years, their useful lives as effective and effi-
cient retail facilities are limited. It is important that the structures central to our
service oriented economy are not allowed to deteriorate and become uncompetitive
as have some facilities in industries such as steel and automobiles. As demonstrated
by those industries, tax policies which fail to allow adequate capital consumption
cost recovery allowances result in obsolete, uproductive, and uncompetitive indus-
tries. So long as cost recovery allowances are on the original rather than the
replacement cost of an asset, and so long as there is inflation—at any level—it is
necessary to establish cost recovery periods for assets which permit taxation only
upon income, and not upon capital. — :

In addition, long-term debt, which is so vital to investment in structures, contin-
ues to require higher interest rates than those required for short-term debt. This
retards investment in structures and increases the bias against structures. Addition-
al bias should not be introduced through the tax code.

Although the current rate of inflation is much lower than the extremely high
levels reached in 1980, it is still quite high be historical standards and continues to
result in a substantial difference between the original and the replacement costs on
any long-lived asset.

e consumer price index increased 177 percent in the 15 year period prior to
September 1982, n at the present 3 percent inflation rate, the replacement cost
of an asset would increase by 55 percent over 15 years. At a 6 percent inflation rate,
the 15 year increase would be almost 140 percent.

The concern about inflation is not irrational since many economists expect that
the rate of inflation will increase once the economic recovery gets underway.

4. Impact of Investment in Real Estate on Construction and Related Industries.
The health of the construction industry is directly dependent on the rate of invest-
ment in real estate. In addition, the viability of many other industries is largely de-
gendent upon construction activity. For example, agpliances, furniture, and other

ousehold goods and the construction materials, industries, including steel, glass

lumber, concrete, construction equipment, and the real estate, building services an
management industries also are directly dependent upon the rate of construction.

The unemployment rate in the construction industry preeently is 22.1 percent,
more than double the national average. Creating a disincentive to construction ac-
tivity would increase unemployment in the construction industry or, at the very
‘l:‘east, would slow the decrease in the present high rate of unemployment in this in-

ustry.
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6. Avoid Discouraging Investment Through Unstable Tax Policy. Investments in
new structures require extensive front-end time. Major revisions in the tax code pro-
visions affecting business investments create uncertainty for potential investors and
thereby reduce investment. :

Also, any such changes in the tax law have an impact on existing investments.

This is true even where the ch is only prospectively applied because such a
change will affect the resale value of the propen‘?.

The repeated consideration by the Congress of changes in tax law Fiprovisions has
had a disruptive effect on the real estate industry and has had the effect of discour-
aging investment.

. V1. CONCLUSION

A fifteen aiear recovery period and the acceleration methods provided under ACRS
are reasonable methods for the depreciation of structures compared to the benefits
given other assets and to the benefits for structures under prior law. Such treat-
ment does not permit taxpayers to obtain tax treatment which is more favorable
than immediate expensing of the costs associated with the construction of struc-

tures.

ACRS and the other provisions of the Economic Recovery Act of 1981 were adopt-
ed in order to stimulate investment. The provigion has been in effect only for a brief
period, and an extension of the ACRS recovery period for structures or a change in
the method of calculating deductions would significantly limit the incentives grant-
ed under ACRS and discourage desperately needed investment in industrial, com-
T though o thanges should e made in ACRS for any ves, it s particular

no ¢ or any asset types, it is parti -
ly inalmr:priate to consider stricter rules for structures since cgnxg changes would
target that segment of the economy which benefits least from ACRS.
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- EXRIBIT I
Rs-S ,

TABLE 1. Effective Tax/Subsidy Rates: Selected Assets, Pricr Lav aad the
New Accalerated Cost Rezovery Systasz (After Phase ls) -

Prior Law ACRS

6% 122 62 122

Assat Type Idflaticn Iaflacicn Inflattlon Iaflation
.- Cars ) W15 36 = .85 - .08
. Trucks, Buses, and Trailars .09 42 ‘= 1.08 - .09
‘Construction Equipment .06 .34 N = .60 - .07
Genazal lndustrial Squipmenr | 16 .36 - 40 - .05
Industrial Stean Equiposat - .31 NY) - .27 - 04
Ucilicy Power Plants .27 .36 W18 .28
Industrial Bulldings ' w9 .53 . .41 : 48
Coomercial Buildings A48 . W 236 PP X
Apartaent Buildings A7 et .31 L%
—Apartaant Buildings (lov incoss) .37 3 Y .30 . .38

*The c::iﬁtu of effective tax rates are based on equaticns (1) = (4) and assums
che following:

Valus of Tax Life/ Credic ACRS Inveatmant
4 Prior Lav Prior Lav_ Life Credit
Years Percent-  Ysars

Cars .333 3 3V3 3 6
Trucks, Busas, and Trailers 256 7 10 ) 10
Conscruction Equiposent .172 7 10 5 10
Gensral Industriai Equipsent 122 8.6 10 H 10
Induscrial Stesan Squipoent .0786 17.5% 10 S 10
Utilicy Poewar Plants 0316 22 [¢] 15 10
Indus:rial Buildiags .0361 27 0 15 ]
Commercial 3uildings —~.023 36 0 15 0
0 15 [+]

Apartzent 3ulldings 01 32

Source: The values of d are taken from "Tha Measuremanc of Zconomic Depreciacion”,
by Charles Hulten and Frank Wykoff (The Urdan Institute, Decesber 1, 15980)
except for apart3ent bufldings where che rate {s assumed at .0l. Uader
prior law, depreciation calculations assume sun of vears digits for equip=
ment assets (including power plants) and apar:isent bufldings; 150 percent
declining balance for {nduscrial and commercial buildings. ACRS deprecia-
tion is basad on schedules in the legislation and 175 percent declining
balance for structures, except for lov fncose housing which (s based oa
doubla declining dalance.
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TABLE II-¢

EXHIBIT 1I1I

EFFECTIVE CORPORATE TAX RATES ON
THE INCOME FROM NEW INVESTMENTS

UNDER THE REAGAN ACCELERATED COST RECOVERY SYSTEM

Tyre 9of Asset

1981
Office, computing, & acct. machinery ~-30%
Trucks, buses, and trailers -28%
Autos =20%
Aircrate ~20%
Construction machinery -~19%
Mining and oil field machinery -18¢
Service industry machinery -18%
Tractors ~18%
Instuments Ny =174
Other equipment =-1l7%.
Matalworking machinery <144
" General industrial equipment -14%
Electzical machinery -13%
SFurniture and fixtures =138
Special iadustry aachinery .. -12%
Agricultural machinery -11%
Fabricated metal products -11%
Engines and turbines -10%
Ships and boats - 9%
Railroad equipment - 9%
Mining exploration, shafts, & wells - 8%
Residential buildings +31%
Commercial buildings +36%
Industrial buildings +39%
WEIGHTED AVERAGES: - 8%
MAXIMUM GAP SETWEEN RATES
{MAXIMUM DISTORTION EXFECT): 69%

1982

-53%
-48%
=378
-33%
=31y
-29%
-29%
TN
=278
-27%
-22%
-22%
-21%
-20%
-19%
-18%
-17%
-185%
-15%
-13%
-12%
+29%
+34%
+37%

-18%

90%

1%83

~§7%
~60%
-48%
-40%
=37%
-35%
=35%
=35y
-32%
-32%
-26%
-26%
-25%
=-24%
-22%
~-21%
=-20%
-18¢%
~17%
-16%
-144
+29%

+34%

+37%
-23%

104%

1984 1985
~70% -178%
=63y -130%
-52% -83%
=424 -94%
=39% =77y
=378 =72%
=37% =728
-37%  =71%
-33%  -647
- =338 =64y
- =27%  -30%
=27%  -50%
=26% 48\
=25% =448
~23% -4l
-22%  -39%
=2l -37%
~19%  -32%
=18y -31%
=164 -238%
-15% =235y
+29%  +29%
+34%  +33%
+37¢ £37%
-25%  -58%
1078 215%

Effective Corporats Tax Rate

1986

~194%
-163%
-97%
-39%
-81%
-76%
-763%
-75%
-67%
-67%
-52%
-52%
-30%
-46%
-43%
418
-38%
-33%
-32%
-29%
-25%
+29%
+33%
*3IN

-634

231y

NOTES: Negative aumbers mean government subsidies for the investrments,
in the form of reduced taxes on other iicome or through tax
leasing. Weighted averages are based on each asset catagory's

(Assets covered represent

share of 1978 corporate investment.

87% of 1978 corporats investment.)

SOURCES: Based on data, methodology, and sources from the Economic
Report of the President, February 1982, ‘page 123.
zx§ apparent typographical error in the report, dealing with

trucks, trailers and busas, has been corrected.)

24-865 0—83——12 ~

Citizens for Tax Justice
febzuary 19, 1982
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C2S-4 EXHIBIT I1I

Tabla 2. Effeccive Tax Rates va Nuw Iavestment

Pre-1981 Lav Permaaent ACRS TEIRA

(14 9% L1 9% 42 9
(nflaciva 1Inflacion LInflacioa Inflaciva Inflacion Iaflacioa

8y 3ruad Asset Type

Zquipment 13 28 -29 -ic 3 20
Scructuras LY &4 30-° 36 3 3%
Public Urilicy 27 32 la 2 23 30
oil & Gas 9 10 9 10 9 10
Buildiags (%] 50 3 40 3 &0

Tocal 3 38 [} 2 23 23

3y [aduscey

Agriculture 29 b3 3] 22 3 3
Miaing (3 31 10 L6 19 - 26
0il Extracciva 13 5 1o L2 12 [3]
Construction T.oa8 28 -13 -1 3 28
Manufaccuriag T LY 18 2% - 29 33
Transportativa 27 1 a 10 19 I
Communicacions 25 b1 -2 ] ) 4]
Radio/TV Scvadcasciang 31 18 2 12 19 27
Eleceriz, Cas 2 32 2 19 5 30
Teade R a4 3 29 10 33
Services 39 43 2 27 29 3

Source: Cungressivnal Research Service., Assumes a .6 percent real
discount race, Yased un a weighted dvecage of che aflertax real interest rate
and the recura L9 equity.



. EXRIBIT IV
ERTA (Kevised D0 ASouprons) — RSQENT DiFrecencrs From BASELNE o/is/83
6 unz "3 8114 0211 6212 8213 v2:14
ALL CAP ALSEY VYPES L =067 024 11 Bi) & 381 A7Z .81
T md Equzemar 3.300 3577 e 3,403 333y soew s.2vy 5507
1w sraucrones -2 sy —ads oy 148 e L3S a7
! '{ EXCL 00 © o A7e2 4.080 S.e75 5,067 b.198 5308 D026 S.140 {
" v aom 4.182 4324 4B A 4483 4D24 A a.am
"ML EXCL Gomn & RENY REN “my . ~598 ~.aWe “A3h  -373 -.ave 026
AL EQUIPHNT 3.304 3577 st 3483 B w3 3.2yl $.517
ALL STRUCYURES S1529 S1.080 1.AW7 1.4 -1,176  ~1.9w1 -9 -.8610
¥ EXCl. 00 7.9y “.127 B.247 H.17v H.142 .30 H.304 a,522 :
EXCL INV & OOW ' 4913 5.04% 8219 5639 5.006 5.7 B.e28 b.zab <
COWA & RENT REB BTR 2.361 2.793  3.w7  3.em 3.2% 3.4 214 z.un
COMRERCIAL $TR 3472 S.733 ! RS MR 6.0Y8 6296 S.ow4 5.7
RENTAL REH STR -379 -.338 -84 -.ou8 178 T -.234
¢ .
N i



ERTA (Revsed 2P Assumardals)

2 YR eiFe

Al CAP ANSET 1YPES
ATY EQUTPM NT
ALl STRUCIIMES
EXCI. 00M
EXCL INV & OOM
ALl EXCL COMS A KFN) RFS
ALL EQUIPMLNY
ALL STRUCIURES
EXCL OOM
EXCL INV A OOH
COMM 4 RINT RFY STR
COMMERCIAL STR
RENTAL REQ STR

Hi1t

N2k
4,262
1.5/
2,761

360
4.262
-.631
6,32%
4’.'62

-1.398
1.145
-4,338

H112

‘.70
453
-.926
1.609
2,400

446

a3

.118
A.554
~.850
1.713
2,994

ATy

8114

4,274
=726
1.416
2,692
+AH3
4.274
-5
h.410
3.002
~1.27%
1.441

-4.21%

211

1.09
2.497

00
4.109

-, anz

&,344

4,924
~1.114
1.508

~4,08%

PELCBT IFFELeces Fiord BASELMNE

L ARk LA
2ha A1y
A.ns0 4.0061
M -.A7
1.765 1.940
2,994 2.477
DAy Y4
a.740 4,061
~.8v2 - 1%2
6.4% &.470
A.TY0 - A uH2
~1.052 ~-1.191
1.0L44 1.279
A0 -3;‘74’

391
a7
>« ARG
1,904
z.9vy

762
a7y
~142
b.648
5,079

~1.228
1.284
-3.994

&/rs/e2
EXHIBIT v

9Ll



/

177 -

STATEMENT OF ALAN J. B. ARONSOHN, ESQ., ROBINSON, SILVER-
MAN, PEARCE, ARONSOHN & BERMAN, N.Y.,, NEW YORK: TAX
COUNSEL, NATIONAL REALTY COMMITTEE, WASHINGTON, D.C.

Mr. ARONSOHN. My name is Alan Aronsohn. I am appearing on
Behalf of the National Realty Committee. I am accompanied by Dr.
~ William Rule, who is the director of economic analysis, Coopers

and Lybrand, and they have done some statistical studies for us.

I will simply summarize our position as briefly as I can and ask
your permission to file a detailed statement.

Basically, the only justification for a tax expenditure is the
thought that it is needed and that it works. We believe, at least at
this juncture in the history under ACRS, that ACRS was needed
and that it does work. And that includes the treatment of ACRS of
real property recovery periods.

As Mr. Woodbury just finished saying, under the ACRS system
as it now exists there is a bias which many people have recognized
in favor of short-term assets such as machinery and equipment.

And it is clear that if we extended the recovery period for real -

property without making any other changes in the code, that bias
would simply be exacerbated. In fact, Dr. Rivlin, who testified here
earlier this morning, referred in her written statement to the fact
that the cost of extending the real property recovery period from
15 years to 20 years might well be a further distortion of invest-
ment allocation.

Our most important reason for suggesting that you hesitate to
accept any suggestion for extending the depreciable life for real
property is that the motivation behind it, apparently, is to raise
revenue. Our studies indicate that it would not raise revenue, at
least not within the immediately foreseeable future. Unless we are
going to change depreciable lives for people who carrently own
property, any change lengthening the life for a depreciable asset is
going to apply only to new owners who put the property in service
. subsequent to the time that the change becomes effective. At the
same time, a detrimental change in depreciation cuts down the
number of new owners because real property will not be as attrac-
tive as an investment to new buyers if they have to write their cost
off over 20 years instead of 15. Therefore, you have the immediate
revenue effect of less activity as the result of this imposition of a
. tax detriment on the activity and the increased revenue that you
are going to get from the lower deductions in future years is goin,
to be postponed to the outyears. -

ACRS is a very recently enacted system. The Congress intro-
ducedit less than 2 years ago. We believe that, while-it is proper to
periodically reexamine tax expenditures to see whether they are
still worthwhile and still doing the job that they were called upon
to perform, it is much too early to think of any radical change in
the treatment of the ACRS rules for real property.

Thank you very much.

[The prepared statement follows:] ' -
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PREPARED STATEMENT OF THE NATIONAL REALTY COMMITTEE

I. INTRODUCTION

My name is Alan Aronsohn. I am a member of the New York City law firm of
Robinson, Silverman, Pearce, Aronsohn and Berman. I am here today in my role as
tax counsel to National Realty Committee, Inc. (NRC), a non-profit business league
of owners and developers of commercial, residential and other real property
throughout the United States.

The NRC submits this statement in response to an announced review of tax ex-
penditures by the Committee. The NRC understands that this review is partly
prompted by the immediate need of the Committee to “locate” additional revenue to
comply with the re%uirementa of the first Congressional concurrent budget resolu-
tion for fiscal year 1984.

The NRC intends to address itself to the role of real estate in the U.S. economy,
“the degree of sensitivity within the real estate sector of the economy to tax law
changes, and the 15-yeer capital cost recovery period for real property under ACRS.
In short, the NRC contends real estate’s role in a healthy U.S. economy is signifi-
cant; real estate’s sensitivitg' to tax law changes is substantial; and, due to this sen-
sitivity, an extension of the current 15-year ACRS recovery period to a longer
period, as suggested by some, would result in decreased, rather than increased, Fed-
eral revenues and an exacerbation of the historical tax bias against investment in
structures.

I1. WHY NRC OPPOSES EXTENSION OF 15-YEAR ACRS WRITEOFF PERIOD

In order to raise additional revenue and reduce the Federal deficit, sugﬁestions
have been made, in particular by the Congressional Budget Office, to lengthen the
recovery period for depreciable real property under ACRS from 15 years to 20 years.
Simply put, the NRC opposes any such extension of the recovery period for deprecia-
ble real property for a series of reasons. ‘

A ACRS“, including the portions thereof applicable to real property, was intended
to A)roduoe increased investment and savings; it has done so. (see attached Table 1
and Chart 1). It continues to do so.

While the economy has béen picking up and the worst ravages of inflation have
abated, large areas of the country still require economic rejuvenation, unemploy-
ment is still too high (twice the national average in the construction industry), and
inflation, while moderated, is still a force to be reckoned with.

The problems for which ACRS was an intended remedy are therefore still with us.

B. The 15-year recovery period for real property represented a compromise. In
1981, during the debates attending the introduction of ACRS, substantial sentiment
existed in favor of the 10-5-3 depreciation system under which real propertfy would
have been assigned a 10-year recove:x' J)erio&, twice the recovery period for most
machinery and equipment. The NRC did not support 10-5-3, with its attendant/10- -
year recovery period for depreciable real property, but did ultimately support the
ACRS 15-year recovery period for real property, even though this resulted in a re-
covery period for depreciable real property that was 3 times as long as that applica-
ble to most machinery and equipment.

Extending the recoveg period at this time for depreciable real property to 20
years would have the effect of increasing recovery period ratios between real and
mmn%mperty from 38-1 to 4-1. There is no apparent justification for such a dis-
parity. evidence indicates that effective tax rates applicable to real l'll)nroperty in-
vestments already substantially exceed those applicable to manufacturing (See at-
tached Table 3).

C. ACRS was enacted less than 2 years ago. Rapid changes in fundamental tax
law affecting investment assets create unnecessary and-counterproductive uncer-
tainties in investment markets. At this point, there is nothing to be gained by
lengthening real property recovery periods and everything to loge. The direct Treas-
ury revenue gains that would result from the stretch-out would only apply to prop-
erty placed in service by a taxpayer after the effective date of the change, and the
change itself would dampen the rate at which real property would be newly placed
in service. In fact, investment in real property structures would substantially de-
crease, dangerously close to pre-ACRS levels (See attached Chart 3). Calculations
performed by Coopers & Lybrand for us indicate that for the immediate future the
revenue effect of the change would be negative (See Table 2), thereby voiding the
reason for which the 15-year ACRS period would be extended, i.e., to raise Federal
revenues. .

/
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That concludes my _oral remarks for today. With your permission, the National
Realg Committee submits the following for inclusion in the Committee’s printed
record of the hearing.

1II. NRC'8 ECONOMIC STUDY

Since 1972 the NRC has actively involved itself in a continuing economic study of
the place occupied by the real estate industry in the United States economy. For
many years Dr. Norman B, Ture worked as a consultant with the NRC in this en-
deavor. His independent work and work in behalf of the NRC during the 1970’s re-
sulted in the development of two economic forecasting computer models, one for the
entire U.S. economy (ATIM) and one, a submodel proprietary to NRC, for the real
estate subsector of the United States economy.

. As a result of Dr. Ture's association with the NRC, the NRC published in 1973
and 1977 comprehensive economic studies of the place held by real estate in the
U.S. economy. These studies made it all clear to all, including Congress, that real
estate is a major factor in the U.S. economy which must be taken fully into account
\lvg!xseln a tax bill is considered. Key aspects of this study have been updated through

Building on the ATIM model, the accounting firm of Coopers & Lybrand has de-
veloped an economic forecasting simulator, called CLEFS, which can analyze the ef-
fects of various pro) tax law changes on the economy and on investment in real
estate. CLEFS can be used in conjunction with the NRC’s real estate submodel (now
updated by Coopers & Lybrand) to render greater detail and information regarding
the effects of such tax changes on the real estate sector of the economy.

To better prepare its case before Congress in 1983, and to assist the Committee in
its review of certain tax expenditures, NRC asked Coopers & Lybrand to asesss
through-the-use-of CLEFS the comparative gain or loss to commercial and rental
residential real estate investment stemming from the 1981 tax bill (ERTA) and the
1982 tax bill (TEFRA). And because the option was contained in the Congressional
Budget Office’s February 1983 report entitled “Reducing the Deficit: Spending and
Revenue Options” NRC also asked Coopers & Lybrand to anaylze the effect exten-
sion of the current 15-year ACRS writeoff period for structures to 20 years would
have on Federal revenues and investment in the real estate sector. The results ar-
rived at by Coopers & Lybrand are contained in Section V of this statement.

IV. REAL ESTATE IN THE U.8. ECONOMY

Its Role is Significant and its Sensitivity to Tax Law Changes is Substaintial. :
Both the NRC’s updated economic stu ! of real estate’s role in the economy and
the output of CLEFS indicate that the industry is highly sensitive to tax changes to
Whteh it 15 éxposed. Given the demands by real estate on other industries and the
dependence of virtually all economic sectors on the products and services of the real
estate industry, tax changes which adversely affect real estate impede progress

throughout the economy.

Three sets of findings support these observations:

A, The real estate industry—defined as private contract construction, real estate
_semes, and financial services allocated to real estate—is-the fourth largest U.S.
in .
tol,n (l;%ii real estate produced $275.5 billion—12.2 percent—of private business sec-

r's .

Real estate has made a major contribution to the Ioni;term expansion of total
output of-the U.S.-economy. Since 1947, real estate GNP has increased at an aver-
age annual rate of 3.8. percent, about the same rate as that for the total private
business sector (measured in constant 1972 dollars). The industry’s growth slowed
considerablg‘lafter 1970; its constant dollar GNP growth rate fell to 2.4 percent for
the years 19711981, compared with 8.0 percent for the total private business sector
in the same period.

The real estate industry provided 5,996,000 jobs in 1981, about one out of every 12
in the private sector. Employment in the industry grew almost a third again as fast

_as.in the.private sector as a whole from 1947 through 1981. (2.1 percent in real
estate vs. 1.6 percent in the privaté sector as a whole)

The physi ructures which are the real estate industry’s principal final -
ucts are a major part of the total stock of real capital in the United States. In 1981,
the value of privately-owned structures was nearly 4.2 trillion. The amount of this
capital measured in constant dollars has increased at an average rate of 3.5 percent
a year since 1947, but has grown at a much slower rate—2.6 percent—since 1971.

— o T
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B. While very large in terms of total output and employment, the real estate in-
iiu}slgy consists predominantly of a very large number of very small business estab-

ishments.

In 1980, there were almost 417,000 contract construction and almost 170,000 real
estate service estahblishments. These firms are important parts of the business life of
every state and city. .

Over 90 percent of the contract construction establishments employ 20 or fewer
employees.

95 percent of real estate service establishments employed 20 or fewer persons.

C. Demands by the real estate industry generate substantial amounts of income
and employment throughout the U.S. economy. N

In 1981, nearly 2.4 million employees in other industries were producing things
required by the real estate industry.

ith-the nearly 6 million persons employed directly in real estate, total employ-
ment generated by real estate was about 8,350,000, about one of every 9 jobs in the
private sector. -

The National Income generated in the real estate industry and in other industries
in meeting real estate demands amounted to about $303 billion in 1981—about one-
eigll'ﬁh of the U.S. National Income.

ese facts afford a shop perspective about the real estate industry. It is a highly
fragmented industry with ajor impact on the American economy. Yet, because it
is predominantly an industry of very small, nondiversified business units, real
estate is unusually susceptible to changes in borad economic conditions, in the fi-
nancial climate, and in public policies.

The historical record also shows that the vigorous long-term growth of the real
estate industry has not generated comparable increases in returns to investors. Over
the period 1947 through 1981.

Gross pretax equity income—proprietors’ income, corporate profits, personal
rental income, and depreciation allowances (all in current dollars)—increased at an
average annual rate of 6.8 percent compared with 8 percent for total current dollar
GNP originating in real estate.

As a share of real estate GNP, gross pretax equity income has declined steadily,
from almost 64 percent in 1947 to less than 44 percent in 1981.

In view of these trends, tax policy makers should carefully evaluate the effects of
their pelicy decisions on the capacity of the industry to attract the saving which, in
real terms, finances investment in real estate. Increasing the rate of tax on the re-
turns on scuh investment will mean retarded growth in the stock of private housing
angd industrial and commercial structures.

Our study also details the contribution of the real estate industry to the financin,
of the public sector. In 1979, the industry generated just over $41 billion in Feder:
tax receipts, about 8.4 percent of total Federal tax revenues. In the same year, real
estate accounted for close to $70 billion of taxes at the state and local government
level, about 29 percent of these government'’s tax receipts.

Slowing the growth of real estate, it should be clear, sooner or later must also
retard the growth in state and local governments' financial capacity to provide
public services.

_The conclusions to be drawn from the preceding profile of the real estate industry
are virtually inescapable: -

The private real estate industry plays a large and critical role in the American
economy.

It is the financial mainstay of our states and localities.

‘The future capability of the industry to contribute to the economy’s growth and
well being will depend heavily on the weight of taxes on real estate investment. Tax
changes adverse to the industry's growth will affect all segments of the economy
and every region, state, and locality in the United States.

V. CLES'S ANALYSIS OF THE IMPACT OF CAPITAL RECOVERY CHANGES IN 1981 AND CBO’S
"PROPOSED CHANGE IN 1984 ON ECONOMIC ACTIVITY -

o The following tables and charts have been prepared for the National Realty Com-

. mittee by Coopers & Lybrand. the analysis was performed using Coopers & Ly-
brand’s Economic Forecasting Simulator (SiEFS).

Three simulation runs were done. A baseline case was run assuming pre-ERTA

___ capital recovery provisions. This is identified in the following exhibits as the “prior

law” simulation. A second simulation was run reflecting the changes in the capital

recovery provisions due to ERTA. This “present law” case includes changes made as
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a result of TEFRA. The final simulation is of a change from 15 to 20 year deprecia-
ble lives for all structures. .

As can be seen in Table 1, equipment was given advantageous treatmen relative
to structures as a result of the ERTA capital recovery changes. If the lvies for all
structures are increased beginning in 1984, the simulations hsow a decline in invest-
ment and Federal tax revenues from what would otherwise be the case (see Table 2).

A significant effect of the increased lives for structures is to heighten the histori-
cal disparity in the treatment of equipmert relative to structures. Table 2 shows
that the capital stock level for equipment would increase relative to the ‘present
law” case. However, the capital stock level would decrease relative to the “present
law” case for structures. furthermore, commercial and rental residential structures
avould tend to be pushed back to simulated pre-ERTA levels (see Table 2 and Chart

). - .
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TABLE 1.”COMPARISON OF PRESENT LAV (ERTA AS AMBHDED BY TEFRA)
B ‘ _ 20 PRIOR LAV TRENDS

1981 1982  1983° 1984 1985 1986 1987
Differences from Prior Law (billions of $) ‘
Investmen 18.8 23.1 28.3 35.0 41.9 48.3 55.6
Pederal Thx Revenues . 1.2 1.6 2.8 3.8 5.1 6.9
Investment (1972 8) 10.4 12.0 13.6 15.7 17.8 19.4 20.9
Pederal Tax Revenues (1972.3) . .6 1.1 1.3 1.6 S 2.1 2.6
Capital Stock (1972 §)
.Bquipment 18.8 19.6 23 .1 26.0 27.3 30.3 33.8
Commercial and Rental .
Residential Structures 13.4 15.0 15.0 17.5 22.3 26.1 30.2
Percentage Differences from Prior Law
Investment A 4.12 4.61 5.25 5.12 5.55 5.88 6.01
Federal Tax Revenues .07 11 17 .22 .29 37 4€
! Investment (1972 $) 443  4.63  5.28 5.5 5.57 5.88 5.9
Pederal Tax Revenues (1972 $) .11 19, -34 35 44 <54 -64
Capital Stock (1972 §)
Equipnment 315 3.11 3.46 3.78 377 4.00 4.2
Commercial and .Rental |
Residential Structures 2.84 3.09 2.96 3.30 . 4.03 4.55 5.0:

Prepared by Coopers & Lybrand for the National Realty Comaittee (6/27/83)
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; TABLE 2. COMPARISON OF PROPOSED LAV (
T0 PRESENT LAV TREND:

20—!33R LIFE POR STRUCTURES)

198¢ 1985 1986 1087

Differences from Prior Law (villions of $)

Investment
Federal Tax Revenues

Investment (1972 §)
I Pederal Tax Revenues (1972 §)

Crpital Stock (1972 §)
Equipment
Comnmercial and Rental
Residential Structures

Percentage Differences from Prior law

Investment
Federal Tax Revenues

Investment (1972 §)
/! - Pederal Tax Revenues (1972 §$)

Capital Stock (1972 $)
Equipment i
Commercial and Rental

Residential Structures
j

]
Prepared by Coopers & Lybraqd for the

-10.6
I =3

~4.7
-1

|
5.9
-20.4

=1.48
-.06

- -1.48
-.03

.82

<3.63

-13.0

-5

-5.5
-4
5.6

-22.4

-1.64
-.05

-1.64
-.17
.15
=3.84

-15.6
-1.0

-6.2
c=ed
5.3
=24.5

-1.79

-.07

-1.79
-.10

-67:

-4.01

Rational Realty Committee (6/27/83)

-18.2
-1.5

-6.9
-.6
4.8

-26.9

-1.86
~-.10

-1.85

~.14

.58
-4.19

881
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TABLE 3.

Combined Corporate and Personal Effective Tax Burdens
on New Investment Under Alternative Tax Schemes

Pixed Capital
- A. Pre-1981 Law
Equipment
Public Utility Structures
Other Structures (primarily
buildings)

B. Permanent ACRS Provisions
Equipment
Public Utility Structures
Other Structures

C.. Current Law (TEFRA)
Equipment
Public Utility Structures
Other Structures

Land

Inventories

Combined Aggregate Tax Burdens

Pre~1981 Law

Permanent ACRS Provisions
Current Law (TEFRA)

No Corporate Tax
Expensing of Investment

—_Inflation
6. 9
264 31
36 37
52 52
-12 -5
25 26
43 43
21 26
35 35
43 43
53 50
66 65

Source: “BEffective Corporate Tax Rates and Tax Changes in
the 97th Congress”, Congressional Research Service, The Library
of Congress, Jane G, Gravelle, Specialist in Industry Analysis
and Finance, Economic Division, January 3, 1983.
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! Chart 1

Gross brivate Domestic Investment - Differences from {
Prior Law (Pre-ERTA)
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Note: Gross Private Domestic Investment consists of purchases by private businesgses of
fixed capital goods (equipment and structures) plus the value ©f the change and
the physical volume of inventories held by private businesses,
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Chart 2

Stock of Structures - Differences from Prior Law (Pre-RR'rA)‘ )
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Chart 3

Stock of Commercial and Rental Residential Structures -
Differences from Prior Law (Pre-ERTA)
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Senator DANFORTH. Senator, Long?

Senator Lonc. I just want to state my position for the record, for
the panel and for anybody else who is interested.

It is my thought that we should not have a tax increase like this
unless it is coupled with some kind of assurance that we will have
a major cut in s%ending. Personally, I think that spending cuts
ought to exceed what we are called upon to raise in taxes—I would
h0f>e maybe at least 2 for 1. :

don’t want to be fiscally irresponsible, but I think that most
people in the country would prefer that we reduce spending. I am
talking about most taxpayers—they would prefer that we reduce
spending instead of raising taxes. It looks like it may be required to
do both; but if that should be the case, I think that they have a
right to demand and insist that if we are going to have a tax in-
crease, it ought to be a part of a package where there wili be major
cuts in Federal spending. In fact, the last time we had a balanced
budget, that’s what the combination was—a big cut in spending, ac-
companied by a big tax increase. That’s point No. 1. -

Point No. 2: I am not at all convinced that in raising money, we
would better raise it by striking at first one industry and the next
another, as is being suggested by havinf a hearing on tax expendi-
tures, rather than something that would be a more broad, sweep-
ﬁ}g, a(:;oss—the—board type revenue measure where everybody pays

is part. o

In my judgment, I don’t think we can afford the third stage of
that tax cut that is in the law now. We should have deferred the
third stage, held it off until we can afford it—not just putting a cap
on the third stage, but defer the whole 10-percent cut that is going
into effect in July.

The President was determined not to do business that way and
not to defer that tax cut, so I assume that it's going to go into
effect. But let me just say that as far as my part of the tax cut is
concerned as an individual, I would cheerfully give up my part just
to make méoshare of the contribution in doing what has to be done
to get the Government’s finances in order.

en this matter is behind us, I believe that we ought to take a
look at how we can raise a large amount of money by some kind of
tax that would apply across the board, where evergrbody is going to
pay a share, especially everybody in this room. I don’t think we
want to tax weltare clients; but, aside from needy persons, it seems
to me that taxpayers ought to be asked to do their share toward
raiging the large amount of money it is going to take if we are
going to have fiscal responsibility, where we cut spending and raise
taxes.

It won’t be so burdensome on anybody if we-can spread the
burden so that everybody is a part of it. But I think'if you zero in
on tindy one of these industries represented here, as has been sug-
gested by some witnesses, you are going to do immeasurable injury.
And I believe if you do that, as has been suggested by some with
regard to this industry that is so well-represented here before us

ay at this moment, it will do more harm than it would do just to
cap the tax cut or to defer the tax cut that we had voted for previ-
ously. I think it would be_better to think in terms of some kind of a
tax where everybody who is not a low-income person will pay his
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part, and have jn appropriate arrangement to take care of those
who are in a low-income situation. ‘

That generally is my position, and that's how I am going to vote.

Thank you. J ,

Senator DgkrorTH. Well, I generally agree with Senator Long,
except for hiff comment about the third year of the tax cut. But I
would rather do it bymakinﬁ some adjustment to the indexing part
of what we did; because I think we could do that in the outyears
and not have an effect on the recovery.

But it seems to me that the problem with the kind of approach
we are into today—not to say that it's not worth doing—is when

ou start making laundry lists, Congress starts making laundry
ists, that just means that one-by-one we are getting every group in
the world coiring before us saying, “Don’t do that to us.” And if
you do target one group such as home building or real estate, you
can really have a disproportionate effect on the group.

I think what we should do is-to-look at a very broad-based ap-
proach and be willing to make some very unpopular decisions. ;
Dr. Carlson said that “entitlements have to be part of it.” I don’t
think that”it is possible to come up-with the dollars without the
entitlements. I don’t want to touch the entitlements. Politically, I
almost lost an election on the question of entitlements. I don’t

want to do that. :

And maybe we will decide we don’t want to touch the entitle-
ments, and maybe we will decide that we don’t want some broad-
based tax effort. Maybe that is the decision; but I think that if we
are going to make that decision we have to also recognize that the
reality of the situation is, therefore we are going to have budget
deficits of $150 billion-plus every year—not just 3 or 4 or 5 years,
but every year. And the interest on the national debt is going to
get higher and higher and hifher, and therefore the deficit is going
to get evermore out of control.

I think that your comments are quite right—the reality is, we
have to face the entitlement question; the reality is, as Senator
Long said, we have to face the broad-based approach on taxes, or
else we are not going to come up with the dollars.

Dr. Carlson, | take it that you would be in general agreement
with that. I don’t know about the tax part.

Dr. CaArLsoN. Yes, sir, especially if the tax increases that you felt
were necessary were primarily on consumption and not on invest-
ment, because I do think we are an investment-short economy.

Senator DANFORTH. Yes. -

I think this: That it is not possible to put together a packaie
unless both taxes and spending are in it. You just can’t say, “Oh,
we're going to do it all by taxes.” Even if that were smart econom-
ics, you couldn’t put together a package without having spending
and taxes together. -

. What is the status of the homebuilding industry now? Is it in
leat shape with everybody at work and ready to assume another

ow from Uncle? [Laughter.]

Mr. SMrTH. Well, we don’t feel we're in great shape. We are a lot
better than we were previouvsvlfy, but we still have an awful long
ways to go, we still have an awtfu) lot of ﬁeodple to put back to work.
And I'm sure you are aware that we've had about a 95-percent cut

24-885 0—83—18 - —
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in programs in housing, and over the last 3 years at a time when
1v;vee e\zere in the worst recession that our industry has ever encoun-
red.

But we will lead this country out of the recession—I think we
are proving that—with the fn'oper tools.

Senator DANrorTH. Well, I just can’'t imagine that with the
shape that the homebuilding industry has been in, and the con-
struction trades have been in for now a period of years, I just can’t
imagine that one of the targets is going to be this particular sector
of the economy. '

Mr. SmiTH. We feel we've taken our share.

Senator DANFORTH. Gentlemen, I would like to make just on
other suggestion to you. I very much appreciate your testimony,
and again Senator Dole may have some questions, but the public is
going to have to get ahead of its politicians, because we have
proven that what we really want to do is to increase spending and
cut taxes, and practice the politics of joy. And we think that we are
making ourselves popular by doing that.

I think it is very important for people such as yourselves not
only to testify before committees of the Congress and state your
own positions relating to your own industry, but also try to present
the reality of the situation to the American people, because I think
it is only after we face up to the facts, only after we face up to the
reality, will those of us in political office have the courage to act
accordingly.

If the American people honestly believe that all of the problems
of the economy can be solved by such things as not increasing con-
gressional pay or fiddling around with the defense budget or get-
ting fraud out of food stamps, and so on and so forth, if they be-
lieve that that is the sum total of the problem, then they are never
going to be willing to face up to the really hard decisions which we
are going to have to make, which will, as Senator Long pointed out,
affect virtually everybody in the country.

So I think, really, we have a big job to do of putting the facts out
to the public and giving the public an opportunity to get ahead of
the politicians. i

Dr. CarLSON. Senator, would you have any suggestion of a target
of opportunity for th& public to focus on, such as maybe a continu-
ing resolution at the end of this fiscal year, or some other, that
they could express themselves to the politicians?

Senator DANFORTH. Well, Senator Boren and I made a_sugges-
tion. It's getting nowhere, I'm sure, but we are floating the idea,
and we are attempting to push it. The idea is this: From 1985 to
1988, for urposes of both taxation and the entitlements, the ad-
justment for inflation should not be a full Consumer Price Index
adi';lrstment but CPI minus 3 percent.

. CARLSON. Very good.

Senator DANFORTH. That will touch almoest everybody except the
people in the means-tested am, exceﬁt for the very poor
people. It doesn’t come up with all of the dollars we need; it comes
up with a big chunk. But I think that the message is that all of us
are in this together, and that the American people are going to
have to be faced with that; they are going to have to be given the
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?_pportunity to choose whether or not they want to make a sacri-
ice.

The problem with nickel-diming it, the problem with coming up
with some approach aimed at some little, you know, specific deal in
the Tax Code, some little loophole—we should do it; I don’t doubt
that—the problem with focusing on that is that people say, “Well,
I've got the best of all worlds. You know, I don’t have to participate
in the solution at all. Somebody else can do it.”” That's the problem
with the cap on the tax cut. That’s to say, “Hey, we’ve got a prob-
lem. Let’s let somebody else solve it.” Tax the fellow behind that
tree, as Senator Long said. {Laughter.]

And it’s not responsible, and it's not true. So the whole point
that Senator Boren and I are trying to make is that we are all in
this thing.

I bet if you put it to the American people, as J. F. K. tried in his
inaugural address, I bet if you really put it to the American people
and said, “Are you willing, along with everybody else in the coun-
try, to make some sacrifice—not a whole lot, but some sacrifice—
because your country is in trouble?”’ Most people would say, “Yes,
we are,” because they still believe in their country. But we in poli-
tics are so shellshocked, we don’t want to ever ask anybody to sac-
rifice anything. So what do we do? We make up "‘laundry lists”’—
laundry lists of other guys who can bear the burden. And in this
case one of the names on the laundry list is real estate and home-
building—you know?—those well-to-do, prosperous, no-problem
homebuilders. [Laughter]

Senator DANFORTH. So, I don’t know. That’s my view of it.

Senator LonNc. Could I just add a word before you wrap this up?

Senator DANFORTH. Yes. .

Senator LoNG. I think that Senator Danforth has pretty well
drawn a picture of the problem and the direction we are going to
have to head toward the answer.

Here we are talking about the Finance Committee being called
upon by the Congress to make a recommendation which, in the
third year, on an annual basis, would bring in $42 billion a year of
additional taxes. .

I have a high regard for Senator Metzenbaum, although he and I
don’t always agree. And in my judgment, for us to try to talk about
getting that $42 billion by nickel and diming it, industry by indus-
try. Half of the people in the oil business are out of work right
now. How did we get in this economic mess that we have been suf-
fering for for the last 7 years? It all started with that energy disas-
ter. Do you recall that, Dr. Carlson? That’s where the whole thing
got started. This recession that we are trying to get out of was all
triggered by that energy fiasco; wasn’t it?

Dr. CArLsON. Excuse me?

Senator LoNG. This long recession, the longest recession since
World War 1I, was started by that energy disaster that occurred
back when Khomeini came to power in Iran.

Dr. CARLSON. Yes, sir.

Senator LoNG. And prior to that time the biggest mess that we
had to contend with was the previous energy crisis. It didn’t seem
to teach us a thing.
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If we want to avoid triggering another 7-year recession with an-
other energy crisis, it just seems to me that we ought to have the
oil industry out there working. Half of their emgloyees are out of
work now; don’t put the other half out of work. Put them to work,
just like we are trying to put the homebuilders to work. We need
all the energy we can produce. We can’t produce enough to meet
all our requirements, even if they are all working full time.

So there is a big opportunity that we ought to be exploiting one
way or another. .

ut to raise the $42 billion in taxes, you aren’t going to get it by
saying that the independent producers seem to have a tax advan-
tage that equates out to $900 million, and then take part of that
away. Let’s say you take half of that tax advantage from them, you
have narrowed your gap by 1 percent, and meanwhile you are set-
tin%l the stage for another energy disaster like we've had twice al-
ready. B}

To get that kind of money, $42 billion, you are going to have to
think in term of taxes that affect just about everybody. If you are
just taxing the average American family, you would need $800 for
every family in America to raise that kind of money.

So to talk about raising that kind of money by taking a bite out
of the housing industry, and then taking a bite out of the shopping
centers, and then taking a bite out of an independent oil producer,
by the time you got through with all of that you would have about
5 or 10 percent of the amount you need to raise, and meanwhile
you might have triggered another recession for the country.

If we are foing to do something about the deficits, I think we
have got to do something where, as Senator Danforth suggests, all™
Americans will have to be asked to share the burden.

I would like to ask you this, Dr. Carlson, because I think you
have been reading these things more than some of us do: Are you
familiar with the recommendations that have been made to us by
the Peterson Commission? That is, former Secretary of Commerce
Peterson and those five former Secretaries of the Treasury, Mr.
Douglas Dillon, Henry Fowler, Mr. Blumenthal, Mr. Simon, and
Mr. Connelly. Are you familiar with the recommendations those
men have made?

Dr. CARLSON. Yes, sir.

Senator LoNG. Would you give us what the idea of it is?

Dr. CarLsoN. The idea is that we have to bring the deficits down
more energetically than we have in the past, that there has to be a
broad-based program, that it should not be anti-investment in the
process, and it obviously involves some taxes along with the reduc-
tion in the rate of spending. I think it is somewhat similar to both
of your expressions here as to what the answer is, and I frankly
think that that has to be our solution to get this deficit down, as
you have expressed it here, and as the Peterson group has ex-
pressed it.

Senator LonG. Now, there is a distin?uished group. Five of them
served as Secretary of the Treasury. All of them are very success-
ful. None of them 1s asking for any special advantage for the indus-
try of which they are a part today. They are five outstanding men.
Three of them served under a Democratic administration; three of
them served under a Republican administration. And I don’t know
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where you would find a more responsible group saying, ‘“Here is
the kind of thing that you need to be doing.’

I know it is easier to tax “the fellow standing behind the tee.”
But it seems to me that after we get through talking about how to
get out of this trap by picking on the timber grower, and then the
homebuilder, and then the independent oil and gas producer, and
then some other fellow here and there, there are just not that

--—many people standing behind a tree for us to go after that way. So
the idea of these invisible taxpayers paying $42 billion a year more,
where the average person doesn’t pay any part of it, is just out of
the question, in my judgment. We are just kidding ourselves if we
think we can raise $42 billion where a major impact doesn’t fall on
every family that is paying taxes in America. And I think you

— agree with that.

Dr. CArLSON. Yes, sir.

Senator LoNG. Do most of you agree with that? For that kind of
money, we are going to have to be thinking in terms of impacts
acrossfthe board, where every American family will have to pay
part of it.

Mr. WoobBuURY. I certainly agree.

Senator LoNG. Do you all tend to agree with that?

Mr. SMmiTH. Yes, sir.

Senator LonGg. Well, that’s the way it is looking to me. And I
think that those former Secretaries of the Treasury, as well as Mr.
Peterson who served as Secretary of Commerce, I think they ren-
dered a service when they suggested that that’s the direction we’'d
better be looking. Cut spending, or we are going to have to put
more taxes on the people, unless we are going to put the people of
this country so badly in debt that they will never hope to get out of
it, where the interest of the national debt will be the largest single
item in the whole budget.

Dr. CArLsoN. Sir, if you wouldn’t mind my turning around the
question, inasmuch as we have had these people who have served
their country well, and we do listen to them when they make com-
ments, why do you think they have been unsuccessful in penetrat-
ing the views of the political leadership of our country in coming
up with a solution. '

Senator LonG. Well, I think it’s the fault of people like you, Dr.
Carlson, and you gentlemen here. Each of you is speaking for a
major segment of the American economy, particularly a major seg-
ment of American business. And I think you people are going to
have to rally behind those kind of citizens and give them the kind
of support it takes to get the attention of Congress.

Now, they came up here, and on this committee these Senators
listened, and I think two of us here agreed with them. We agreed
with the general philosophy that they were expressing. But to get
that to the attention of the average Member of Congress, at the
grassroots level, your associate members are going to have to talk
to their Congressmen and talk to their Senators. And if you can, do
the job where you can get just the average little homebuilder back
home to ask your Senator and Congressman, ‘“Well, how about the
suggestion of those five former Secretaries of the Treasury? Doesn’t
that make sense?”’
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When they come to speak to a civic club, you know, often the
easy way out is to just throw it open to questions. So when they
throw that open to questions, I hope that those of you who are rep-
resented here will have some association members who will say,
“Well, lookee here. Why don’t you consider some of those recom-
mendations of those five men who served as Secretary of the Treas-
ury? Three Democrats and two Republicans. But Douglas Dillon
was a Republican serving in a Democratic administration; he was a
Republican before John Kennedy became President. But if you add
Mr. Peterson, that makes three Republicans, three Democrats, all
of whom played a very responsible role in administrations during
the recent years, all respected even by those on the other side of
the aisle. I think you ought to consider the suggestions those men
are making, because it looks to me as though they are pointing us
in a direction we are going to have to go.”

Senator DANFORTH. I would like to just add one other point. I
think we have kept you so long, that it’s probably torture for you,
but just one other suggestion:

The American people have long known that huge deficits are
bad. The American people have long known that high national
debt is bad. They feel bad, intuitively; people don’t have to argue
the case. They believe that.

Now they are witnessing an amazing phenomenon in this coun-
try, where heretofore conservative politicians are telling them to
forget about the size of the deficit.

It is unbelievable to me that members of my party whom I used
to believe were conservatives are adopting this exceptionally casual
view of the size of the deficit. And maybe one thing that we should
do is to try to rekindle—if anything is lost—rekindle that flame of
reaction against high deficits.

I really think that the supply-side concept has something to say
for it, but, golly, if we are about to reject any kind of tax increase
and any kind of package to really get the deficit under control be-
cause of some newfangled ideology, I think that’s just crazy. Sena-
tor Roth used the word “insanity” in his letter. Well, I think the
comment is well put, although I don’t agree with his letter.

Gentlemen, thank you all very much.

[Whereupon, at 12:46 p.m., the hearing was recessed, to be re-
sumed at 10 a.m., Wednesday, June 29, 1983.]
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[The prepared statement of Senator Durenberger follows:]

STATEMENT BY SENATOR DAVE DURENBERGER

At about this time last year, this Committee was faced with the task of raising an
additional $100 billion over three years. I manaied to do so by instituting manﬁ
long-needed reforms to the Federal tax code. As the Committee is agam faced wit
-the prospect of raising significant amounts of new revenue, the tendency will once
again be to look for additional reforms that both produce new revenues and improve
the overall Federal system of taxation. And, foremost among the possibilities will be
those reforms left over from last year that were seriously considered-but left out of
the final tax bill. -

At the top of most lists of reforms last year was the elimination of the deduction
for state and local sales and personal property taxes. This proposal is certain to
come under serious scrutiny once again this time around.

So, at the outset, I will state emphatically that any assault on the deductibility of
state and local taxes solely as a means of raising more Federal revenue is misdirect-
ed and ill-advised. This does not mean, however, that the deduction of state and
local taxes should remain exempt from examination as this Committee goes about
‘genuine tax reform. .

I think there are three basic questions this Committee should address as it goes
:(;bgut determining the future treatment of state and local taxes in the Federal tax

e,

First, is the deduction of state and local taxes an efficient Federal subsidy for
state and local governments? I think of efficiency in this context as the amount of
benefit realized on the state and local end, compared to the dollar of revenue lost or
expended here on the Federal end. When economists look at the revenue value to
state and local governments of the Federal government giving tax relief to taxpay-
ers through the deductibility of state and local taxes, they discover this to be a rela-
tively inefficient way to subsidize these governments. It is estimated that for every
dollar of Federal revenue foregone because of state-local tax deductibility, state and
local governments receive only about 21¢ in the form of increased revenues over
what they would have realized in the total absence of deductibility. It is further esti-
mated that if the deduction is not totally eliminated but is limited in a careful
manner, for each dollar in deductions taken away, state and local governments will
realize a decrease in revenues equal only to about a dime.

The second question this Committee should address is suggested by the answer to
the first: Is it pessible to limit the deductibility of state and local taxes and replace
this indirect subsidy with a more efficient subsidy? The answer to this question is a
resounding YES! The most efficient of all direct Federal assistance to state and local
governments is a program this Committee will consider this afternoon for reauthori- .
zation: General Revenue Sharing. It is estimated that for every dollar Congress ap-
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propriates for revenue sharing, 99¢ finds its way into the hands of state and local
officials, with only 1¢ consumed for administrative costs.

Limiting the deductibility of state and local taxes and returning the increased
Federal revenues to state governments through a new state revenue sharing pro-
gram will produce enormous efficiencies. Instead of 10 to 20¢ of every Federal dollar
finding its way back to state and local officials, 99¢ on the dollar would be available.

This then leads to the third essential question that must be addressed: What is
the best way to limit the deductibility of state and local taxes? To answer this let
me begin with the worst possible approach—selectively repealing the deductipility
of a single tax such as the sales tax. Nationwide in 1980, sales tax accounted for 16
percent of all deductions for state and local taxes, but this measure ranged from less
than one percent in Oregon to 46 percent in Louisiana. If sales tax deductibility
were repealed, the additional Federal revenues would come mainly from residents of
states that relied on the sales tax as an important revenue source, and little from
residents of states that levied no sales tax. Furthermore, the Federal government,
by this action, would be encouraging states to shift reliance off the nondeductible
sales tax onto other taxes that remain deductible, such as the real property tax. -

A major issue in designing a limit on deductibility is how much it will cost state
and local governments in lost revenues. By this standard, selective repeal of the
sales tax is also an undesirable approach. Of the several major approaches I have
examined, selective repeal of the sales tax would produce the largest revenue losses
to state and local governments.

I have looked carefully at possible ways to limit deductibility and have come to
the conclusion that the best way to treat the four remaining taxes eligible for deduc-
tion—income, sales, personal property and real property—is to combine them into
one pool and to place a floor on the total amount that may be deducted. This floor
should be expressed as a fixed percentage of a taxpayer’s adjusted gross income to
avoid a regressive effect. Only taxes in excess of the floor amount would remain eli-
gible for deduction, while taxes paid up to the floor would now be subject to the
federal income tax.

This approach has several desirable attributes. It is not regressive. It does not
skew state and local tax decisions in favor of or against any one particular tax. It
raises revenues more uniformly among all states. And, it produces the least loss in
state and local own-source revenues. The Congresswnal Research Service has esti-
mated that for each dollar collected by the Federal government through this limita-
tion, state and local governments can expect to lose on the order of 10 cents in own-
source revenues. In other words, by not spending an additional Feder:l dollar, the
efficiency of subsidizing state and local governments would improve ten-fold if the
d;::lla;s raised through this limitation were returned directly to states as revenue
sharing.

Mr. Chairman, this is genuine tax reform. It improves the Federal income tax by
broadening its base. It limits a loophole from which only 30 percent of all Federal
tax returns benefit. But, at the same time, it does not neglect the profound policy
implications such a change holds. And most importantly, it does not merely seek
increased Federal revenues while hiding behind the rhetoric of tax reform.

Before I submit to your questions, let me introduce Miss Nonna Noto, a senior
analyst with the Congressional Research Service, who with her colleague, Dennis
Zimmerman, just completed a comprehensive report on this question of state and
local tax deductibility for the Governmental Affairs Committee. I have a written
statement that I would like to submit on their behalf, and Miss Noto will be availa-
ble to back me up if there are any specific questions regarding the CRS report.

Thank you, Mr. Chairman.
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The provision permitting the deduction of tsxes paid to State and local
governments from the Pederal individual income tax base is under serious scru-
tiny. The Revenue Acts of 1964 and 1978 established legislative precedents for
curbing the deductibility of fees and taxes paid to State and local governneﬁtc
by eliminating the deductibility of motor-vehicle license fees and of excise
taxes, including those on gasoline. The repeal of sales and personal property
tax deductibility was considered in deliberations over the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA).

Given the cbntinuins fiscal pressures on the Federal Government, it is use-
ful to devote atteation to tﬂ; choice among four major types of deductibility-
limitation proposals that surfaced in the discussions surrounding TEFRA. Ome
prop;sal is to completely eliminate the deductibility of the general sales tax.
A second proposal would place a fixed dollar floor on all eligible State-local
tax deductions, estimated by the Joint Committee on Taxation at $375 for single
returns and $750 for joint returns. Only State-local tax payments above that
floor would be deductible., A third proposal would also set a floor, but one
that varied with income, estimated by the Joint Committee on Taxation at one
percent of adjusted gross income. A fourth proposal would set a ceiling on
deductions, estimated by CRS at 6.5 percent of adjusted gross income. State-
local taxes in excess of that ceiling amount would no longer be deductible.

All four proposals are de-iéned to raise approximately $5 billion in additional
Federal revenues in fiscal year 1985. ‘ ’
The historical reason for allowing deductibility was not so much to pro-

vide a subsidy to State and local governments, but more to avoid "taxing a
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tax," that is, to avoid taxing individuals on income used to make payments over
which taxpayers were felt to have no discretionary control. Deductibility
helped avoid confiscatory cumulative Federal-State-local income tax rates dur-
ing the period when the top Federal marginal tax rates were very high (they
peaked at 90 percent in 1944-45).

But even at the outset of the Federal income tax in 1913, user charges
and special asgsessments were not deductible because they were considered to
be payments for specifc services., Over time, some general-purpose taxes also
have had their deductibility removed, for a variety of reasons. For example,
it was considered inappropriate that, simply because of small differences in
their legal upecificatio;, taxes levied by some States were considered deduc~
tible, while taxes paid to other States, although essentially the same in their
economic incidence, were not deductible. Some, such as gasoline excise taxes
and motor-vehicle license fees, were considered to be user fees. Others, such
as aicohol and cigarette excise taxes, were sumptuary taxes designed in part
to discourage consumption, and deductibility was viewed as counterproductive
in this regard. And for some of these same taxes, it was considered admini-~
stratively unmanagesble for the IRS to determine a taxpayer's legitimate deduc-
tions,

Recently, State-local tax deductibility has come under criticism in re-
sponse to a growing perception that the services provided by some State-local
governments have expanded beyond providing just basic public services and that
deductibility is in essence subsidizing private consumption through the public
sector, If this is the case, it is not clear that all general-purpose State-
local tax payments merit deductibility,

Several possible effects upon State and local government fiscal choices
should be consider;d in the Federal decision to limit deductibility. Limiting

deductibility may raise the price of public goods relative to the price of private
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goods, thereby causing some reduction in the level of State and local spending
financed by their own tax sources. Allowing deductibility for some taxes but
not others may bias the choice among State-local revenue sources away from non-
deductible taxes. Limiting deductibility may also discourage State and local
governments from using a more progressive tax system., Finally, limiting deduc-
tibility would reduce the Federal buffer on effective tax differeatials among
State~local jurisdictions.

While the four alternative deductibility-limitation approaches are compar-
able in the revenue they are expected to yield to the Federal Government, they
are quite different in their implications for who would be paying those higher
Federal taxes and for State and local government finances. In terms of income-
distributional effects, the least progressive proposal would be the fixed dollar
floor, and the most progressive would be the percentage-of-AGl floor, When
viewed on a nationwide basis, the proposals to eliminate the deductibility of
the.snlec tax or to set a ceiling on all State-local taxes both appear moderate~
ly progressive. However, because of subutantial differences among State-local
tax systems, the effects of these two alternatives are expected to be distrib-
uted quite unevenly among taxpayers in different States,

Nationwide in 1980, sales taxes accounted for 16 percent of all deductions
for State and local taxes, but this measure ranged from less than one percent
in Oregon to 46 percent in Louisiana. If sales tax deductibility were repealed,
the additional Federal revenues would come mainly from residents of States that
relied on the sales tax as an important revenue source, and little from resi-
dents of States that levied nc sales tax.

Nationwide in 1980, deductions for State and local taxes were 7.4 percent
of estimated AGI for itemizers, but this ranged from 2.7 perceat in Wyoming to

12,2 perceat in New York. Half the States were above the proposed ceiling of
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6.5 percent of AGI, and half were below., Thus, the ceiling approach would be
expected to raise the Federal tax liability of most itemizers in high-tax States,
but affect proportionately fewer itemizers in low-tax States. These considera-
tions point to setting a floor that lies below the average tax burden in even
the lowest-tax State as the alternative that appears to spread the burden of
higher Federal taxes most even-handedly among taxpayers in different States.

A question of special concern to State and local governments is how much
limiting this deduction would reduce peoples' willingness to pay State and local
taxes. A critical distinction is whether a particular limitation proposal would
be perceived by Federal tax itemizers as simply reducing their after-tax incomes,
or whether it would also be perceived as raising the relative price of State and
local services. The distinction is important to State and local governments be-
cause studies estimate that the decrease in spending on State-local activities
associated with a one dollar decrease in after-tax income is approximately 10
cents if there is only an income effect, but 20.5 cents--twice as lafge-~if there
is a price effect.

To give a more specific numerical example, for an itemizer in a 34 percent
marginal tax bracket, $1.00 in deductible State and local taxes in effect costs
only $.66 net of Federal tax. If deductions were limited by $100, the itemizer
would see Federal tax liability increase by $34 and after-tax income decrease by
$34. 1If the limitation were designed so that a change in State-local taxes would
still be reflected in a change in deductions, then the net price of a dollar
State~local taxes would remain unchanged at $.66. 1f, however, the limitation
were designed so that a change in State-local taxes would not change eligible
deductions, then the net price of the last dollar of State~local taxes would

rise from $.66 to $1.00, generating a price effect. A $34 decrease in after-tax
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income implies a decrease in willingness to pay State and local taxes of $3.40
under an income effect of .10, and $6.97 under a price effect of ,205.

There is likely to be only an income effect if deductions are limited from
the bottom~-that is, by lettiﬁg a floor low enough to leave most itemizers with
some State-local taxes still eligible for deductions, so that the last dollars
of an itemizer's State-local taxes would be subsidized at the itemizer's Federal
marginal tax rate, In contrast, there is likely to be a price effect if deduc~
tions are limited from the top by placing a ceiling on deductions, so that the
last dollars of an itemizer's State-local taxes would not be cushioned by a re-
duction in Federal tax lisbility. If sales tax deductibility were repealed, &
price effect wnuld be associated with efforts to finance State-local spending
through sales taxes.

As a result of the price effect and the differing reliance on the sales
tax among the States, the proposal to eliminate the deductibility of gene:il
salea taxes is expected to generate both a greater aggregate reduction in State-
local tax revenues and greater variability among the States than the percent of
AGI floor approach, CRS estimates tha: as of 1980, imposing a floor at one per-
cent of AGI would have raised §$3.0 bdbillion in Federal revenues. Assuming an
income effect of 10 percent, this would generate a reduction of approximately
$300 million or .13 percent of total State-local tax revenues, ranging from .06
percent to .17 percent among the States.

In comparison, eliminating the deductibility of the sales tax would have
raised $3.5 billion in Federal revenues in 1980. Assuming a price effect of
20.5 percent implies a potential loss of $720 million or .32 percent of total
State-local tax revenues, ranging from .0l percent to .49 percent am;ng the

States.
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In sum, if the Congress decides to limit the deductibility of State and
local taxes under the individual income tax, it can choose among several meth-
ods, While any of the four approaches analvzed in the CRS report can increase
Federel revenues by an equivalent amount, each method is likely to have differ-
ent economic effects. Among the four proposals, the fixed dollar floor is
least progressive and the percent~of-AGI floor most progressive. The proposals

. to repeal the deductibility of the sales tax or to place a ceiling as a percent

of AGI would be more uneven in their effects on itemizers in separate States
because of substantial differences in State-local tax structures. Furthermore,
the sales tax and ceiling approaches are likely to have a more negative effect
on State-local ability to collect taxes than a floor approach, because they are
likely to be perceived as raising the relative price of State and local taxes,

in addition to reducing itemizers' income after Federal taxes.

Senator DURENBERGER. The hearing will come to order. We are
going to start the hearing off not with the Senator from Minnesota,
because he is the only one here, so he is going to preside.

We are going to start with a panel consisting of Ramsey D. Potts,
Esq., on behalf of the National Committee on Small Issue Industri-
al Development Bonds; Donald C. Wegmiller, president, Health
Central System, Minneapolis, on behalf of the American Hospital
Association; and Ronald Bean, president, Council of Pollution Con-
trol Financing Agencies.

If those three people are present, would you come on up? I will
avoid saying anything about Mr. Potts or Mr. Bean, but I have to
say something for the record about Don Wegmiller. I have known
him for about 15 years, and I have learned a few things about him.
He is smart, he is honest, and he is frank, which makes him a good
friend and a good advisor; but it can also get him into trouble. Don
was quoted last year as saying that as many as 1,000 hospitals
could close in the next decade, and that sent Alex McMahon right
up a tree. Alex said, “I am not one who subscribes to the erroneous
plress reports that 1,000 hospitals will close. None of them will
close.”

About my Peer Review Improvement Act, Don Wegmiller once
wrote, “The constituency for this bill is unknown to me. The bene-
fits of the bill are clearly a mystery.” Needless to say, the bill
passed. [Laughter.]

It is this kind of leadership that has made the Health Central
System one of the most progressive in the Nation. Total expenses
of Health Central hospitals increased only 4.1 percent in 1982, com-
pared to the national average of 16.8 percent. Expense per admis-
sion increased 7.8 percent versus the national average of 16.6 per-
cent. As Don has demonstrated, it is possible to manage effectively
in times of a tight economy.
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As you can see, it's with obvicus pleasure and enthusiasm that I
welcome Don Wegmiller to this panel. But we are going to start
with Mr. Potts, and then Mr. Wegmiller, and then Mr. Bean.

STATEMENT OF RAMSAY D. POTTS, ESQ., ON BEHALF OF THE NA-
TIONAL COMMITTEE ON SMALL ISSUE INDUSTRIAL DEVELOP-
MENT BONDS, WASHINGTON, D.C.

Mr. Porrs. Mr. Chairman, I hope you will let me finish my sum-
mary. I was told that I would have 3 minutes; I hope I can do it
within that time, but I will go quickly.

First, the IDB reforms enacted last year in TEFRA placed re-
strictions on activities that could be financed with IDB’s, denied
Accelerated Cost Recovery to plant and equipment, mandated
public hearings, and provided for detailed reports to the U.S. Treas-
ury Department. You should wait at least another year, Mr. Chair-
man, to assess the impact of these changes before placing further
restrictions on the program. Any further restrictions would almost
surely kill the Y)rogram entirely, or make it only marginally useful.

Second, the IDB program is considered by 48 States that use it to
be economically productive and highly useful in creating and re-
taining jobs and stimulating depressed local economies. I give ex-

-amples in my prepared testimony of the beneficial effects of the
program in Minnesota, Michigan, Connecticut, New York, Louisi-
ana, Texas, Rhode Island, New Jersey, Missouri, Massachusetts,
and Mississippi, and I could give examples for the rest of the 48
States that use IDB financing.

Third, the cost of capital, Mr. Chairman, is key to decisions b
firms of all sizes, whether they be small, medium, or large, to mod-
ernize plant and equipment and is the key to being competitive.
Many Japanese companies in export trade receive interest-free
loans from their government. Other companies receive loans from
the Ministry of International Trade and Industry at 5.5 and 6.5
percent. Consider the difference in cost of capital over 20 years on
a $200 million loan at 15 percent as compared with 5 percent. The
difference is $400 million. Then consider the pricing advantage a
Japanese company has with that difference.

recomimend, Mr. Chairman, that your committee address this
issue and determine a way for American companies in competition
with foreign competitors to receive low interest rate loans to mod-
ernize their plant and equipment and thus be cost and price com-
ptgfiit}i)\(r)e. This cost of capital factor is more important than the cost
of labor.

Some of the proposals being made would eliminate manufactur-
ing and industrial firms and high-tech and growth firms from the
IDB program. We think this would be a grave mistake.

Fourth, I question the validity of the revenue loss figures ad-
vanced by Treasury. They are based on the assumption that pur-
chasers of IDB’s would purchase taxable bonds or other taxable in-
struments if there were no IDB’s available. This is a false assump-
tion because such purchasers would simply seek other tax-free in-
vestments.

Finally, Mr. Chairman, I believe the impact of IDB’s on general
obligation and revenue bond interest rates has been much exagger-
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ated. I refer to a study by Hen%‘Kaufman in an analysis he has
made, and studies by Norman Ture and Roger Kormendi for the
national committee, which I represent.

In conclusion, Mr. Chairman, you may not get any revenue from
placing further restrictions on IDB’s, and at most very little, and
as long as interest rates remain high you would do grave damage
to the economies of the States and local coommunities by placing
further restrictions on this financing.

Thank you, Mr. Chairman.

Senator DURENBERGER. Thank you very much, Mr. Potts. You did
a good job of summarizing. .

Mr. Porrs. Thank you.

Senator DURENBERGER. I might mention that, without observable
objecfiion, all of your printed statements will be made a part of the
record.

Mr. Porrs. Mr. Chairman, I might say that I do represent a com-
pany from Minnesota, Rosemount, which I think you know about,
one of the fine companies in Minnesota and in the country.

Senator DURENBERGER. I do.

Mr.. Porrs. They are able to compete in international competi-
tion, mainly because in some instances they have been able to use
IDB financing.

Senator DURENBERGER. They are not one of the companies that is
moving to South Dakota?

Mr. Porrs. I think they like it in Minnesota, and they intend to
stay there and continue to build up their facilities there, especially
their research and development facility.

Senator DURENBERGER. Thank you very much.

[The prepared statement of Ramsay D. Potts follows:]

STATEMENT OF RAMSEY D. PorTs, COUNSEL TO THE NATIONAL COMMITTEE ON SMALL
IssUE INDUSTRIAL DEVELOPMENT BONDS

Mr. Chairman and members of the Committee, mi' name is Ramsey D. Potts. I am
counsel to the National Committee on Small Issue Industrial Development Bonds. I
am also a senior partner in the Washington law firm of Shaw, Pittman, Potts &
Trowbridge. The organizations I represent arpreciaw this opportunity to present
the views of the National Committee on Small Issue Industrial Development Bonds
(small issue IDB’s). The National Committee on Small Issue Industrial Development
Bonds is a non-profit membership organization dedicated to preserving and increas-
ing the effectiveness of small issue industrial development bonds as mechanisms for
capital formation and job creation. The Committee currently has 74 members, prin-
cipally user corporations, but also state economic development organizations, invest-
ment bankers and other supporting individuals and groups. A list of members of the
Nagonal %mmittee on Small Issue Industrial Development Bonds is attached (At-
tachment A).

Our Committee has been actively involved in matters affecting small issue IDB’s
since 1978 when we were instrumental in having the limit in small issue 1DB's sub-
i'ect to the capital expenditure rule raised from $5 million to $10 million. For the

ast five years, our members and our organization have worked closely with state
and local economic development authorities to understand their n and their
roblems. In order to develop factual material about IDB t‘inancin%, the National
mmittee has commissioned two studies on small issue IDB's. The first, “The Eco-
nomic and Federal Revenue Effects of Changes in the Small Issue Industrial Devel-
opment Bond Provisions” by Dr. Norman B. Ture, former Undersecretary of the
ury for Tax and Economic Affairs, was published in 1980. The second, on “The
Federal Revenue Losses from Industrial Development Bonds” by Roger C. Kormendi
and Thomas ‘I Nagle of the University of Chicago, was published in 1981. Dr Ture’s
Study was submitted to this Committee at a hearing on Small Issue Industrial De-
velopment Bonds on August 1, 1980. Dr. Kormendi testified in person at that hear-

24-865 O—83——14
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ing and commented extensively on the material in his Study cited above. The find-
ings of these studies are just as valid today as they were when published. Copies of
these studies are available from the National Committee.

SPECULATIVE REVENUE LOSS

The National Committee recognizes that there are different views regarding the
impact on the Federal revenue of small issue IDB’s depending on the formula or
approach used. The I:’iynamic or feed-back ap;l)roach advocated by Dr. Ture in the
study he did for the National Committee, concludes that the Federal Treasury gains

. net revenues from the IDB program. Doctors Kormendi and Nagle show foregone
federal tax revenues in the order of $4 to $6 million dollars for each billion dollars
of new IDB’s when interest rates are in the ranée of 10 to 14 percent. These esti-
mates contrast sharpg' with the Treasury’s and CBO’s estimates of $30 to $40 mil-
lion for each billion dollars of bonds. In aniy event, the dollar figures of revenues
loss from small issue IDB’s advanced by critics of the program are entirely specula-
tive and emall in comparison with the revenue losses from other more recently-en-
acted tax provisions, including the tax leasing provisions and the cuts in personal
income tax rate.

Treasury’s figures on revenue loss are based on the assumption that every individ-
ual investor or institution which currently holds a tax-exempt IDB would transfer
that investment to a taxable bond if IDB’s were not available. That assumption will
not withstand analysis. Every independent study has shown that investors who hold
a tax-exempt investment shift to another tax-exempt or tax-sheltered invesment if
the first tax-exempt investment ceases to be available. There is a range of tax-
exempt or tax-sheltered investments available to investors and they continue to pur-
chase such investments in order to reduce their taxable income.

IDB’s have been blamed for helping to force up the interest rates of all other tax-
exempt issues. Pressure on the municipal bond market, however, is coming from
many sources, most of which have a far greater impact on the interest rates of gen-
eral obligation and revenue bonds than the presence of small issue industrial bonds.
For example, U.S. Government borrowings in the range of $85 billion in net new
funds in 1982 overshadows the impact of all other parties seeking credit.

The weakening of credit of municipal issuers has also affected the interest rates
at which new issues are offererd. In the last few years, the downgrading of munici-
fal issuers has doubled and the upgradings have declined to less than half of their

973-1978 average. Municipalities are facing increased budgetary needs and reduced
Federal grants which put additional pressure on their credit ratings and put
upward pressure on their interest rates.

BENEFITS OF IDB'8

The question, however, of some possible small revenue loss is not nearly as impor-
tant as a proper appreciation of the benefits of IDB financing.

Small issue IDB’s are now being used to finance facilities in 48 states from Alaska
to Florida and from Maine to ifornia. IDB’s rrovide access to capital, which
makes possible the much-needed investment in plant and equipment and creates
new jobs or retains existing jobs. With unemployment still at 10 percent, communi-
ties need IDB’s to create or retain jobs. Furthermore, the location or retention of an
IDB-financed major facility in a community frequently serves as an anchor and cre-
ates a ripple effect, attracting other smaller firms, creating service jobs, increasing
the local tax revenues and encouraging further economic development.

Unemployment continues to be severe in certain industries and geoirsaphic areas
which have used IDB’s successfully for the creation and retention of jobs. The effec-
tiveness of IDB financing in creating jobs has been demonstrated b{’ the following
information provided to us by the States. For example, Michigan Job Development
Authority shows 3,793 jobs created or retained with the issuance of $59 million of
bonds in the period from 1979 to 1981. The Connecticut Development Authority re-
ports that between 1973 and 1982, it approved more than $1.3 billion in capital fi-
nancing for about 1,000 companies, which has helped to secure approximately 70,000
existing jobs and has assisted in the creation of another 44,000 new jobs. ew
York State Industrial Development Agenclyj reports 103,707 new or saved f'obs
a\rltgg;lh the issuance of $1.9 billion of bonds for 966 projects in the period from 1970

Louisiana estimates that it has created or anticipates the creation of 9,667 perma-
nent jobs and 15,999 temporary jobs in connection with IDB projects financed with
IDB's from 1979 to 1981. In four years, Massachusetts has created 58,000 new per-
manent jobs through the use of IDB financing. Texas in 1981 approved 242 IDB
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—-—isgues which are estimated to create 18,172 jobs. Minnesota reports that 23,000 jobs
were or will be created by IDB’s approved in 1981. Rhode Island estimates that IDB
facilities created 1,781 jobs in 1981. New Jersey reports that 65,000 persons are cur-
rently employed in permanent jobs that have been created by IDB financed facilities
since 1974. For 1981, New Jersey estimates that 13,336 new permanent jobs and
11,182 construction jobs were created from the IDB financed facilities. St. Louis
County Industrial Development Authority has issued 98 bonds since its inception in
1979 for facilities which have created or will create 4,800 jobs in St. Louis County.
The New York Times devoted half a page on June 6 to the success story of Spring-
field, Massachusetts, a city that has received $38 million in IDB financing and has
been atmodel for urban renewal. As a result, unemployment has been held below 7
percent.

Mississippi, the first state to use an IDB program, has continued to use it almost
entirely for industrial purposes. Like the other states, Mississippi has no prohibi-
tions regarding the size of a company that may use IDB financing. Over a 40-year
span, Mississippi has used IDB financing to build plants for at least 65 corporations
among the Fortune 500 industrial corporations and credits its IDB program as vital
in its development of industrial facilities and industrial jobs in the State.

iIDB REFORMS ENACTED LAST YEAR SHOULD BE GIVEN TIME TO WORK

The National Committee recognizes that there has been publicity about and criti-
cism of aspects of the small issue program. The Committee believes, however, that
the IDB reforms enacted in the Tax Equity and Fiscal Responsibility Act of 1982
(“TEFRA”) eliminated the abuses and reformed the programs. Controversial uses of
small issue IDB’s have been prohibited. New requirements of recordkeeping and
public approval have been imposed. Additional limitations on IDB’s are unwarrant-
ed at this time when bond issuers and users have not had sufficient time to evaluate
the changes enacted less than one year ago in TEFRA. Communities and states con-
tinue to need flexible economic development tools to deal with high unemployment
and high interest rates. - .

Proposed changes in current law that would require lengthy recovery periods for
assets financed by IDB'’s were rejected by the Congress last year and are counterpro-
ductive to the Administration’s goal of economic recovery. Assets financed by IDB’s
already have to be depreciated using the staight-line method, rather than the 150-
percent rate available to assets financed by other methods. To extend the recovery

riods would hurt the firms and industries that are in greatest need of IDB financ-
ing: growth companies, new companies, and companies that are not currently show-
ing hifh rates of return, because for these firms and others the initial cost of the
capital is the critical factor. IDB financing reduces the initial cost of the financing
and spurs the modernization of plant and equipment now rather than at some
future date. Businessmen continue to be concerned about the persistent high inter-
est rates which contributed to the Foor economic climate of the last two years, pre- -
vented investment, created unemployment and reduced output. They have delayed
investment decisions because of interest costs, which once incurred, unlike some op-
erating costs, cannot be eliminatéd or curtailed durin riods of economic slow-
down. Until interest rates are substantially reduced, IDB financing is ohe of the few
ways business can expect to undertake profitable new investments in plant and
equipment.

Any further limitations on the use of small issue IDB's by medium and large-sized
businesses are also counterproductive to the nation’s economic recovery because:

(1) No state at present excludes medium or largesized businesses from its IDB
program. Indeed, the states and local governments want to retain the right to decide
when and where they want medium and large-sized businesses to locate in their
communities since it is these firms that serve as a magnet for attracting other
firms, generate increased tax revenues and generally are stable and dependable
members of the community. Moreover, the arrival or retention of a medium or
large-sized firm is a catalyst for economic recovery because it creates a ripple effect
of additional jobs, services and investment in the community. The state and local
governments are facing substantial cuts in federal assistance, decreased tax rev-
.enues, and increased transfer payments. They need IDB's now more than ever to
mvide economic development and to-replace the programs and services that have

n terminated by the Administration’s budget cuts.

(2) Medium and large-sized businesses face the same problem of the cost of capital
that all businesses face, and have postponed investment and reduced employment as
they are squeezed by the unfavorable economic climate. When considering the con-
struction or expansion of a facility, large companies, just like small ones must
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evaluate the costs and potential returns before an investment can be made. In order
to be ap?roved, the project must pass the “hurdle rate” for return on investment.
At today’s interest rates projects of even the largest companies often do not exceed
the hurdle rate if they must be financed at market rates. Eliminating the use of
IDB’s by medium and large-sized companies will reduce capital investments as proj-
ects are delayed or abandoned.

(3) Elimination of medium and large-sized businesses from the IDB program would
discriminate against manufacturing and industrial firms. These are the firms that
have major capital expenditures and that have been most affected by the recent in-
terest rate-caused recession.

(4) One of the proposals that would further restrict IDB's defines large business as
one that has capital expenditures in excess of $20 million during the three years
preceding the issuance of the IDB. This cap on worldwide capital expenditures
would affect many small firms, particularly high technol firms. These firms op-
erate in a highly competitive, rapidly evolving industry in which equipment and
products must be updated constantly. Although many of these firms are small, they
frequently have worldwide capital expenditures in excess of $20 million in a three-
year period, and they have the potential to grow rapidly. The $20 million limit on
capital expenditures would discriminate against the most productive uses of IDB’s
for high technology and manufacturin%}?xports in which the United States remains,
for the time being, the world leader. The United States position, however, is being
eroded in these fields as it has been in such industries as automobiles, steel, cam-
eras, televisions and radios. The present $10 million limit on the bonds issued and
on the capital expenditures within a six-year period already imposes severe restric-
tions on the size of facilities financed with IDB'’s. It should be romembered that, if
the 1968 limits had kept pace with inflation, the $5 million limit enacted in 1968
and the $10 million enacted in 1978 would be $15 million today. This Committee
should legislate to raise the limit to $15 million rather than impose any additional
restrictions.

(5) One pro 1 being advanced would limit corporations to $20 million in out-
standing small issue IDB's at any time, but this Frogosal is counterproductive since
it would also eliminate corporations of all sizes, if a firm had financed several facili-
ties with small issue IDB's. It would also remove from the states and local govern-
ments the authority to choose what investment or economic development mix they
find in their best interest.

FOREIGN TRADE AND COMPETITION

Favorable interest rates for borrowing to finance new plant and equipment are
esseatitasl if United States firms are to compete in the domestic and international
markets.

(1) The Japanese use preferential interest-rate financing. In fact, they use inter-
est-free loans to encourage certain export-related priority industries, in conjunction
with a rapid depreciation schedule to encourge irivestment. Loans made for technol-
ogy projects by the Ministry of International Trade and Industry (“MITI") bear no
interest. Loans made by the Japanese Development Bank (“JDB”) bear a preferen-
tial interest rate. Furthermore, the discount rate of the Central Bank of Japan is
only 5.6 percent. Savings are encouraged by making the annual interest on the first
$3 million yen deposited in thé Postal Savings System tax-free for each depositor. In
addition, the annual tax-exempt interest rate on these savings is 6.25 percent, which
ibs tll:g same rate as the taxable interest earned on time deposits at commercial

anks.

(2) Because of these favorable Japanese interest rates, American firms which have
to borrow money at higher rates have ‘great difficulty in producing a competitively-

riced product. As a result American firms are increasingly losing out in both the
international and the domestic markets to Japanese firms and to other foreign
firms which can obtain capital at a lower cost. Some analysts have concluded that .
the aswnishi{l)géy lower capital costs of Japanese companies as compared with capi-
tal costs of U.S. competitors is even more significant than loser Japanese labor
costs.

- CONCLUSION

Proposals that would Frevent medium and large-sized businesses and growth in-
dustries from using small issue IDB financing and Frogosals that would extend the --
depreciation recovery period for assets financed by IDB’s, will have a damaging eco-
nomic impact on the communities that seek to attract industry, on the jobs created

or retained by IDB financing, and on the competitive position of United States firms
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against Japanese and other foreign firms. Moreover, the damaging economic impact
will far outweigh any estimated revenue gains from the elimination of the use of
IDB'’s by medium and large-sized businesses.

The economy is going t roué.l} a period of uncertain recovery in which high inter-
est_rates are still a concern. Competition for foreign manufacturers is eroding the
position of United States industry in both infernational and domestic markets in an
ever-increasing number of product lines. In addition, with the Administration cut-
ting back on many programs and services provided to states, cities and local commu-
nities, IDB programs remain one of the few financing tools available for states,
cities and local communities. The National Committee is convinced that this is the
wrong time to be imposing additional restrictions on small issue IDB’s, when the
TEF‘I%A reforms have been so recently put into effect and cannot be adequatly eval-
uated until more time has passed. Moreover, the National Comniittee’s studies
prove that concern over small issue IDB’s has been blown out of all proportion to
the estimated revenue loss from small issue IDB’s. The IDB programs are produc-
tive, popular and economically beneficial programs.

Additional restictions are unwarranted at this time. Indeed, what this Committee
should consider is some mechanism or program that would make low-interest-rate
loans available to American industry for modernizing plant and equipment regard-
less of the size of the plant or the amount of the investment.

STATEMENT OF DONALD C. WEGMILLER, PRESIDENT, HEALTH
CENTRAL SYSTEM, MINNEAPOLIS, MINN., ON BEHALF OF THE
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, D.C.

Senator DURENBERGER. Mr. Wegmiller. There is no time to re-
spond to the introduction. Stick to your prepared comments.

Mr. WEGMILLER. Thank you, Mr. Chairman. I will pass over the
introduction, thanking you for the kind words.

I am here this morning as a member of the Board of Trustees of
the American Hospital Association and, as requested, will try to
briefly summarize our views and request that our full statement be
included for the record.

Senator DURENBERGER. It will be.

Mr. WeGMILLER. We understand this committee’s important re-
ﬁonsibility to examine tax expenditures closely as part of the over-

1 effort to control the allocation of Federal dollars. Federal re-
-sources and commitment, whether through direct grants, appropri-
ations, reimbursement for services, or through certain tax policies,
all are important factors in the financing of health care.

One important, and particularly important, tax expenditure in
the health area that we strongly support and we also feel serves
important public and social purposes is the exclusion from taxation
of interest on tax-exempt bonds for nonprofit hospitals. Tax-exempt
financing is vitally important in minimizing the cost of capital
projects. For most nonprofit hospitals it_is the primary financing
mechanism available for providing resources for capital projects
that are absolutely essential in order to maintain our hospitals’ in-
frastructure throughout this Nation in a rapidly changing techno-
logical and medical environment.

t is becoming increasingly clear that one of the critical issues we
face in the hospital field is the substantial capital requirements
needed to insure that hospitals are able to continue delivering high
quality health care services. In testimony before the House Ways
and Means Committee a few weeks ago, Assistant Treasury Secre-
tary John Chapoton stated that one approach that might be consid-
ered to control the volume of tax-exempt financing would be to
impose State volume limits. This option was also suggested by the
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Congressional Budget Office. We would like to express that we be-
lieve such an approach is arbitrary, probably unworkable, unfair,
and would certainly deny nonprofit hospitals access to much
needed capital. _

Over the past 30 years we have witnessed some basic shifts in
the sources and uses of hospital capital, and hospitals have become
increasingly reliant upon debt financing, particularly the tax-
exempt bond market, shifting away from philanthropy and Govern-
ment grants. - -

In addition, the demand for capital will continue to grow as facil--
ities constructed in the fifties and sixties, under Hill-Burton pro-
grams and others, become outmoded and need renovation and re-
placement.

The vast majority of hospital capital projects are undertaken to
replace or renovate facilities and equipment. They are legitimate,
necessary projects. They reguire capital, but they add no new beds
to the existing health care delivery system. .

Mr. Chairman, in conclusion, let me briefly state four principal
reaslons why tax-exempt bonds are very important to nonprofit hos-
pitals:

First: The medicare-medicaid impact. Since the Federal Govern-
ment pays for about 40 percent of all hosFital care, it obviously has
an interest in the cost of capital used to finance that care. If hospi-
tals are-forced to enter the taxable bond market to finance capital
projects through commercial lending sources, the additional costs
of hospital care will be significant, will ultimately be absorbed by
medicare, medicaid, and other payors.

Second: Reduced cost. At a time when health care providers, con-
sumers, Congress, Federal Government, are most sensitive to re-
straining the increase in health care cost, financing—tax-exempt—
is an important contributor.

Third: The impact on financially weak hospitals. While some
nonprofit hospitals may be financially healthy, able to use other
debt financing options; financially weak, they will generally be
unable to use those alternatives. These are the ones providing most
of the free care and charity care in this country.

And most importantly, and fourth, we strongly believe that pri-
vate nonprofit hospitals serve an unquestionable public purpose in
providing high-quality health care services to communities.

Mr. Chairman, that concludes my oral statement. Again, I appre-
ciate the opportunity to appear before the committee and would be
pleased to answer any questions. Thank you very much.

{The prepared statement of Donald C. Wegmiller follows:}

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

Mr. Chairman, I am Donald C. Wegmiller, President of the Health Central
System in Minnetgrolis, Minnesota, and a member of the Board of Trustees of the
American Hospital Association (AHA). I am here representing the AHA and its
6,300 member hospitals and health care institutions, as well as more than 35,000
personal members. We are pleased to have this opportunity to present our views on
tax expenditures.

We understand this committee’s important responsibility to examine tax expendi-
tures very closely as part of the overall effort to control the allocation of federal
dollars. Federal resources and commitment, whether through direct grants, appro-
priations, reimbursement for services, or through certain tax policies, all are impor-
tant factors in the financing of health care. One particular tax expenditure in the
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_ health area that we strongly support, and we also feel serves important public and
social pur , is the exclusion from taxation of interest on tax-exempt bonds for
nonprofit hospitals.

Tax-exempt ﬁnancir:g'is vitally important in minimizing the cost of capital lpr-o’-
ects. For most nonprofit hospitals, it is the primary financing mechanism available
for providing resources for capital projects that are absolutely essential in order to
maintain our nation’s hospital infrastructure in a rapidly changing technological
and medical environment. -

It is becoming increasingly clear that one of the most critical issues that we face
in the hospital field is the substantial capital requirements needed to ensure that
hospitals are able to continue delivering htfh quality health care services.

In testimony before the House Ways and Means Committee on June 15, 1983, As-
sistant Treasury Secretary John Chapoton stated that one ap;’n'oach that might be
considered to control the volume of tax-exempt financing would be to impose state
volume limits. This option was also suggested by the Congressional Budget Office.
We feel that such an approach is arbitrary, unfair, unworkable, and would deny
nonprofit hospitals access to much needed capital. )

y statement will describe trends in tax-exempt hospital financing, explain the
reasons for increased use of tax-exempt bonds, and describe the importance of this
financing mechanism to nonprofit hospitals.

TRENDS

Over the past 30 years we have witnessed several basic shifts in the sources and
uses of hospital capital. Hospitals have become increasingly more reliant upon debt
financing, particularly the tax-exempt bond market, shifting away from philanthro-
py and government grants. Changes in the economy and in health benefit coverage,
as well as specific legislative and regulatolg' actions, have also influenced the direc-
tion of capital ﬁnanc'i:‘f. In addition, the demand for capital will continue to grow
as facilities constructed early in the 1950s and 1960s become outmoded and need
renovation and replacement. The health care industry will be continually chal-
len§ed to develop new sources of capital funding if hospitals are to maintain the
facilities and equipment necessary in delivering health care services.

Source of capital

Between 1975 and 1981 alone, reliance on government grants and appropriations
as a source of funding of projects in community hospitals decreased from 11.2 per-
cent to 3.5 percent, and philanthropy from 9.9 percent to 4.2 percent. Moreover, cer-
tain provisions of the Economic Recovery Tax Act of 1981 are expected to contribute
to a further decline in philanthropic gifts as reductions in the personal tax bracket
from T0 percent to 50 percent reduce the incentive for philanthropic contributions.
Over the same period, reliance on debt increased from 67.3 percent to 75.8 percent
as an overall source of project funding. Seventy-eight percent of that debt was in the
form of tax-exempt bonds in 1981.

Volume -

In 1981, hospitals used $5.04 billion in tax-exempt bonds, representing 10.9 per-
cent of the tax-exempt market. The Bond Buyer reports $9.7 billion in hospital tax-
exempt bonds for 1982, or 12.3 percent of the tax-exempt market. According to AHA
figures, 10 states account for over 60 percent of all reported tax-exempt debt. They
are, in order: Pennsylvania, Ohio, New Jersey, Florida, Texas, California, Illinois,
Massachusetts, Kentucky, and New York.

It should be noted that while the volume of tax-exempt bonds has.increased from
$262 million in 1971, to $2.7 billion in 1976, to over $5 billion in 1981, in constant
(1967) dollars, the growth has been much more moderate—from $216 million in
1971, to $1.6 billion in 1976, to $1.8 billion in 1981.

Uses of capital
The vast majority of hospital capital projects are undertaken to replace or ren-
ovate facilities and equipment. These are legitimate and necessary projects that re-

uire capital but add no new beds to the existing health care delivery system. Over
the past five years, community hospitals have increased their number of beds on
average of only 1.1 percent each year.

It is not true, as some contend, that the growing use of tax-exempt ﬁnancinf b%
hospitals has contributed to a growth in construction. During the period 197
through 1981, when the proportion of hospital construction finan with tax-
exempt bonds rose from 31 percent to 54 percent, hospital construction spending
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was relatively stable, rising from $3.06 billion in 1975 to $4.3 billion in 1981. When
inflation during that period is discounted, the real value of hospital construction ac-
tually dropped to $2.2 billion in 1981.

According to AHA’s Construction Survey for 1981, nearly 75 percent of hospital
projects undertaken were for modernization. Moreover, approximately 85 percent of
all tax-exempt financing can be attributed to financing costs and restructuring out-
standing debt.

Checks on capital expenditures

Existing federal health planning authority and many state regulatory agencies
continue to monitor the need for major capital expenditures by hospitals. Certificate
of need (CON) review procedures are also required to verify the need for capital ex-
penditures, major medical %ﬁ ment purchases, and new institutional health serv-
ices proposed by hospitals. apgroval of projects is also taken into consideration
by bankers and state bonding authorities in making decisions to approve or deny
tax-exempt financing for hospital projects.

In addition, the recent enactment of prospective payment legisiation, which
changes Medicare payments to hospitals from cost-based reimbursement to pricin,
b on diagnosis-related groups (DRGs), will change hospital incentives. The shi
in Medicare to fixed prices will force hospitals to be even more cautious in capital
spendi]ng, because subsequent operating revenues are not guaranteed to support the
capital asset.

REABONS FOR INCREASED USE OF TAX-EXEMPT BONDS BY HOSPITALS

While hospitals continue to make record use of the tax-exempt market, there is
no evidence that they are abusing this source of capital. Four factors can be cited as
]arﬁely influencing the recent heavy use of the tax-exempt market. These include
declining interest rates, the need for refinancings, increased costs resulting from
bond registration, and large capital needs.

Interest rates

The drop in interest rates in the second half of 1982 brought into the market
many hospitals which had been delaying needed projects. In January 1982, a typical
hospital bond issue yielded approximately 15 percent, while in September 1982,
yields were less than 10 percent. By year’s end, hospital debt yielded about 11 per-
cent, and last month (May 1983) hospital tax-exempt debt was yielding between 9.5
percent and 10 percent.

Refinancing

Because of declining interest rates, some hospitals which had entered the market
earlier chose to refinance (re-fund) their outstanding debt at more favorable rates.
In 1982, re-funding alone is estimated to have accounted for between 3 percent and
5 percent of total hospital tax-exempt issues. However, according to the Public Secu-
rities Association, re-funding activities in 1983 represent almost 15 percent of over-
all market volume and 26 percent of the hospital volume. Significantly, refinancing
at lower rates reduces Medicare costs, because interest payments are reduced.

Bond registration

The Tax Equity and Fiscal Responsibility Act of 1982 included a provision requir-
ix;g the registration of all tax-exempt bonds issued after January 1, 1983. In an
effort to avoid the extra costs of issuing bonds in registered form, many issuers
rushed to the market in late 1982. The deadline for registration was later postponed
until July 1983, so, again this year, bond market activity is artificially heavy.

Large capital needs

Estimates of hospital industrg‘;capital needs for the 1980s generally exceed $150
billion. One firm estimates a $54 billion shortfall by the end of the decade. These
substantial capital requirements and shortfalls suggest that capital may well be the
most critical issue facing the hospital industry today.

These capital needs reflect the fact that much of the current hospital capacity
was built during the 1950s and 1960s and is entering the stage at which major ren-
ovation and/or replacement is needed. Furthermore, the growth of the elderly popu-
lation, with its high utilization rate, and demographic shifts to the sun belt have
resulted in the need for new hospital construction in some areas of the country.

There have been many estimates by different sources of future capital require-
ments of hospitals. They include:
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ICF, Inc.: $163 billion between 1980 and 1990; *

Kidder, Peabody & C.: $193 billion between 1980 and 1990; 2

Ligghgtls and Plomann: between $100 and $145 billion over 20 to 25 years beginning
in 1979;

Reed and Winston: over $100 billion between 1981 and 1990; and *+

Cohodes and Kinkard: between $80 and $100 billion in the 1980s.5

IMPORTANCE OF TAX-EXEMPT BONDS TO NONPROFIT. HOSPITALS

Medicare/Medicaid impact

Since the federal government pays for about 40 percent of all hospital care, it ob-
viously has an interest in the cost of capital used to finance that care. If hospitals
are forced to enter the taxable bond market fo finance capital projects through com-
mercial lending sources, the additional costs of hospital care will be significant and
ultimately will be absorbed by Medicare, Medicaid, and other payers. During 1980,
the savings to Medicare and Medicaid due to tax-exempt financing was estimated to
be at least $150 million.

Reduced costs

~ At a time when health care providers, consumers, Congress, and the federal gov-
ernment are most sensitive to restraining the increase in health care costs, tax-
exempt financing is an important contributor to minimizing the costs of capital proj-
ects. In the recent past, the interest rate for tax-exempt bonds was about 3 percent-
age points lower than comparable taxable obligations.

Impact on financially weak hospitals

While some nonprofit hospitals that are fiancially healthy may be able to use
other debt financing options, financially weak hospitdls will generally be unable to
use those alternatives and might be denied access to capital if tax-exempt financin,
were not available. These hospitals are characterized as those providing substantia
amounts of charity care of serving high proportions of Medicare and Medicaid
beneficiaries. These types of hospitals are typically small and located in tural, iso-
lated areas or are large hospitals located in inner cities. As a matter of public
policy, Congress should not penalize those hospitals which are most committed to
serving the aged and poor.

Public purpose

Most importantly, we strongly believe that private nonprofit hospitals serve an
unquestionable public purpose in providing high quality health care services to com-
munities. The vast majority of hospitals in this country provide essential and highly
complex services, often at no charge to the poor and medically indigent. A study
conducted 7joim:ly by AHA and the Urban Institute—a survedy of 453 hospitals of
which 86.7 percent were private nonprofit facilities—indicates that large private
hospitals averaged about $9.5 million in free care to the poor, while small private
hospitals provided an average of $3.4 million.

In addition, hospitals also serve society through their education and research ac-
tivities. Clearly, the continuing viability of our nation’s nonprofit hospitals depends
upon their success at capital formation.

CONCLUSION

In summary, the need for capital over the next decade is one of the most crucial
issues facing the hospital industry. With the declining role of philanthropy and gov-
ernment grants in financing hospitals capital needs, and the limited opportunities
to generate capital through patient operations, tax-exempt financing has become the

! Valiante, J. The need for capital in health care: the national picture. Presentation, N.Y.
State Assembly Forum on Cagital Financing for Health Care, Apr. 29, 1982, Also, the dimen-
sions of capital requirements, Presentation, National Health Lawyer’s Association, Jan. 20, 1982, _

2 Henkel, A. and Hernandez, M. Capital financing issues. Presentation, Society for Hospital
Planning Seminar on Strategies for Hospital Diversification, Mar. 30-31, 1982,

l’Li ht‘lﬁ. f\d'A' larigali’lomann, M.P. Hospital capital financing entering phase four. “Hospi-
tals.”” 55:61, Aug. 1, .

4 , T. an§ Winston, D. Difficult transition ahead: capital formation under the Reagan ad-
ministration. “Hospital Financial Management.” 11:6, June 1981.

® Cohodes, D. and Kinkead, B. “Hospital Capital Formation in the 1980's: Is There a Crisis"?
Study prepared at The Center for Hospital Finance and Management, The Johns Hopkins Medi-
cal Institutions; funded by The Robert Wood Johnson Foundation; Aug. 1, 1982.
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most cost-effective method of capital financing. Moreover, as institutions serving a
public pu: that are vital to their communities, tax-exempt financing is an ap-
propriate form of assistance.

ospitals continue to make increased use of the tax-exempt market because of
four factors: declining interest rates, refinancings, increased costs resulting from
bond registration, and large capital needs.

If nonprofit hospitals are forced to turn to the taxable market, the overall cost of
health care would rise. Moreover, the federal government would share in these in-
creased costs through the Medicare and Medicaid programs, as would private payers
and patients through increased premiums and charges.

STATEMENT OF RON LINTON, EXECUTIVE DIRECTOR, COUNCIL
OF POLLUTION CONTROL FINANCING AGENCIES, WASHING-
TON, D.C.

Mr. LinToN. Mr. Chairman, for the record let me state that my
name is Ron Linton, and I am the executive director of the Council
of Pollution Control Financing Agencies. I apologize for Ronald
Bean’s—our president—inability to be present today, but the Illi-
nois Legislature is in its last 3 days of session, and no prudent
State official would leave the State as the legislature enters its last
3 days of the session. He has asked me to appear for him.

I would ask that his statement be inserted in the record. And
also, in the statement is reference to a study that was commis-
sioned by the Council of Pollution Control Financing Agencies
which has previously been given to the committee, and I would
hope that will appear in the record as well.

t me just make a few points about the position of the Council
of Pollution Control Financing Agencies on the use of pollution
control financing, by recalling that pollution control financing was
a specific response to supplement a national policy. The Congress
has mandated over the years a cleanup of air, water, solid, and haz-
ardous waste problems in the United States, and one of the mecha-
nisms to assist in doing this was to provide a tax-exempt means of
aggregating capital in order to install the facilities necessary to
meet those requirements.

Pollution control facilities by themselves add nothing to the pro-
ductive capability of any firm. They have no value in themselves.
They do not add to either the profits or to the assets of the busi-
ness operation. It would seem only reasonable and fair to allow for
the aggregation of capital to achieve public policy in the least ex-
pensive way possible.

Furthermore, it seems to us counterproductive to drive industry
to compete in the taxable money markets for nonproductive equip-
ment at a time when we are enhancing the aggregation of capital
to expand our economy.

Critics of pollution control financing maintain that it deprives
the Treasury of significant revenues. We have been unable to
obtain any kind of data or background from those critics to be able
to analgze how they arrived at the figures they did, and so we
asked Data Resources, Inc., and Coopers & LIy rand to make a
study to determine just what is the potential loss in revenues to
the Treasury.

Now, the two groups themselves couldn’t agree on what the loss
was, but in their disagreement they were still substantially lower
as to what the revenue losses would be to the Federal Treasury if
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llution control financing was eliminated-—ranging in 1983 as a
70 million loss, up in 1985 to a $260 million loss. -

But one of their conclusions was most interesting, and that was
that the bulk of those who acquire pollution control financing are
individuals and investors seeking tax shelters, and the assumption
is that if the pollution control financing is not available they will
simpl{ seek other tax shelters. If we are foing to eliminate the rev-
enue loss to the Treasury, then we would have to eliminate all tax
shelters so there is nowhere for the money to go. This is just like
water seeking its own level.

Contrary to curtailing the use of pollution control financing, I
would suggest to the Committee that it would be even more impor-
tant to expand it, so that it would be applied to the facilities for
hazardous waste disposal—something of a great problem in this
country today—and that it also be exranded to apply to greventing
pollution activities rather than simply to the cleanup of pollution
activity. I think it is a valuable tool used to meet the public policy
requirements that Congress has imposed.

I appreciate very much the opportunity to appear before the
committee tod:gr.

[The prepared statement of Ronald Bean follows:]

STATEMENT ON BEHALF OF THE COUNCIL OF POLLUTION CONTROL FINANCING AGENCIES
BY RoNALD BEAN

Mr. Chairman, members of the Committee, I am Ronald Bean, Executive Director
of the Illinois Environmental Facilities Financing Authority. I appear before this
Committee as President of the Council of Pollution Contro! Financing Agencies. On
beéhalf of the Council, I welcome the opportunity to provide the Committee with our
views regarding pro] to modify the availability and use of tax-exempt financing
for pollution control facilities. .

r. Chairman, proposals to restrict the use and availability of IDBs for pollution
control financing fail to recognize the critical and distinct purpose of PCIDBs. Cur-
rently, efforts are being made to deny ACRS benefits in conjunction with the use of
a DB. ACRS benefits are specifically for the company that is modernizing to
assure its capital investments do not act as an economic drag on the company.

Bs provide the means for a company to ease the costs associated with the non-
roductive nature of pollution control expenditures and enhance its economic viabil-
ity. Pollution control costs do not add to a company's assets.

Pollution control expenditures are a non-productive expenditure in the sense that
pollution control facilities do not increase a firm’s productivity. However, these ex-
fendit.ures are mandated to serve a public purpose, provide a cleaner environment.

t is critical to note these investments are reguu'ed by law. No distortion in resource
allocation occurs, except an effort to meet a desired and mandated public goal, clean
air, water and land.

The U.S. Department of the Treasury and PCIDB critics have argued that these
bonds deprive the Federal Treasury of much needed revenues, because of their tax-
exempt nature. A study the Council of Pollution Control Financing Agencies com-
missioned stated that additional tax revenues would not be gained from further
PCIDB restrictions. The study stated investors who would ordinarily purchase
PCIDBs will seek other tax shelters to invest resources. Thus, the study concluded,
in order to increase the Treasury’s revenues, it would be necessary to eliminate all
existing tax shelters. In addition, businesses who depend on PCIDBs would be forced
to rely on taxable capital. This circumstance would increase a business’ interest tax
deduction and subsequently deny the Treasury’s additional revenues. In fact,
PCIDBs are such a small portion of the capital market, that Data Resources, Inc.
concluded in its analysis that elimination of pollution control bonds would onéy g{lo-
vide a revenue gain of $70 million in 1983, rising to $250 million in 1985. The
study’s two authors could not even arrive at a definitive revenue loss to the Treas-
ury attributable to PCIDB use.

e study found PCIDBs are a small part of the capital market that fail to impact
the cost of other borrowings. As a portion of all Federal, State and local government
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dp%bltf) !I;SIDBS account for only 1 5 percent of this debt. There is no reason to restrict

Last year Congress enacted the Tax Equity and Fiscal Responsibility Act
(TEFRA). TEFRA contained many provisions regulating IDB use. Many of these pro-
visions are yet to be implemented. Therefore, we urge this Committee not to enact
further restrictions until such a time when the TEFRA provisions can be analyzed
as to their effect on the IDB market.

The Data Resources Inc./Coopers and Lybre=d analysis leads to a conclusion that
new restrictions are unwarranted. Congress caould, however, amend the current use
of PCIDBs in another manner. Congress should provide for the financing of abate-
ment and process oriented icchnulogies to promote the use of the cost efficient pol-
lution control technology that is available. Currently, the tax code provides an in-
centive to create pollut.on rather than prevent pollution. creation through abate-
ment and process techr.olciies Lecause only control technologies are eligible for
PCIDB financings. By providing for PCIDB financing of sbatement and process ori-
ented technologies, mandated, non-productive control costs can be lessened.

Second, the Council urges the Committee to provide PCIDB financing for hazard-
ous waste facilities. Currently, the Treasury Department defines solid waste as non-
hazardous wastes, citing the definition contained in the Solid Waste Disposal Act.
However, Congress, in the Resource Conservation and Recovery Act, expanded the
solid waste definition to include hazardous wastes. Congress should direct the Treas-
ury to amend its definition of solid waste to include hazardous waste management
facilities as eligible for PCIDB financings. For the record, I am attachinimaterial
supporting the expansion of current authority to include the financing of hazardous
waste facilities.

The Data Resources, Inc./Coopers and Lybrand study and the issues surrounding
the use and availability of pollution control financing indicate that further restric-
tions are unwise and would not lead to the desired end that proponents of new re-
strictions envision. Instead, it would lead to exactly opposite results.

PCIDB use has been much overstated. PCIDBs represent a small percentage of the
total tax-exempt bonds sold. In addition, they are even a smaller percentage of the
tax-exempt bonds outstanding. The partial subsidy provided through the tax code to
businesses installing pollution control technologies should be viewed as a contribu-
tion to, rather than a perversion of, meeting the desired end of a public policy deci-
sion, preservation and enhancement of the environmental quality of life.

Should further IDB restrictions be enacted, the consequences would be the need
for an additional bureaucracy to regulate the use of PCIDBs, and IDBs in general.
In tandem with proposals such as H.R. 1635, revenue losses to the Treasury would
be exacerbated as investors in PCIDBs would turn to other tax shelters and busi-
nesses to gain higher interest tax deductions.

For these reasons, the Council concludes that further IDB restrictions are unwise
and will only lead to a decrease of the nation’s progress to enhance the environmen-
tal quality of life.

r. Chairman, this concludes my formal testimony. I would be happy to respond
to any questions the Committee may have.

SUPPORTIVE DATA

1. Sections 103(bX4) (E) and (F) of the Internal Revenue Code provide the only
meaningful tax incentive in the Code for the acquisition of solid waste disposal or
air or water pollution control facilities. Unfortunately the availability of tax exempt
financing is restricted under proposed Treasury regulations which, notwithstanding
EPA’s objections, define pollution control] facilities as only those devices that oper-
ate at the end of the production process. The rule is that any system that eliminates
the creation of pollution is not for air or water pollution control. This “realized pol-
lution” test disregards the fact that state or local governmental units and corporate
citizens are designing nonproductive pollution control facilities pursuant to EPA
mandate and modern technology. Further the regulations are contrary to the stand-
ards required for treating hazardous waste under RCRA,

2. The Council of Pollution Control Financing Agencies, as well as EPA, has con-
cluded that the service’s interpretations are counter productive to the nation’s envi-
ronmental and energy policies. Since Treasury and the Service have ignored all re-
quests for change, Congress must enact technical amendments to section 103(b) that
will insure tax exempt financing for companies and local government units which
acguire pollution control and/or solid waste disposal facilities.

. Since 1970, governmental units and corporations, in an effort to support the
nation’s environmental and energy goals have spent billions of dollars for air and
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water pollution control and the treatment of solid wastes. These expenses will con-
tinue into the 1980’s, particularly because of the treatment of hazardous wastes re-
quired under RCRA.

4. Since the Treasury regulations do not recognize the treatment of hazardous
waste as being for the control of air or water pollution or solid waste, such expendi-
tures are denied, arbitrarily, the benefits of tax exempt financing. Further, since all
potential polluters are adoption technology for eliminating pollution rather than de-
signing facilities that operate on pollutants at the end of a pipe, they are precluded
from fully utilizing Section 103(b§2)(F). This denial is unfair—the tax incentive al-
ready exists—and adds to the costly burden of acquiring nonproductive assets.

5. The proposed regulations penalize governmental units and corporations for
being good citizens.

6. Congress should enact technical amendments to Sections 103(bX4) (E) and (F) to
guarantee that those who comply with the nation’s environmental and energy
standards will obtain the existing statutory tax incentives.

INTRODUCTION

The Council of Pollution Control Financing Agencies is a Section 501(cX3) organi-
zation devoted toward the education of the public through an annual symposium,
workshop programs and publications of the nation’s environmental standards in-
cluding analyses of regulatory actions. Its voting members are state or local govern-
_ ment agencies charged with aiding either state or local government units or compa-

nies in financing their environmental compliance programs. Attached hereto as Ex-

hibit A is a more complete description of the Council.

Its non-voting members consist of gublic members such as investment bankers,
law firms and companies. This broad based membership has allowed the Council to
establish a liaison with officials with policy responsibilities affecting pollution con-
trol financing at the Environmental Protection Agency, Council on Environmental
Quality, Treasury Department, Securities and Exchange Commission, and Small
Business Administration.

The combination of Council policy and membership affords the Council a unique
Eoeition within our system. It is from this broad base of experience that the Council

as learned of a serious problem relating to pollution control financing caused by
“the Internal Revenue Service and proposed Treasury Regulations. Further, the

Council believes the harmful effects of the regulations will be exacerbated by reason
of the need for compliance under RCRA. Accordingly, the Council appears before
this Committee to suggest that it act immediatel%rto clarify Sections 103(b)X4) (E)
and (F) as discussed below. Since the Service and Treasury have ignored both EPA
and the Council’'s comments that the regulaitons are contrary to Congressional
intent, inconsistent with national environmental and energy policies and detrimen-
tal to both state and local governmental aﬁgncies charged with financing environ-
mental protection systems and companies efforts to finance nonproductive facilities,
Congress must intervene.

. PRESENT LAW

Industrial development bonds, i.e., bonds defined in Section 103(b) of the Code as
being issued by or on behalf of states or their political subdivisions for the benefit of
rivate businesses, generally do not bear tax exempt interest under Section 103(a).
owever, where the proceeds of the bonds will be used for certain “exempt activi-
ties” (e.g, air or water pollution control facilities, solid waste disposal facilities, etc.)
the bonds will bear tax exempt interest.

REALIZED POLLUTION TEST

The Treasury and the Internal Revenue Service have promulgated and proposed
various definitions of the types of facilities that may be regarded as being pollution
control and solid waste disposal facilities. Many of these rules so narrowly restrict
the types of facilities qualifying for tax exempt bond financing that they are con-
trary to the underlying statute and to some of the policies of the EPA.

In particular, Pro Reg. §§ 1.103-8(g)X2Xii), (iii) and (iv) adopt a “realized pollu-
tion” test. This test holds that facilities which prevent pollution are not for the con-
trol of pollution. Thus only “end of pipe devices” qualify for tax exempt financing.
Excluded by the regulatory definition of air or water pollution control are suc
facilities, even if acquired pursuant to EPA mandate under the Clean Air Act, the
Federal Water Pollution Control Act, or RCRA, that treat hazardous waste, elimi-
nate the creation of a pollutant through process changes, control a ‘“nuisance”, or
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are used “traditionally or customarily” by an industry. This interpretation belies
Congressional intent and is at odds with the modern methods of pollution control
which are being developed by industry in cooperation with the EPA.
The law permitting tax exemft financing of pollution control and solid waste dis-
1 facilities was enacted in 1968 to encourage the installation of such facilities.
uch equipment is frequently placed in service because public policy demands that
the environment be protected even though this may require investment that either
is unprofitable for a producer or involves a high degree of financial risk. The Serv-
ice’s failure to give proper recognition to these facts is philosophically unfair and
statutorily improper.

GROSS SAVINGS TEST

Assuming the facility meets the so-called “realized pollution test”, the position of
the Internal Revenue Service is that the allowable amount of financing for a pollu-
tion control facility is its cost reduced by the value of any recovered useful by-prod-
uct, or the value of any form of “gross” economic benefit to the manufacturer.

Proposed Reg. § 1.103-8(gX3) guarantees a reduction in allowable financing even
where off-setting costs of operation associated with a pollution control device equal
or exceed the alleged benefits. This formula is inconsistent with EPA guidelines,
contrary to standard accounting methods, and legally arbitrary.

HAZARDOUS WASTE

As stated earlier, facilities which treat hazardous wastes fail to meet the realized

llution test and accordingly do not qualify as an air or waste pollution control
acility under Section 103(bX4XF). Even if such devices are acquired pursuant to the
Solid Waste Disposal Act, the Treasury regulations deny tax exempt financing
under Section 103(bX4XE).

In the case of the exemption for solid waste disposal facilities, the term ‘“solid
waste’”’ has been defined by the Internal Revenue Service to mean solid waste
within the meaning of the Solid Waste Disposal Act as it existed in 1968, despite the
fact that the Act has been amended to modernize the government’s response to the
problem of solid waste disposal. Thus, for example, solid waste disposal facilities as
defined and mandated by Cengress in RCRA are excluded from qualifying for tax-
exempt financing.

CONGRESS MUST ACT—PROPOSED BILL OR AMENDMENT

The Committee should pass a bill or an amendment, the purpose of which would
be to clarify the meaning of the terms “‘solid waste” and “pollution control” for pur-
poses of Sections 103(bX4) (E) and (F). It should be clear that the Committee believes
that the Treasury and Internal Revenue Service’s interpretations are too restrictive
and that a reasonable definition of those terms was intended by the Congress when
it originally enacted Section 103(bX4). Further, the Committee should make it clear
that artificially narrow definitions do not promote the legislative purpose of the pro-
vision, i.e., to encourage pollution control and solid waste disposal.

The definition of pollution control facilities should include any facility that is in-
stalled, in whole or in part, for the purpose of abating, controlling, or preventing
water or atmospheric pollution so long as a certification to that effect is given by a
responsible local, state or federal environmental agenci. The effect of such a provi-
sion would be to ensure that environmental agencies have the authority to deter-
mine whether or not tax incentives are consistent with overall environmental
po}icy. Thus, statutorily, the prevention of pollution is the same as the control of
pollution.

In order to guarantee that only the portion of the cost of pollution control facili-
ties which are not_recouped by net economic benefits is eligible for financing, the
bill could provide for a reduction in costs eligieble for financing to the extent of net
economic benefits. No such reduction should be made, however, where the facility is
installed primarily for pollution control. Thus, the bill should provide a conclusive
presumption that-the entire cost of a facility qualifies for tax-exempt financing if
the facility would not have been installed but for pollution control purposes.

In the case of solid waste disposal facilities, the bill should contain the provisions
of present law which rec?nze and encourage economic solid waste dis; 1, includ-
ing resource recovery and profit-making recycling. However, the bill clarifying the
definition of solid waste can be accomplished so that it is the same definition of
“solid waste” that is contained in The Solid Waste Disposal Act as amended. This
provision will negate the unrealistic idea that the definition of solid waste under
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Section 103 of the Code is to remain frozen to 1968. Solid waste disposal facilities
under Section 103 reflect changing environmental policy. Thus, for example, the bill
should include hazardous waste within the definition of solid waste.

CONCLUSION

The Council of Pollution Control Financing Agencies, as well as manﬁ taxpayers,
and the EPA have advised the Treasury and Internal Revenue Service that its regu-
lations are legally arbitrary and inconsistent with the Nation’s environmental and
enetfy goals. Since these comments have not been repudiated i.e., they have been
totally ignored, Congress must amend Sections 103(bX4) (E) and (F) to guarantee
that environmental judgments can be made by those entities capable of ascertaining
most intelligent environmental policy without prejudicing governmental units of
companies tax rights.

AN ANALYSIS OF TAX-EXEMPT PoLLUTION CONTROL FINANCING, PREPARED FOR THE
CounciL oF PoLLUTION CONTROL FINANCING AGENCIES

INTRODUCTION

This report discusses the development and use of pollution control industrial de-
velopment bonds (PCIDBs) and their effects on the U.S. economy relative to other
forms of long-term debt. The second section provides a description of pollution con-
trol financing as a specialized form of industrial development bond used to finance
construction of pollution control facilities required under federal environmental reg-
ulations. The third section describes the impact of PCIDBs as tax-exempt invest-

ments.

The lack of adequate publicly available information on individual PCIDB issues
g:f required use of some simplifying assumptions in this report. These are listed

ow.

Since there has been no requirement that PCIDBs be registered with the federal
government or with many state governments, the volume of PCIDBs used in our
analysis consists of those reported to organizations such as the Public Securities As-
sociation, The Bond Buyer and Moody's Bond Report. This significantly understates
the total volume of PCIDBs, as many fall in the category of small issues and are
privately Flaced in local banks. Other issues have been reported to one of the orga-
nizations listed above, but not to the others. Thus, reports of PCIDB sales vary, even
among the organizations that compile this information regularly. Accurate figures
for the sales of small issue IDBs are not available, and the best estimates, prepared
by the Con, ional Budget Office in 1982, do not distinguish between small issue
PCIDBs and others. Estimates of the value of small issue IDBs have been given for a
few individual years, but there is not consistency in these estimates, so only report-
ed PCIDB issues have been used. Information published in the Daily Bond Buyer
has been the major source of PCIDB data. .

There is no compiled information showing PCIDB volume outstanding. Therefore,
data shown in this report are generally for new issues of IDBs. Since the first
PCIDBs were issued in 1971, and because until the past few years most PCIDBs
were long-term issues, the number of PCIDBs maturing since 1971 is assumed to be
no higher than 5 percent. Therefore, where a value is given for PCIDBs outstanding,
it has been calculating using this assumption. .

It was assumed that purchasers of PCIDBs are similar in composition to the pur-
chasers of municipal bonds, and that the majority of PCIDBs are currently pur-
chased by households or Municipal Bond Funds, the fastest growing segments of the
QFulation of municipal bond holders. No statistics were available regarding, specifi-

ly, the purchasers of PCIDBs.

INDUSTRIAL DEVELOPMENT BONDS: A BRIEF OVERVIEW

Tax-exempt securities have been the traditional mechanism of state and local gov-
ernments to finance public improvements such as schools and roads. In recent
years, another category of tax-exempt securities, %enerally referred to as industrial
development bonds (IDBs) has become important. IDBs are tax-exempt bonds whose
proceeds are used by individuals and organizations which are not tax-exempt and
the obligation is secured by the prg&ert and receipts of the project rather than the
full faith and credit of the issuer. The first condition requires that the procecds are
used by a taxable entity and is called the “trade or business test,” while the second
condition requires that the obligation is secured by the project's receipts and is
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called the ‘‘security interest test.” The bonds are sold by states, state agencies, coun-
ties and cities, and the proceeds of the bond sales are generally either loaned to pri-
vate firms, or used to acquire facilities which are then le to private firms. Al-
though some IDBs have been general obligation bonds backed by the issuers’ taxing
power, virtually all IDBs are now revenue bonds, secured by the property or receipts
of the project financed. IDBs are thus priced by the market primarily on the basis of
the credit worthiness of the private participant rather than the public user. Thus,
the governmental unit serves as a financial intermediary, offering the firm lower
borrowing costs because of the tax-exempt features of IDBs.

The use of tax-exempt credit for private purposes originated in 1936 in Mississip-
pi. Such issues remained small and localized in the South through the 1950s. In the
early 1960s, IDB issuance rose substantially. More issuers adopted the revenue ver-
sion of IDBs. The enactment of the Revenue and Expenditure Control Act of 1968
denied tax-exempt status to IDBs except those designated as “‘small issues’ or those
that finance certain t; of facilities. The small issue exemption limits the issue to
less than $10 million. Certain facilities are exempt from the small issue restrictions.
These facilities are low income residential property; sports facilities; convention
facilities; transportation facilities; sewerage, water, solid waste and energy facilities;
qualified mass transit vehicles; and air and water pollution control facilities.

The use of IDBs accelerated in the 1970s when large numbers of smaller issues
were sold. By 1979, IDBs reached $9.8 billion or 32.9 percent of total tax-exempt ob-
ligations. This continuing growth of tax-exempt financing for private purposes led
Congress to curb financing of housin% by IDBs. Provisions of the Tax Equity and
Fiscal Responsibility Act of 1982 (TEFRA) place several additional restrictions on
IDBs. These restrictions include sunsetting of the small issue exemption after 1986,
a limitation of straight-line depreciation over ACRS asset lifetimes (not applicable
to pollution control facilities installed in existing plants), and established reporting
requirements which will go into effect July 1, 1983.

ollution Control IDBs (PCIDBs) are revenue bonds secured by corporate pay-
ments on leases, installment sales, loans, or guarantees as are most IDBs. Pollution
control exemption regulations are complex and place heavy emphasis on the rela-
tionship of the pollution control improvement to the overall industrial process.
Users must show that the improvement to be financed by PCIDBs is for the control
of i::ollution and is not designed to meet any significant purpose but pollution con-
trol. The PCIDBs receive ratings based primarily upon the t of security feature
and the credit worthiness of the user of the pollution control facilities.

PCIDBs were first issued in 1971. In that year, $0.1 billion were sold through 10
issues. PCIDB sales have increased since to a high of $6.1 billion sold through more
than 150 issues in 1982. The PCIDB offers several advantages to the borrower. The
first is reduced interest costs due to the tax-exempt feature of the bond. Generally,
tax-exempt securities earn yields that are roughly 70 percent of those of comparable
taxable securities. This implied a differential of nearly 400 basis points in 1981,
which translates into a gross savings of roughly $8 million in interest costs on a $10
million issue with a 20-year maturity. Second, SEC registration costs and related
l;?éal expenses mady be avoided, since the bonds need not be registered. However,

IDBs involve additional costs not found in taxable financing such as municipal
bond counsels’ fees, other municipal fees, and higher underwriters’ fees than usual-
ly found in the tax-exempt market. Third, in some cases, the borrower may be
exempt from various state and local taxes. Fourth, through leasing arrangements
that can become rather complex, the borrower can achieve additional savings,
?l::roclllgh accelerated depreciation, and investment tax credits, or by leasing through

ird parties.

The impact of PCIDBs on various segments of the economy is described in the fol-
lowing section.

THE ECONOMIC IMPACT OF PCIDBS

The volume of PCIDBs is quite small relative to other debt instruments in the
economy. However, the account for a substantial amount of the financing for the
pollution control facilities that are required under federal environmental regula-
tions. Although their impact on the overall economy is slight, they are an important
source of financing for industries that are required to make a large investment in
%llution control facilities. This report identifies the issuers and purchasers of

IDBs, and analyzes the impact of PCIDBs on the capital markets and on the
Treasury.

The data used in this analysis were compiled from published information in the
Daily Bond Buyer and other trade publications as well as reports prepared by the
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U.S. Treasury Office of Tax Analysis, the Congressional Budget Office and the Fed-
eral Reserve, -

Issuers and Purchasers of PCIDBs

Industry use of PCIDBs.—The major impetus for PCIDBs was the passage of Fed-

eral environmental legislation, namely the National Environmental Protection Act

of 1969, the Clean Air Act of 1970, and the Water Pollution Control Act of 1972.

———Other legislation, particularly the Power Plant and Industrial Fuel Use Act of 1978,

the Resource Conservation and Recovery Act, the Safe Drinking Water Act and the

Superfund legislation have also provided important incentives to the growth in

PCIDB sales. These laws require large-scale investment by industry to meet the leg-

islated environmental standards. As shown in Table 1, pollution control plant and

__ equipment expenditures (PABE) rose from $3.9 billion in 1972 to $9.2 billion in 1980

77 before declining to $8.9 billion in 1981. The percent of PABE financed by PCIDBs

has averaged about 32 percent; ranging from 15 percent in 1972 to 44 percent in

1981. The future growth of PCIDBs depends on the volume of PABE needed to satis-

fy pollution control standards and the ability of state and local governmental units

to sponsor tax-exempt financing which depends on individual IRS rulings and
changes in tax and environmental legislation.

TABLE 1.—PCIDB’S AS A PERCENT OF POLLUTION CONTROL PLANT AND EQUIPMENT EXPENDITURES
[Dolars in billons) ’

1972 1973 1974 1995 1976 1977 1978 1979 1380 1981

Pollution control plant and equip-

t e $38 $49 857 $70 872 $73  $76  $84 892 889
-PCIDB's 2 51 18 17 21 2.1 30 28 25 25 39
Percent 15 37 30 30 29 4l 37 30 27 4
us. ment of Commerce, Bureau of Economic Analysis.

2 The Daily Bond Buyer.

Of particular importance is a TEFRA provision that restricts the use of ACRS de-
preciation for air and water pollution control facilities financed by tax-exempt
bonds to those built for use in connection with plants or other property in operation,
under construction or financed before July 1, 1982. This limitation, in effect, will
force industry to choose between tax-exempt financing for pollution control equi
ment on new plants using a straight-line depreciation write-off, or using taxable fi-

- nancing and a faster write-off of depreciation. No longer will both tax-saving provi-
sions be available for new construction. .

The major users of PCIDBs have been electric utilities and oil and chemical com-
panies. Other significant users are paper companies, manufacturers and metal pro-
cessors. Electric utilities have consistently been the chief industrial beneficiaries of
PCIDB financing, accounting for more than 65 percent of PCIDB sales in 1977 and
more than 70 percent in 1981. Much of this financing was required in the wake of
the 1970’s energy crisis us existing power plants switched from oil and gas boilers to
coal-fired generators, which require extensive pollution control installations, and
new power plants were built to use coal. The dollar value of PCIDBs issued for elec-
tric utilities ranged from $60 million in 1973 to $2.2 billion in 1977 and $2.75 billion
in 1981. Preliminary reports based on the first three quarters of 1982 indicate that
the utilities’ Froportion of PCIDBs sold was still the highest of any industry, with
an annual dollar value more than $3 billion. The value of PCIDBs used for utilities’
conversion to coal can be expected to decline as most of the conversions prompted
by the 1970's energy crisis are completed.

The other major users of PCIDBs listed in Table 2 are expanding their pollution
abatement expenditures for both air and water pollution control, and most facilities
s0 financed are being constructed to meet extended compliance deadlines of the
Clean Air Act and the Water Pollution Control Act. Under the Water Pollution
Control Act, industrial point sources of pollution were required to adopt “the best
practicable control technol currently available” by 1977 and the “best available
control technology achievable” by 1984 in order to meet federal effluent standards.
Provisions of the Clean Air Act specify design criteria for certain industries and re-
?uire industry to operate within certain stationary source air pollution standards.

n addition, under the Clean Air Act, construction of new facilities emitting high

24-865 0—83——15



222

levels of pollutants has been restricted until national ambient air standards are
met.

TABLE 2.—DISTRIBUTION OF PCIDS USERS BY INDUSTRY
[Percent}

Years
1973 1974 1915 1976 1977 1978 1879 1980 198l

Percent of PCIDB's By Industry:

Eleclric utilities 33 53 293 65.3 580 702

Metal processing 2 107 47

il companies 5 17 103 48 112

Manufacturing 5.2

Chemical i 47 118 45

Forest products (paper) ...........vcvuierecees 11 9 104 3.0
Total given percent.......covcrrcierrric. 82 924 865 §5.3 628 941

Source: The Bond Buyer. :

The effects of the elimination of PCIDBs would vary significantly by industry.
With PCIDBs, certain firms and certain investments receive lower interest costs
from tax-exempt financing. Their borrowing costs are lower per dollar by the differ-
ence between the taxable and tax-exempt financing rate.

PCIDB purchasers.—The purchaser of PCIDBs is assumed to have similar invest-
ment n and strategies as the purchaser of other municipal bonds. As shown in
Table 3, commercial banks, households, property liability companies and munici?ﬂ
bond funds are the largest participants in the municipal bond market. Households
and municipal bond funds have been the fastest growing segments since 1975. It can
be assumed that the composition of PCIDB holders is similar to that of the munici-
pal bond market in general.

TABLE 3.—HOLDERS OF MUNICIPAL BONDS '

e o
= = B
1682 ' 982)

Domestic commercial banks 1520 +55.1 +58
Households : 1385 4674 4350
Property Hability companies 864 4531 +24
Municipal bond funds 487  +426 +158
Life insurance companies 8.2 +29 +9
State and local retirement funds, 40 +21 -1
Nonfinancial business corporations 36 -1.0 -25
Mutual savings banks 22 +.7 0
Secrelary brokers and dealers 14 +.9 +.7
Savings and loans 11 ~4 -1
Total y 511 42234 4519

Source: Salomon Brothers, 1983 Prospects for Financial Markets.

It is likely that most gurchasers of PCIDBs are individuals, either buying for their
own account or through investments in municipal bond funds. As long as interest
rates remain high relative to the return on other investments, all bonds will be at-
tractive investments. The higher an individual’'s tax bracket, the more attractive
tax-exempts will be. As the {ield on tax-exempts increases relative to the taxable
rate, the attractiveness of all tax-exempts increases for individuals with marginal
tax rates equal to one minus the ratio of the tax-exempt rate to the taxable rate.
Thus, as the tax-exempt rate has generally been about 70 percent of the taxable
rate, tax-exempt bonds are most attractive to individuals with marginal tax rates
higher than 30 percent. Individuals in the 30 percent tax bracket are indifferent be-
tween tax-exempts and taxables, as their return would be the same from either in-
vestment. Individuals with marginal tax rates of less than 30 percent would prefer
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taxable investments, as long as the tax-exempt rate remains no higher than 70 per-
cent of the taxable rate. As the supply of tax-exempts increases relative to taxables,
however, the relative tax-exempt rate rises to attract investors in the lower brack- —
ets.

PCIDB impact on capital markets and the Treasury

Economic and Market Forces.—The criticism of IDBs is based on the economic ar-
gument that IDBs provide preferential treatment for certain firms or industries in
the form of lower interest costs for tax-exempt financing. In the case of pollution
control financing, however, it is important to recognize the real economic versus the
financial forces that are at play. The real economic decision to allocate productive
resources to pollution control activities is mandated by a public policy decision.
There is a fixed amount of this activity that will occur under a given interpretation
of that policy. Once these resources are committed, the major economic reallocation
is completed. The installation of pollution control facilities mandated by federal law
does not increase a firm's groductive capacity, and thus would not be economically
attractive to a company which could expect no financial return on its investment.
There would be no economic incentive, therefore, for a rational company to divert
any of its resources to pollution control. It follows, then, that the implicit govern-
ment subsidy through PCIDBs is not likely to divert any more capital than is neces-
sary to meet federal standards, and that this diversion is due to the policies requir-
ing installation of the equipment, not the availability of a particular form of financ-

ing.

i‘he main issue then becomes the relative and absolute effects which occur in the
financial markets, in connection with the financing of these investments. The provi-
sion of tax-exempt financing has the effect of distributing a portion of the cout of
pollution abatement over all taxpayers, rather than recovering it solely from the

urchasers of the products of the polluting firms. Simply put, the elimination of

IDBs may prompt the affected industries to raise their prices for electricity, steel,
paper, chemicals and other products using these materials, to recover the higher in-
terest costs of non-tax-exempt debt. Public policy has determined that these indus-
tries and their customers should not bear the entire burden of meeting stiffer envi-
ronmental standards.

Impact on the bond market.—Coog:rs & Lybrand and Data Resources indepen-
dently analyzed the impact of PCIDBs on the financial markets. Despite the use of
two dissimilar methodologies, the empirical results are remarkably similar. This
i‘lection discusses the two firms’ analyses of the implications for the financial mar-

ets.

The Coopers & Lybrand evaluation looks at the aggregate impact of PCIDBs on
the bond market and then asks whether there are any theoretical/empirical reasons
to believe that a particular market segment would be differntially affected :Iy
PCIDBs. This analysis concludes that in the aggregate, the impact on the overall
cost of capital would be very small. Yes, the presence of PCIDBs in the municipal
bond market does have an effect on all capital costs. However, this effect is felt by
all participants in the financial markets, and the specific impact on the tax-exempt
market is small. Coopers & Lybrand recognizes that the financial markets do not
instantanously adjust to these market equilibrating forces, and believes that given
the magnitude and efficiency of the capital markets in the U.S., the effects of arbi-
trage work very rapidly and that the “short-run” is not of sufficient duration for
these interim adjustment positions to be of concern. There are three important rea-
sons for this conclusion:

Small PCIDB volume.—Over the past 10 years, PCIDBs have averaged approxi-
mately 10 percent of total new tax-exempts issued. By the end of calendar year
1982, PCIDBs comprised less than 6 percent of outstanding tax-exempt notes and
bonds, 1.6 percent of all outstanding privately held federal, state and local govern-
ment debt, and less than 1.5 grcent of long-term corporate debt. (See Table 4). At
that time, the value of PCIDBs outstanding was approximately $26 billion. This is
less than 0.5 percent of all privately held capital in the economy. The minimal in-
cremental demand for capital attributable to PCIDBs does not significantly affect
this vast market. )

Market Forces.—Before the existence of PCIDBs, a vast array of forces was at
work in the capital market. These forces incorporated differentials in the rates of
return, risk, maturities and tax effects of all financial instruments. The presence of
a small volume of PCIDBs has little material impact on these differentials. What
impact there is spread over all markets and, as a result, is virtually negligible.

ffects of Arbitrage.—The impact of PCIDBs will be felt in all markets. Assuming
the existence of an efficient capital market, that information is free and readily
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available to all and that investors behave rationally, any increase in the demand for
capital in any part of the capital market will be spread over all segments through
the actions of arbitragers. Therefore, while an increase in the demand for tax-
exempt financing will initially have the effect of raising the yield on tax-exempts,
such a tendancy will raise the return to tax-exempts relative to other instruments,
making the latter less attractive. Investors will shift quickly from less to more at-
tractive instruments until they ultimately raise the return on all market instru-
ments. -

Thus, the incremental demand for cagital to finance legislatively-mandated pollu-
tion control facilities will have the effect of raising interest rates on municipal
bonds. However, the effect would be nearly the same if the same amount of capital
were raised through taxable debt. At market equilibrium, the only difference be-
tween interest rates for taxable and tax-exempt debt will be the tax effect for inves-
tors. ’

TABLE 4.—PCIDB'S AS A PERCENT OF OTHER DEBT INSTRUMENTS

{Dollars in bilions)
Outstand-
1976 1977 1978 1979 1980 1981 1982 M‘;fm
31, 1982
State and local boards and notes (net of refundings,
malurities and sinking fund purchases) ..o, 176 289 325 279 330 322 519 4511
PCIDB’s 21 30 28 25 25 39 61 1260
Total Government debt 909 1044 1151 1053 1515 155.2 267.7 11,6821
Long-term corporate debt 1094 1443 1504 1485 1215 103.7 578 18579
Total demand for credit 255.1 3488 4082 3973 3494 4087 3994 48897
Percent:
PCIDB'’s as a percent of State and local bonds and
notes 103 86 89 76 121 118 5.6
Total Government debt 29 224 4 1725 23 1.5
Long-term corporate debt.. 2.1 19 17 2.1 38 106 14
Total demand for credit ... 9 J 6 J 10 15 .5

¢ Estimated.
Source: Salamon Brothers, 1983 Prospects for Financial Markets, The Bond Buyer (PCIDB volume).

TABLE 5.—PCIDB INTEREST RATES COMPARED TO MUNICIPAL AND CORPORATE UTILITY BONDS
{Percent)

1973 1974 1978 1976 1917 1978 1979 1980 1981

PCIDB's/AA/25-30 year ! .........ccccvconrn 568 698 744 631 581 637 681 88 1071

CO Bonds/A/20 year 2......... 522 625 1710 656 567 604 652 858 1133
Corporate utility/AA/29/year ! ................ 783 941 945 867 833 909 1024 1314 1625
1 Moody's Bond Report, )
2 The , Buyu,epm -

Data Resources constructed a model of the tax-exempt bond market in order to
estimate the effects of PCIDBs on tax-exempt interest rates and the volume of tax-
exempt borrowing for traditional purposes. Over time, tax-exempt interest rates
move sympathetically with taxable rates, since both tax-exempt and taxable rates
are influenced by the same financial conditions. Tax-exempt rates are lower because
of the advantage of taxexemftion to the holder. The spread between the tax-exempt
rate and the taxable rate will equal one minus the marginal tax rate of the margin-
al buyer of tax-exempt issues: -

1’¢=(1 -—tb.)h
where:
r.—tax-exempt rate
r.—taxable rate
ty*—the marginal tax rate of the buyer who switches from taxable to tax-
exempt issues
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This mar%:'nai buyer is indifferent between purchasing tax-exemgﬁa and taxable
bonds of the same term and quality; for the marginal buyer, the after-tax returns
are equal. Individuals with marginal tax rates above t,* will prefer to hold only tax-
exempts, while individuals with marginal tax rates below t,* will prefer to hold tax-
ables. The value of t,* that equilibrates tax-exempt yields depends upon the relative
quantities of taxables and tax-exempts placed in the market. Most purchases of tax-
exempts are by households, bond funds, commercial banks, and fire and casualty in-
surance coméaanies. For example, these three sectors held 89 percent of the net new
issues in 1981, Commercial banks purchase tax-exempt once they have met their
commitments to other borrowers, if they have taxable income to shelter. The
demand of fire and casualty companies is highly unstable, depending on their cash
flow needs. As a result, the household sector can be considered the residual absorber
of tax-exempts. Tax-exempt interest rates will adjust relative to the taxable interest
rate to attract enough buyers from the household sector to clear the market.

As the volume of tax-exempts increases, more household investors in lower tax
brackets must be drawn into the market, thereby reducing the marginal tax rate,
t,* that equilibrates the market. As a result, tax-exempt rates will rise relative to
taxable rates, causing the spread between tax-exempt and taxable rates to decrease.
. On the other hand, if the supply of tax-exempts declines, the e&s ilibrating value of

t,* will rise as fewer tax-exempts are purchased by households. As a result, tax-
exemtpt rates will fall relative to taxables, and the spread will widen.

A fully specified model of the municipal bond market would include nine equa-
tions: (1) a supply equation for state and local government bonds; (2) a supply equa-
tion for PCIDBs; (3) a sugply equation for all other IDBs; (4) a demand equation for
the purchases of fire an casualtly;sinsurance companies; (5) a demand equation for
the purchases of commercial banks; (6) a demand equation for the purchases of all
other institutions; (7) a market clearing interest rate equation for tax-exem{)ts; 8)
an interest rate equation for PCIDBs, and (9) an interest rate equation for all other
IDBs. The last two equations capture the interest rate premia on IDBs from their
segmentation from the rest.of the tax-exempt market. Appendix A reviews earlier
models of the tax-exempt market and describes the estimation and simulation of the
DRI tax-exempt bond market model.

The empirical results derived from the municipal market model constructed by
DRI indicate that a $1 billion increase in state and local borrowing, whether it is
PCIDBs, IDBs, or general obligation bonds, raises state and local borrowing rates by
about two basia points relative to comparable taxable rates. This result is only about
one basis point higher than the findings of Kormendi and Nagle (1981), but is much
lower than the increase of four to seven basis points reported in Petersen (1979).

The modelling results also suggest that the sensitivity of the supply of state and
local obligations is relatively interest-inelastic with respect to variations in state
and local borrowing rates. A one basis point increase in state and local borrowing
would lower state and local borrowing by at most $10 million.

Impact on the Treasury

The Treasur}ly' Department has estimated that the tax revenue loss attributable to
PCIDBs was $720 million in 1981 and $825 million in 1982. As stated in the 1984
Budget Special Analyses, these estimates “‘are not equivalent to estimates of the in-
- crease in Federal receipts that would accompany the repeal of tax subsidy l?x-o\'i-

sions.” Thus, these estimates actually overstate the impact of PCIDBs on the Feder-
al tax receipts, since there are offsetting revenues associated with PCIDBs as well as
‘“tax expenditures.”

Coopers & Lybrand and Data Resources independently estimated the federal reve-
nue losses from PCIDBs. Varying assumptions underlie the estimates. Therefore,
the two approaches result in different estimates of the tax revenue loss to the Treas-

ury.

l'éooperel & Lybrand’s estimate of the actual loss in Federal receipts takes into con-
sideration the offsetting factors associated with PCIDBs. The most important is the
increase in tax revenues due to reduced tax deductions for firms using lower-inter-
est PCIDBs rather than taxable debt to finance pollution control facilities. In view
of the legal requirements that firms install these facilities, it can be assumed that
firms would use taxable debt to finance the required modification if PCIDBs were
not available. The costs to industry of using taxable debt would be reduced by the
increase in interest tax deductions, which would reduce the taxes paid by a percent-
age equivalent to the PCIDBs-user firms’ effective tax rate.

Since no composite estimates are available of the overall tax rate for all bond is-
suers, Coopers & Lybrand used the average tax rate for electric_utilities—the major
industry using PCIDB financing—to estimate the offsetting gains in tax revenues
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attributable to this factor. The average tax rate for electric utilities has been ap-
proximiately 34 percent in recent years. Applying this percentage to the Treasury's
revenue loss estimates would reduce those estimates to approximately $475 million
in 1981 and $545 million in 1982. These revised estimates should constitute an upper
bound on the tax revenue loss attributable to the tax-exemptions for PCIDB inter-
est. -
Data Resources’ estimates of the federal revenue losses from PCIDBs are devel-
oped from a multi-asset model developed by Harvey Galper and Eric Toder. In this
model, the only assets are t,ax-exemFt and taxable bonds. Issues of tax-exempt
PCIDBs displace taxable debt used to finance investment. While the government no
longer collects tax revenue on the displaced taxable debt, it recovers some of the
lost revenue because firms who use PCIDBs claim smaller interest deductions. The
lost tax revenue on the displaced debt is considered the gross loss to the govern-
ment, while the net loss includes the offset of lower interest deductions. Appendix B
d}scpéslsgs Bsthis model and Data Resources’ determination of the tax revenue impacts
o .

The empirical results derived by Data Resources indicate the federal revenue
losses from PCIDBs range from $700 million to $1 billion in 1982. Elimination of all
PCIDBs issued after 1982 would raise revenues by $80 million in 1983, rising to $370
million in 1985. Assuming a liberal amount of economic feedback from the lost in-
vestment stimulus, the revenue gain would be $70 million in 1983, rising to only
$250 million in 1985.

If PCIDBs were eliminated, most firms would seek financing through taxable
debt. However, the Treasury would not necessarily recover the revenues lost in tax
benefits to the bondholders. If investors replaced their investment in PCIDBs with
fully taxable investments, the Treasury’s loss would be minimized. However, a
myriad of tax shelters is available to investors at different levels of risk and return.
The rational investor can be expected to find the means of obtaining the return he
desires at a level of risk he is willing to incur. To the extent investment in PCIDBs
is replaced by investment in other tax-exempts or tax shelters, the loss to the Treas-
ury remains the same. Unfortunately, given the small volume of PCIDBs outstand-
ing, the data available makes it difficult for us to comment on the precise pattern of
activity at the margin. It is likely, however, that most investors would find other
means of sheltering their income if tax-exempt PCIDBs were not available.

CONCLUSION

PCIDBs represent a small percentage of all tax-exempt bonds sold, and a much
smaller percentage of tax-exempt bonds outstanding. They are used only to pay for
construction of pollution control facilities required to bring certain industries into
compliance with federal environmental law. Because the tax laws permit the sale of
PCIDBs at the lower interest rates associated with tax-exempt financing, PCIDBs
represent a partial federal subsidy to these industries. The presence of these bonds
in the capital market has the effect of raising interest rates. The effect is minimal
because of the low volume of PCIDBs sold. PCIDB use results in a net tax revenue
loss to the Treaury. If tax-exempt PCIDBs were eliminated, it is likely that most
investors would find other means of sheltering their income. To the extent invest-
ment in PCIDBs were replaced by investment in other tax-exempts or tax shelters, -
the loss to the Treasury would remain the same.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. Let me ask a question of Mr. Potts.

Let's assume that Congress decides that some limitation on
small-issue IDB’s was necessary. In your opinion, is a State-by-
State cap the best approach? And, if so, how would you design the
cap? If not, what other method of limiting the use of small-issue
IDB'’s would you suggest?

Mr. Porrs. Well, instead of limiting the use I would raise the
limit from $10 million to $15 million, to keep pace with inflation.
You need $15 million today to be where you were in 1968 with the
$5 million limit. So I would favor no further restrictions.

I would favor the expansion of the use of IDB’s, and I think that
" any further restrictions would make the program so burdensome
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and so laden with all kinds of restrictions that it would be practi-
cally unworkable and unusable in the main part.

Senator DURENBERGER. Well, let me ask you a different question,
though we are going to run short of time today.

You have made the argument in your written statement that we
ought to continue the small-issue IDB’s because communities need
to attract businesses that can serve as a magnet for other business-
es. If a community doesn’t have to commit any of its own funds,
how is it that one community attracts a business over another com-
munity? Haven't we just created a situation where all communities
are offering IDB’s, and therefore we have lost the incentives that

were a part of the original rationale?

: Mr. Porrs. Well, most of the communities already make contri-
butions, Mr. Durenberger. They do this in the form of tax conces-
sions of one kind or another, or special help in terms of road access
and things like that. So they are already making contributions.

Now, I think one of the values of the program now is that every
community can use it; it's not something that is used only, let's
say, by Southeastern States or Southern States to attract industry
away from the Midwest. So the program is available to all compa-
nies that want to use it—all States, and all communities.

Senator DURENBERGER. Mr. Wegmiller, is there an end at all to~
tax-exempt bond financing? You are well aware that we are
moving into a new era of prospective pricing and competition and
operating margins for hospitals are going to be key there. Is there
ever a period of time when we are going to be able to phase out
tax-exempt bond financing for hospitals?

Mr. WEGMILLER. I think that the difficulty in ever phasing out
tax-exempt bonding is the difficulty of not-for-profit organizations
to move to another kind of capital access, any one of which is more
than likely going to be more expensive. And as you point out in
1y;our question, we are entering an era of limited resources in

ealth care. Everyone understands that, certainly. The health care
providers at the same time look at a source of capital that is going
to be more expensive. It doesn’t add anything to the quality of
health care, the betterment of the facilities, or more personnel.

It is for the foreseeable future very difficult to envision a time
when tax-exempt financing isn’t going to be needed by not-for-
profit hospitals.

The CHAIRMAN. Senator Long.

Senator LoNG. No questions, Mr. Chairman.

The CHAIRMAN. I have no questions, except to indicate the tax-
exempt bond issuance increased from 30 billion to 85 billion,
almost a threefold increase, from 1975 to 1982. Over that same
period, small-issue IDB'’s increased from 1.3 billion to over 12 bil-
lion, a tenfold increase. Private-purpose bonds generally have in-
creased from 20 percent of the total tax-exempt market to over 50
percent. So I think we need to look at this area, as we are doing in
this area and others.

We have been mandated by the Congress to find $73 billion in
revenue, and we intend to look at evelgnhing. I am not certain
what might be the final outcome of that dead cat they gave us, but
we appreciate your testifying.
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Mr. Porrs. Mr. Chairman, may I give you a figure that is related
to what you have just said?

The Public Securities Association has just released some data on
the first quarter of 1983, and their figures show that the volume of
small issues was 53 percent lower than for the same period in 1982,
Those actual figures are $310 million of small issues in the first
quarter of 1983, as compared to $668 million in the first quarter of
1982. In other words, it would appear that the restrictions enacted
in TEFRA last year are beginning already to take hold. And the
point I made in my testimony was that Congress ought to at least
give those restrictions a year to work their way through the
syit;erré, and then determine whether further restrictions are
ne .

The CHAIRMAN. Thank you very much.

Our next witness will be Senator Durenberger. I might say to the
witnesses, we had a little delay because we had a vote at 10 am.,
s0 we lost about 30 minutes, and we are going to try to finish by
noon or a little after, so we are going to ask all witnesses to sum-
marize their summaries. [Laughter.]

Senator Durenberger.

Senator DURENBERGER. I thank my colleague. I will endeavor to
summarize the summary of my summary, if that is possible, since
all of my colleagues on this committee have a more detailed expla-
nation of a proposal that I put forward relative to the deductibility
of State and local taxes.

As you will recall, Mr. Chairman, last year one of the so-called
reform issues that we considered as we were approaching TEFRA
was the elimination of the deduction for State and local sales and

rsonal property taxes. And I assume that, as we go through this

usiness of exa.mining ‘“who to feed the cat” that you referred to,
there is going to be some serious scrutiny of this issue.

So let me say at the outset, I believe that any assault on the de-
ductibility of State and local taxes solely as a means of raising
more Federal revenue is misdirected and ill advised. This doesn’t
mean, however, that the deduction of State and local taxes should
remain exempt from examination as this committee approaches
genuine tax reform. A

I think there are three basic questions that this committee

should address as it goes about determining the future treatment
of State and local taxes in the Federal tax code. _
- First, ie the deduction of State and local taxes an efficient Feder-
al subsidy for State and local ﬁvernment? In this context, I think
of efficiency as the amount of benefit realized out of the State and
local end, compared to the dollar of revenue lost or expended here
in the Federal end.

Economists have looked at this whole issue, and when they look
at the revenue value to State and local governments, of the Federal
Government giving tax relief to taxpayers through the deductibil-
ity of State and local taxes, they discover that it's a very inefficient
way to subsidize these governments. They estimate—and this is
sort of a consensus estimate—that for every dollar of Federal reve-
nue foregone because of deductibility, State and local governments
receive only about 21 cents in the form of increased revenues over
what they would have realized without deductibility.
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It is further estimated that, if the deduction is not totally elimi-
nated but is limited in a careful manner, for each dollar in deduc-
tions taken away, State and local governments will realize a de-
crease in revenues equal only to about a dime. In each of those
cases, that’s sort of the psychological impact on the taxpayer.

The second question this committee should address is suggested
by the answer to the first: Is it possible to limit the deductibility of
State and local taxes and replace this indirect subsidy with a more
efficient subsidy? And the answer to that, in my opinion, is a re-
sounding yes. The most efficient of all direct Federal assistance to
State and local governments is a program this committee will
reauthorize this afternoon—general revenue sharing.

It is estimated that for every dollar Congress appropriates for
revenue sharing, 99 cents finds its way into the hands of State and
local officials and only 1 cent gets lost to administration.

So, limiting the deductibility of State and local taxes and return-
ing the increased Federal revenues to State governments through a
new State revenue-sharing program would have enormous efficien-
cies. Instead of 10 to 20 cents of every Federal dollar finding its
way back to State and local government, 99 cents on the dollar
would be available. _

This then leads us to our third and final question, and that is:
What?is the best way to limit the deductibility of State and local
taxes?

To answer this, let me begin with the worst possible approach,
and that is selectively repealing the deductibility of a single tax
such as the sales tax.

- Nationwide, in 1980, the sales tax accounted for 16 percent of all
deductions for State and local taxes, but that ranged from less than
1 percent in Oregon, which has almost no qualifying sales tax, to
46 percent in the State of Louisiana. So, if sales tax deductibility
were repealed, the additional Federal revenues would come mainly
from residents of States like Louisiana that relied heavily on the
sales tax as an important revenue source and very little from resi-
dents of States that levied no sales tax.

In addition, the Federal Government, by this kind of selective
action, would be encouraging States to shift reliance off the nonde-
ductible taxes onto other taxes that remain deductible, such as the
real property tax. :

A major issue in designing a limit on deductibility is how much
it will cost State and local governments in lost revenues. By this
standard, selective repeal of the sales tax is also an undesirable ap-
proach. Of the several major approaches I have examined, selective
repeal of the sales tax would produce the largest revenue losses to
State and local governments.

I have looked carefully at possible ways to limit deductibility,
and have come to the conclusion that the best way to treat the four
remaining taxes eligible for deduction—that is, income, sales, real,
and personal property—is to combine them into one 1 and to
place a floor on the total amount that may be deducted. This floor
should be expressed as a fixed percentage of a taxpayer’s adjusted
gross income, to avoid regressivity. Only taxes in excess of the floor
amount would remain eligible for a deduction, while taxes paid up
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to the floor would now be subject to the Federal income tax. This
approach has several desirable attributes:

First, it is clearly not regressive. It does not skew State and local
tax decisions in favor or against any particular tax. It raises rev-
enues more uniformly among all the States, and it produces the
least loss in State and local-owned source revenues.

The Congressional Research Service has estimated that for each
dollar collected by the Federal Government through this limita-
tion, State and local governments would improve tenfold if the dol-
lars raised through this limitation were returned directly through
State revenue sharing.

Mr. Chairman, I would say this is something approaching genu-
ine tax reform. It improves the Federal income tax by broadening
the tax base, it limits the loophole from which only 30 percent of
all Federal tax returns would benefit, and at the same time it does
not neglect the profound policy implications such a change holds.
Most importantly, it does not merely seek increased Federal rev-
enues while hiding behind the rhetoric of tax reform.

Before I submit to your questions, let me introduce Miss Nonna
Noto, who is a senior analyst with the Congressional Research
Services, who, with her colleague Dennis Zimmerman, just com-
pleted a comprehensive report on this question of State and local
tax deductibility for the Governmental Affairs Committee.

I have a written statement that I would like to submit on their
behalf, and she would be available to back me up if you have any
questions.

The CHAIRMAN. Senator Long.

Senator LoNG. No questions.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. No questions, thank you.

The CHAIRMAN. I have no questions at this time. As you know, it
is a matter we looked at last year, and I think we probably chose
the worst option—trying to just repeal or take care of one type of tar.
So this may be a fresh approach.

I am not certain about the revenue implications or the possible re-
gressivity. You have addressed those, I assume, with the floor.

Senator DURENBERGER. Right.

The CHAIRMAN. But it is something we will want to discuss, I
assume, as we get into the nitty-gritty of trying to put the package
together. We thank you for your assistance, too.

enator DURENBERGER. Thank you, Mr. Chairman.

The CHAIRMAN. Now we have a panel consisting of Kenneth
Dickinson, president of Dickinson, Logan, Todd & Barber, on behalf
of the Mortgage Bankers Association of America; Scott Slesinger,
executive vice president, National Apartment Association; and Ste-
phen Smith, executive committee, Coalition for Low and Moderate
Income Housing.

Again, if I could encourage the witnesses to summarize their
statements so we might have time for questions.
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STATEMENT OF KENNETH D. DICKINSON, PRESIDENT, DICKIN-
SON, LOGAN, TODD & BARBER, INC., RALEIGH, N.C., ON BEHALF
OF THE MORTGAGE BANKERS ASSOCIATION OF AMERICA,
WASHINGTON, D.C.

- Mr. DickiNSON. Mr. Chairman, I am Kenneth Dickinson. I am
president of Dickinson, Logan, Todd & Barber, a mortgage banking
firm headquartered in Raleigh, N.C. I am also a past chairman of
the Mortgage Bankers Association of America’s Income Property
Committee. As you are aware, MBA is a trade association of the
Nation’s mortgage banking industry.

The provisions of the Economic Recovery Tax Act of 1981 and
the Tax Equity and Fiscal Responsibility Act of 1982 responded to
high inflation by providing desirable tax treatment to restore the
balance of incentives for long-term real estate investments. MBA
urges this committee to recommend that no changes be made to
those provisions in the Federal income tax law that encourage the
ownership and development of real estate.

The staff of the Federal Reserve Board completed a study in 1981
relative to the problem of capital formation. The Federal Reserve
Board research confirmed that a tax system in effect in 1980 and
1981 favored shorter term over longer term investments. The most
prominent suggestion as to how tax law could be rewritten was the -
Accelerated Cost Recovery System which Congress incorporated
into the Economic Recovery Tax Act of 1981. Expected tax treat-
ment is of primary importance in estimating the profit or loss from
a real estate investment. To the extent that such changes are unfa-
zorlable to real estate, they prevent some new projects from being

uilt.

There has been discussion that the proper period for depreciation
of real estate structures should be 20 years rather than the current
15 years. The difference between a 20-year depreciation period and
a 15-year depreciation period will make some proposed construction
projects uneconomical, of course; but the very changing of the de-
preciation laws so soon after they were established will have a
widespread negative effect. Unless investors can be reasonably cer-
tain that Congress recognizes the importance of a stable invest-
ment environment and does not intend to tinker frequently with
the tax code as it affects real estate, the desirability and necessary
development of real estate structures will not be financed.

The rate of return on multifamily projects is limited because
rent levels are not adequate in the face of expensive debt service
and increasing operating expenses. Current law provides that mul-
tifamily buildings may be depreciated at a rate in excess of straight
line, with more favorable recapture rules than other income prop-
erty. MBA urges that the committee make no recommendations to
weaken these provisions.

MBA supports enactment of S. 137, the Housing Financing Op-
portunity Act of 1983, which would extend the tax-exempt status of
revenue bonds for housing, as long as such bonds are targeted to
the low income, the elderly and handicapped.

Several other provisions of current tax law recognize that, in ad-
dition to shelter, a house or condominium serves as the repository
of the individual savings of many Americans. MBA urges the com-
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mittee to recommend that no changes be made in the tax law to
discourage homeownership. -

We appreciate this opportunity to testify, and we would be happy
to answer any questions.

[The prepared statement follows:]

StATEMENT OF KENNETH D. DICKINSON, PRESIDENT, DICKINSON, LoGaAN, Topp &
BARBER, INC., RALEIGH, N.C., ON BEHALP OF THE MORTGAGE BANKERS ASSOCIATION
OF AMERICA

Mr. Chairman and Members of the Committee, my name is Kenneth D. Dickin-
son. 1 am President of Dickinson, Loian. Todd & Barber, Inc., a mortgage banking
firm headquartered in Raleigh, North Carolina. I am also a t chairman of the
Mortgage Bankers Association of America’s (MBA) Income Property Committee.
MBAL1 is the trade association of the Nation’s moraage banking industry. Accompa-
nying me are Burton C. Wood, MBA's Legislative Counsel, and William E. Cumber-
land, MBA'’s General Counsel.

We appreciate the opportunity to appear before you today to express our views on
those provisions in the Federal income tax law that encourage the ownership and
development of real estate. As has been demonstrated in the past few years, high
inflation rates discourage investment in real estate, which is a relatively lon% term
asset, compared with other types of property, such as equipment. The carefully de-
velo real estate related provisions of the Economic Recovery Tax Act of 1981
(ERTA) and the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) respond-
ed to recent high inflation by providing desirable tax treatment to restore the bal-
ance of incentives for long term real estate investments. MBA believes that the in-
flationary pressures of the past decade are still present and that the real estate re-
lated tax provisions enacted and ratified by Congress in 1981 and 1982 are still ap-
propriate and needed. Therefore, MBA urges this Committee to recommend that no
changes be made, at the present time, to those provisions in the Federal income tax
law that encoura%e the ownership and development of real estate.

The Mortgage Bankers Association of America is a nationwide organization devot-
e’ exclusively to the field of mortgage and real estate finance. MBA’s membership
iv wtgg)rised of mortgage oriiilnators, mortga%le investors, and a variety of industry-
rela firms. Mortgage banking firms, which make up the larfest portion of the
total membership, engage directly in originating, financing, selling, and servicing
real estate investment portfolios.

INFLATION PRESSURES

MBA is deeply concerned and disappointed that the President’s budget for 1984
has failed to produce substantial cuts in the Federal deficit. The huge and unaccep-
table deficits projected for 1984, 1985, and 1986 mean the Government will continue
to absorb increasing amounts of credit that the private sector sorely needs to ensure
economic recovery. :

The devastating effects of the deficits cannot be overemphasized. Protracted defi-
cits will severely inhibit, if not prevent, the economic recovery; threaten to rekindle
rapid inflation; and avate the fears of consumers, lenders, and investors, who
understand too well that the existence of deficits over long periods means that ob-
taining affordale credit will become more difficult, if not outright impossible.

MBA has called upon Congress to attack seriously the problem of too rapid

owth in the Nation's defense expenditures and in entitlement programs, includin

ial Security. Only after everything has been done to curtail the growth in spend-
ing in these areas, should tax increases be considered. By substantially reducing the
Federal deficit over the next several years, Congress can do much to restore confi-
dence that a sustainable noninflationary recovery in the private sector of the
American economy is likely.

' The Mort%aie Bankers Association of America is a Lationwide organization devoted exclu-
sively to the field of mortgage and real estate finance. MBA’s membership comprises mortgage
originators, mortgage investors, and a variety of industry-related firms. Mortgage banking firms,
-which make up the largest portion of the total membership, cngage directly in originating, fi-
nancing, selling, and servicing real estate investment portf'olios. embers include: Mortgage
Bankini{(‘nn;fanies; Mortgage Insurance Companies; Life Insurance Companies; Commercial
Banks; Mutual Savings Banks; Savings and Loan Associations; Mortgage Brokers; Title Compa-
nies; State Housing %encies; Investment Bankers; Real Estate Investment Trusts. MBA head-
quarters is located at 1125 15th Street, N.W., Washington, D.C. 20005; talephone: (202) 861-6500.
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THE IDEAL TAX SYSTEM

An economically sound tax system should be based on two principles. First, such a
system should be neutral, that is, one where the investment decisions made are the
same ones that would occur had there been no tax at all. Under a neutral tax
gystem, the pre-tax return would be independent of the furability of the investment,
and the tax would not alter the mix of investments. Second, a tax system should be
equal, that is, one where the same effective tax rates are levied on all types of
assets.

A perfectly neutral and equal tax is not likely to exist within the U.S. Tax Code.
Most tax changes over the last thirty years have been undertaken to achieve some
policy objectives or to help some specific group. A primary example is the mortgage
interest tax deduction for homeowners. It is not to be expected that the Congress
can or even should pass a perfectly neutral or equal tax law. However, reasonable
standards of tax neutrality are a significant measure of a successful tax law.

EFFECTS OF INFLATION ON REAL ESTATE INVESTMENT

A weakened dollar and a reduced rate of productivity increases in the U.S. econo-
my, during the 1970s, focused public attention to the problem of ca&i,t:l formation in
the United States. As a result, the staff of the Federal Reserve rd (FRB) com-
pleted a study of the problem in 1981. The study reported that, since 1962, the com-
position of investment had shifted away from investment in structures toward in-
vestment in shorter-lived assets, such as equipment. This trend toward shorter-term
investing was compounded by lower rates of capital formation in the United States,
relative to other industrialized countries. The study also found inefficiencies in the
allocation of scarce capital stock in the U.S. economy. In addition, the FRB research
confirmed that the tax system in effect in 1980 and 1981 favored shorter-term over
longer-term investments. These factors resulted in lower rates of capital formation
than would otherwise be the case. Moreover, inflation and the tax laws did not have
the same effects on all types of capital assets. Inflation acted as a tax by reducing
the value of depreciation deductions and by causing taxes to be levied against nomi-

nal rather than real (inflation-adjusted) capital gains. : N

PROVISIONS RELATING TO INCOME-PRODUCING PROPERTY

THE BASIC CHANGE: THE ACCELERATED COST RECOVERY SYSTEM (ACRS)

The conclusion of the 1981 FRB study of capital formation was that the existin
capital stock seriously misallocated. The report suggested a variety of ways in whic
tax law could be rewritten so as to direct the flow of investment more efficiently.
The most grominent among these suggestions was the accelerated Cost Recovery
System (ACRS). Acceleration of the rate at which capital can be depreciated in-
creases the discounted present value of the depreciation deductions to recognize
more accurately the depreciation of capital as a current cost of doing business. Ac-
celerated depreciation mitigates the overall bias of the tax system against business
capital. Additionally, the ACRS is easier to administer than the previous system of
assigning a “useful economic life"’ to hundreds of different kinds of equipment, vehi-
cles, and structures.

The ACRS made dramatic changes in the way assets may be depreciated for tax
purposes. These changes greatly simplified and streamlined the depreciation proc-
ess. The most basic change was the replacement of the useful economic life concept.
In its plase, three basic time periods were set up, one for each category of asset.
Thus, autos and light trucks could be depreciated over three years, equipment over
five years, and structures over fifeen years. Congress incorporated the ACRS in the
Eccnomic Recovery Tax Act of 1981.

The question of whether the new change meets its objectives, and whether, in
doing so, it is reasonably neutral and equal is not yet sub;:ct to an answer. A full
evaluation of the economic effects of ACRS must wait until we have more data on
investment flows and allocation. However, in discussing whether ACRS should be
changed or allowed to remain as it is, some general comments can be made.

Expected tax treatmént is of primary importance in estimating the profit or loss
from a real estate investment, and projects planned since the implementation of
ACRS have relied on these new depreciation rules: In contemplating the public
policy implications of changing ACRS, it must be remembered that the feasibility of
new projects and the market value of existing property will be affected, either favor-
ably or unfavorably, by any major changes in tax treatment. Such changes create
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windfall ;~ins or losses for real estate investors and owners who are providing
rental housing, office, retail, and wholesale space, warehouses, and other facilities
needed by a growing and mobile economy. To the extent that such changes are unfa-
vorable to real estate, they prevent some new projects from being built, and they
inflict losses on project owners who already have commited their funds. The losses
caused by such changes in tax treatment must be passed along to renters and con-
sumers, or are suffered by property owners, depending on market conditions.

Because of the one-to-three year planning and construction period required for
most commercial real estate projects, plans must be based on assumptions about
future market conditions, costs, revenue, and tax treatment. Frequent changes in
tax treatment add to the uncertainty inherent in planning a real estate project, im-
posing a cost that must ultimately be paid through higher rents or reduced equity.
Although tax treatment may n to be changed to reflect public policy decisions, it
should be recognized that changes impose costs on the economy, forcing a realloca-
tion of resources and prices. Too frequent changes can disrupt the market by intro-
ducing an additional element of uncertainty and risk, adding to costs.

There has been some discussion that the proper period for depreciation of real
estate structures under ACRS should be 20 years rather than the current 15 years.
The difference between a 20-year depreciation period and a 15-year depreciation
period will make some proposed construction projects uneconomical, of course, but
the very changing of the depreciation laws, so soon after they were established, will
have a widespread deleterious effect that cannot be measured by analysing a hypo-
thetical real estate project using 20 and 15 year alternatives. Unless investors can
be reasonably certain that Congress recognizes the importance of a stable invest-
ment environment and does not intend to tinker frequently with the tax code as it
affects real estate, the desirable and necessary development of real estate structures
will not be financed.

INDUSTRIAL REVENUE BONDS

Although mortgage bankers participate in financing real estate structures using
industrial revenue bonds, MBA does not support the Federal income tax exemption
for financing private industrial income-producing facilities, except where such fi-
nancing is used to meet city, state, or Federal environmental requirements, or is
used to finance federally or state-assisted multifamily housing that is targeted
toward meeting the needs of the disadvantaged, specifically low income families, the
elderly, and the handicapped.

DEDUCTION OF CONSTRUCTION PERIOD INTERFST AND TAXES

Under current law, interest and taxes paid during the time of construction must
be amortized over ten years rather than allowed to be deducted on a current year
basis. This provision works a hardship on investors, particularly during times of ex-
tremely high interest rates. The construction period expenses for interest and taxes
are a significant element in the cost of a real estate project. The industry guideline
is that construction period interest paid will total roughly the interest rate paid
times one half the cost of the building. Thus, for example, a $20 million structure,
taking two years to construct, with 14 percent construction financing will incur a
construction period interest expense of roughly $1.4 million. Requiring this expense
to be capitalized and recovered over ten years, in inflationary times, means that in-
vestors not only must wait for the tax relief, but also will receive it in dollars that
have less purchasing power than those invested during the construction period.
MBA urges the Committee to recommend that the deduction of construction period
interest and taxes be allowed as an expense in the year they are incurred.

DEDUCTION OF PRE-OPENING EXPENSES

Owners of commercial facilities, and to a lesser extent, multifamily projects incur
expenses prior to the time they are operating as a business. The Internal Revenue
Service, by regulation, has required these expenses to be capitalized rather than de-
ducted as current expenses. Start-up expenses are not acquisition or construction ex-
penditures of the type that are traditionally amortized. They are necessary and ordi-
nary business expenses, even though they are incurred prior to the time the busi-
ness is a formally operating entity. MBA urges the Committee to recommend that
pre-opening business expenses be specifically defined as currently deductible trade
or business expenses.
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INTEREST ON INVESTMENT INDEBTEDNESS

The limitation on deduction of interest on investment indebtedness by individuals
and partnerships in the current law can impede the development of real estate proj-
ects. Successful real estate developments are often highly leveraged. During times of
high inflation, with interest rates at record levels, debt service may exceed income
by a wide margin for the initial years of operation. The cost of the money used to
finance the acquisition of real estaté should be recognized as a necessary and ordi-
nary business exense. MBA urges the Committee to recommend removal of the limit
on the deduction of interest investment expense by individuals and partnerships.

SPECIAL TYPES OF STRUCTURES -

Multifamily.—There are many reasons why, investment in the production of mul-
tifamily housing is increasingly less attraétive, However, the reasons can be
summed up by saying that the rate of return is limited because rent levels are not
adequate in the face of prohibitively expensive debt service and constantly increas-
ing operating expenses. As a result, rental housing is often not a profitable venture
for investors. Without compensating factors, this state of affairs will continue and
we will find ourselves in the midst of an increasingly severe housing shortage, par-
ticularly for low- and moderate-income families. In recognition of the special n

for encouragement of investment in these structures, current law provides that mul-
tifamily buildings may be depreciated at a rate in excess of straight-line, with more
favorable recapture rules than other income property. Also, a sf:ecial five year am-
ortization period is allowed for the rehabilitation of housing for low income families.
MBA urges that the Committee make no recommendations to weaken these provi-
sions.

Historic properties.—In order to encourage the preservation of historic properties,
certain special deductions and credits are allowed for the preservation and rehabili-
tation of structures deemed to be historic. Older cities, especially, can and do benefit
from the tax law treatment available to owners and developers to recycle older, his-
toric properties. MBA urges that the Committee recommend that historic properties
continue to receive special t}‘avorable treatment under the tax law.

MISCELLANEOUS

There are several other provisions in the tax laws that encourage investment in
real estate and that MBA urges the Committee to recommend be retained. Profits in
real estate should continue to be subject to capital gains treatment, and state and
local taxes, including property taxes, should be recognized as ordinary expenses, in
the same manner as these items are treated for other types of investments.

ProvisioNs RELATING To HOMEOWNERSHIP

REVENUE BONDS FOR HOUSING

Another major recent development involving Federal tax laws that affect real
estate ownership and development is the threatened termination of the ability of
states and municipalities to issue revenue bonds for housing.

Mortgage bankers have participated extensively in homeownership programs fi-
nanced with the proceeds of tax-exempt revenue bonds. When properly administered
and properly targeted, revenue bond programs can provide homebuyers with needed
financing and mortgage lenders with a new source of business opportunities, with-
-out infringing upon markets that can be served without government subsidy.

A opposed the use of municipal tax-exempt revenue bonds to fund home own-
ership when such bonds mushroomed in 1978. The-rapid proliferation of these bonds
for home mortgages allowed the substitution of public funds for private funds in the
marketplace. In addition, they were an inefficient way to deliver governmental help
even to those in our society who could not be served adequately by private lenders.
Others, too, saw the danger of the aggarently limitless use of home mortgage reve-
nue bonds, and in the Mo afe Subsidy Bond Tax Act of 1980 (Subtitle A of the
Revenue Adjustments Act of 1980, Title XI of the Omnibus Reconciliation Act of
1980, PL 96-499), Cong;ese provided that the tax-free status of such bonds would
expire at the end of 1983. .

e Mortfage Subsidy Bond Tax Act of 1980 not only established an expiration
date in the future, it imposed other restrictions to be effective until that expiration
date. A statewide ceiling was set on the volume on bond issuances; a one percent
arbitrage limit was imposed; only first-time homebuyers could be finance; and the



- 236

maximum purchase price that could be paid using tax-exempt financing was set at
90 percent of average for the area (110 percent in areas of special need). The practi-
cal result of these interim restrictions was to prevent the issuance of tax-exempt
revenue bonds for housing almost immediately, long before the established Decem-
ber 31, 1983, expiration date.

Recognizing that the restrictions im in 1980 were too tight, Congress includ-
ed provisions in the Tax Equity and Fiscal Responsibility Act (TEFRA) (PL 97-248)
to ease the limits. The arbitrage limit was inc¢reased to 1.25 percent; the first-time
homebuyer rule was given a 10 percent safety-value exclusion; and the sales price
limits were raised from 90 percent to 110 percent of average acquisition cost for the
area (120 pervent in targeted areas).

The experience of bond issuance under these restricitons indicates that, with
limits, revenue bonds for housing can be used successfully. The limits established by
the 1980 Act, as modified by TEFRA, may need further tuning to achieve the. proper
balance between high volume and targetted benefits, but the recent history of the
bonds indicates that their use can be controlled and their implicit Federal subsidy
can be directed to those who cannot be adequately served by the rrivate market.

Reflecting this recent history, MBA no lonﬁr op;’;osee categorically the issuance
of home mortgage revenue bonds. Rather, on May 17, 1983, the Board of Governors
adopted a revised statement of policy on the subject of tax-exempt bonds for hous-
ing, as follows: “MBA supports using municipal tax-exempt bond issues to provide
funds for home mortgages, provided such issues are targeted toward meeting the
needs of the disadvantaged, that is, the low-income, the elderly, and the handi-
capped. Further, such proirams should be simplified and strict standards applied to
make them less costly to homeowners and easier to work with for all t1:»&1-ticipanl:s.
Moreover, If used, such pro?'rams should only be available to housing finance agen-
cies which allow all types of originators and servicers to participate in all their pro-
grams.”

Therefore, MBA s:grorts enactment of S 137, the Housing Financing Opportunity
Act of 1983, introdu bf' Senator William V. Roth, Jr. and many co-sponsors. This
legislative measure simply would delete the tax exemption exiration date from the
Internal Revenue Code by restating Section 103A(b) without the expiration clause. I
would not ratify or otherwise endorse the current purchase price ceilings, nor pre-
clude subsequent fine tuning to target the proceeds from revenue bonds toward en-
couraging homeownership by the disadvantaged, that is, people with relatively low
incomes, or who are elderly or handicapped.

Preliminary findings of a study being conducted by the General Accounting Office
(GAO) raise a question whether revenue bonds for housing are currently restricted
s0 as adequately to target the proceeds to disadvantaged persons. In its April 18,
1988 report, “The Costs and Benefits of Single-Family Mortgage Revenue Bond: Pre-
liminary RePon,” addressed to the chairman of the Senate Finance Committee, the
GAO found “that most subsidized home loans were not made to low- and moderate-
income households in need of assistance, but rather to those who probably could
have purchased homes without assistance.” Whether the final report will reach the
same conclusion remains to be seen, of course, but, if the study does result in evi-
dence that the Federal tax exemption is being used widely for people who are not
low income families, handicapped, or elderly, a careful adjustment of the Federal
law should be made.

In reviewing the final results of the GAO study, observers should be aware that it
was conducted on activity occurring during 1981 and 1982—a period of record in-
creases in home moitgage interest rates and market distortions brought about by
these increases, as vrell as the high rates actually reached. Because of the rapid in-
crease in the cost of financing, the private market was accessible only to a few. Now
that home mortgage interest rates have dropped to more normal levels, the private
market is again serving moderate-income homebuyers. Whether the states generally
will exercise restraint and offer tax-exempt revenue bond assistance only to those
disadvantaged people who cannot be served by the private market may not be an-
swered by the study results alone.

DEDUCTIBILITY OF HOME MORTGAGE INTEREST

Current law allows homeowners to deduct the interest paid on home mortgages,
fully and without direct or indirect limit. MBA believes the tax deductibility of
home mortgage interest is consistent with this Nation's long-standing commitment
to homeownership opportunities for all American families. MBA opposes any re-
strictions upon this deductibility. Such restrictions could increase homeownership
costs at a time when a reduced number of American families can afford to purchase
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a home. Limitations on interest deductibility would also discriminate against cur-
rent homebuyers whose interest expenses, due to the high level of prevailing inter-
est rates, are far higher than those of existing homeowners with mortgage loans
that carry interst rates below current rates.

Additionally, at a time when our Nation's housing finance markets are being in-
creasingly integrated with the Nation's capital markets, homebuyers would be at a
severe disadvantage in the competition of funds of the interest deduction for home
mortgages is singled out for restriction. -

MBA recognizes that the proposals to limit deductibility directly have been put
aside, for a while, in response to the resounding Congressional expression against
them in the previous Congress. But indirect attacks on the full deductibility contin-
ue to surface. Proposals to cap aggregate non-business interest deductions for an in-
dividual, for example, are indirect attacks on the deductibility of home mortgaﬁe
interest. MBA urges the Committee to reject any attack, direct or indirect, on the
full deductibility of home mortgage interest payments.

MISCELLANEOUS -

Several other provisions of current tax law recognize that, in addition to shelter, a
house or condominium serves as the repository of the individual savings of many
Americans. State and local property taxes are deductible as they would be for any
other real estate investment, and a tax must be paid on the profit realized upon the
sale of the house, but the profit tax is tempered by the allowance for an exemption
of $125,000 for persons nearing or reaching retirement age. This recognition that
equity in the home is the foundation of the retirement plan of many older citizens,
coupled with the ability to defer any profit-tax while the house, or a substitute, is
being used for shelter, allows the home to provide a mixed set of benefits, efficiently
and fairly. MBA urges the Committee to recommend that no changes be made in
the tax laws to discourage homeownership.

ENCOURAGING THE AVAILABILITY OF CAPITAL

In a sense the foregoing sections are a discussion of ’lg‘:ovisions that encourage the
direction of capital toward real estate investment. There are several provisions,
which are in the current tax law, or which could be adopted, that can encourage the
availability of capital in the aggregate.

- INCOME EXCLUSIONS

Currently, individuals are allowed to exclude from taxable income a portion of the
dividends and interest they receive each year. Somewhat analogous, corporations
are taxed at a lower rate on the first $100,000 in profiis annually. Each of these
reductions of tax tends to encourage the small, marginul investor to dedicate capital
to investment, rather than to expend funds for consumption. MBA has consistent],
supported responsible efforts to encourage capital formation, and, therefore, MB.
urghee the Committee to recommend that the current income inclusions be expanded
rather than restricted.

QUALIFIED PENSION PLANS AND IRAS

There are a irou of tax law ?rovisions that are slowly becoming of particular
importance to the development of real estate, and show promise of becoming more
important. The ability to defer taxation of current additions to qualified pension
glans and individual retirement accounts (IRAs) has encouraged individuals to save.
ension funds havsvﬁrown geometrically in the past several years, and &very indica-
tion is that the 1 continue to do so in the near future. Historically, pension
funds have not n invested heavily in real estate, but pension funds are increas-
ingly being seen, in the eyes of mortgage bankers and other lenders, as a logical
source of real estate finance because their liability structures are longer-term in
nature, and more closely match mortgage maturities than the liability structures of
. most other investors. For pension funds, the high yields and increasing marketabil-
ity of mortgages should make attractive investments. MBA urges that individual
}on%-sterm saving continue to be encouraged by the tax treatment of retirement
unds.

CAPITAL FOR REAL ESTATE

Several tethnical provisions are directed to those business organizations that
devote capital to reai estate. Depository institutions are allowed to allocate income
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to a bad debt reserve without paying tax on the allocated income. We note that
mortgage bankers are not currently allowed this bad debt reserve treatment.
Historically, mo e bankers sold the mortgages that they originated to long-term
investors, and so did not bear a risk of loss if the debt went bad. However, recently,
mortgage bankers have become issuers of securities backed by mortgages, and, as
such, have begun to realize losses when mortgages are not paid. MBA suggests that
the allowance of a bad debt reserve for mortgage bankers should be considered by
the Committee. ,

In addition to bad debt reserves for depository institutions making real estate fi-
nancing available, Congress allowed the establishment of a special set of accumula-
tors of capital for real estate, the real estate investment trusts (REIT). REITs sur-
vived the economic challenge of the mid-seventies and have proven successful as en-
tities encouraging capital formation. Current law does not allow the REITSs to retain
income and manage a reinvestment program, which leaves them unattractive vehi-
cles for certain types of investors. ucing the percentage of income the REITs
. must distribute on a current year basis would further encourage their ability to at-
tract capital. MBA urges the Committee to recommend that REITs, andother enti-
ties issuing mortgage-backed securities, be allowed to retain and manage a larger
portion of their annual income.

MBA appreciates the opportunity to testify. We would be happy to answer any
questions you may have.

STATEMENT OF SCOTT SLESINGER, EXECUTIVE VICE PRESI-
DENT, NATIONAL APARTMENT ASSOCIATION, WASHINGTON,
D.C.

Mr. SLESINGER. Thank you, Mr. Chairman, and members of the
committee. .

My name is Scott Slesinger. I am executive vice president of the
National Apartment Association, a trade association representing
45,000 owners, developers, and managers of multifamily housing
throughout the country.

Unlike commercial property, residential real estate rental is not
subject to the normal economic rules of price, cost, and supply. In
the commercial market, when supply and demand are in equilibri-
um and costs go up, so do rents. Any cost increases are then passed
on to the buyers of the goods and services of the renter.

Rents, however, in the residential market are determined by
what the renters can afford. Prices cannot go up as high as costs
because, if they did, the renters who could afford these increases
would find it to their economic advantage to become homeowners.
Other tenants would then be forced to find other affordable accom-
-modations, usually overcrowded or substandard housing. Therefore,
without significant tax breaks for investors in rental housing, this
needed commodity will not be provided. That is why we receive and
need additional tax advantages such as the liberalized recapture
and tgne accelerated depreciation so we can attract the needed
capital.

A significant positive change caused by ERTA in 1981 has been
the additional number of sales of rental buildings. These sales that
have come under attack by some people in Treasury are critical for
rental upkeep and rehabilitation. Since rents usually do not pro-
vide investors with sufficient cashflows to pay for major repairs, re-
financing and sales have been the major ways to get the needed fi-
nancing into projects. Before ERTA, lenders and investors had de-
termined that low- and moderate-income projects did not have suf-
ficient income to pay for required operation and long-term mainte-
nance of our older housing stock unless it was located in an area
where conversion was possible. This made the rental stock severely
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illiquid and ‘made financing of needed repairs very difficult. Now
the recapture rules, in tandem with the accelerated schedules for
existing housing, have encouraged sales to take place. When prop-
erties are sold, the new investors have sufficient capital to make
needed improvements in the property, something the former
owners could not afford to do based on the existing rent levels.

Because of this tax treatment of residential real property, we es-
timate that a number of abandoned and lost units will dramatical-
ly decrease this decade. For the first time, the Federal Government
is effectively encouraging the use of our Nation’s existing rental
housing stock.

Any changes in the tax treatment of existing structures would be
most wasteful. Rehabilitation allows us to take advantage of our
existing neighborhoods and schools, utilities, and other established
infrastructure- Any change that would encourage a greater dispos-
able society would be much more costly than the narrow and fairly
small tax expenditure eyed by this committee.

Thank you. I will be glad to answer any questions.

The CHAIRMAN. Thank you, Mr. Slesinger.

[The prepared statement of Scott L. Slesinger follows:]

STATEMENT OF ScorT L. SLESINGER, EXECUTIVE VICE PRESIDENT, NATIONAL
APARTMENT ASSOCIATION

Mr. Chairman and Members of the Finance Committee. My name is Scott Sle-
singer. 1 am Executive Vice President of the National Apartment Association, a
trade association representing 45,000 members and over 2 million multifamily units.
I appreciate the opportunity to speak before this Committee on what is a crucial
issue to our industry, the tax treatment of residential real estate investment. )

Most industrial and developing countries of the world have found that the only
way to provide housing for the majority of their porulation is to build government
housing. The major exception is the United States. In this country, we have all but
%f,ft the housing problem to private enterprise and the tax treatment of residential

ousing.

Since the United-States has taken this approach to housing, we believe that there
is a need to have tax incentives such as accelerated depreciation and modified re-
capture if private investors are to continue to invest in rental housing. Today, non-
leveraged multifamily housing investment, assuming only a 5% vacancy rate, would
have the same rate of return as a U.S. Treasury Certificate. If investors and lenders
are not sufficiently compensated for the substantial risks inherent in multifamily
housing, private investment in rental housing will disaggear. Investors and lenders
want a competitive return with other investments. We believe the Economic Recov-
ery Tax Act of 1981 (ERTA) and the Tax Equali(tly and Fiscal Responsibility Act of
1982 (TEFRA), have left a fairly level playing field for investors.

While rental housing does receive certain tax benefits, the indirect risks of multi-
family investments require the marketplace to pay an incentive to lenders and in-
vestors. These fairly unique “risks” of rental housing include political interference
with the rights of ownership such as rent control, increased difficulties in evicting
tenants, local taxation of properties at commercial instead of residential rates, an
laws inhibiting condominium conversion.

A short review of the recent historical problems of rental housing will highlight
the need for and likely success of the 1981 nomic Recovery Tax Act.

Rental housing did not benefit from the real estate boom of the 70’s. In fact, the
industry was a victim of the inflation of that period. Only today is rental housing
beginning to come out of the recession—of 1974. There are several reasons why the
multifamily housing industry did not keep pace with other segments of the economy
during this time. _

One reason was that the inflation of the seventies forced many middle income
families into higher tax brackets. This bracket creep forced the most economically
secure renters to opt for homeownership in order to take advantage of the tax
breaks given homeowners and the inflation proiection afforded by the appreciation
of ownership housing. This abandonment of reatal housing by the middle class left a



240

rer rental class, one whose incomes failed to rise with inflation. Whereas median
income increased 491 percent for all families from 1950-1979, renters’ incomes in-
creased only 257 percent. For the same period rents increased only 200 percent.

At the same time that inflation and the tax laws were making homeownership
more attractive, tax law changes in 1969 and 1976 were adversely affecting rental
housing investment. According to the HUD study, “Tax Incentives for Rental Hous-
ing”, rents would have had to increase 9.9 percent to offset the reduction in benefits
of those changes.

Despite the short supply of rental housing, rental housing owners were unable to
raise rents at a pace matching the inflation of this period, particularly rising utility
costs. For every year from 1972 until the dramatic drop in inflation last year, rents
failed to increase as much as the CPIL.

This drop in rental value and reluctance of lending institutions to invest in in-
creasingly speculative rental housing, had a disastrous impact on many cities. The
House Committee on Government Operations report entitled “Lowering the Cost of
Rental Housing’’ gave examples of the phenomonen of illiquidity. Because resales .or
refinancing were difficult in many areas and rents and tax write-offs failed to leave
adequate cash flow for operating expenses owners had to forgo repairs. This led to
deterioration and in some cases, abandonment. Only buildings which were suitable
for conversion were kept in usable condition.

Unlike commercial propertly, residential real estate rental is not subject to the
normal economic rules of price, costs and supply. Commercial properties set rents
based on supply, demand and costs. In the commercial market, when supply and
demand are in equilibrium when costs go up, so do rents. Any cost increases are
then passed on to the buyers of the goods and services of the renter.

Rents, however, in the residential market are determined by what the renters can
afford. Prices can not go up as hilgh as costs because if they did, the renters who
could afford these increases would find it to their economic advantage to become
home owners. Other tenants would then be forced to find other affordable accommo-
dations, usually overcrowded or substandard housing. Rents are depressed by the
income of the avialable market. Today, the renter population earns on average only
55 percent as much as the homeowning family. Therefore, without significant tax
breaks for investors in rental housing, this needed commodity will not be provided.
In fact, one major problem is that with all the tax breaks that exist, close to 25
percent of the families cannot afford decent housing without additional government
assistance.

Homeownership is, in a wagé in competition with rental housing. The tax advan-
tage of homeownership must be paralleled by equal advantAfes for renters or inves-
tors in rental housing. We do not oppose the clear federal policy of encouraging
homeownership. However, when the government formulates its taxing or spending-
policies, it must remember the less economically fortunate who are not able to take
advantage of interest and real estate tax deductions, capital gains deferral on sale,
or even single family mortgage bonds. These individuals must rely on rental hous-

ing.

%Vhy do people invest in rental housing today? Most investment services discour-
aged such investments a few years ago. Today, however, investment activity has re-
sumed. Clearly ERTA and lower inflation rates are major reasons. High income in-
vestors invest in rental housing for a combination of tax incentives. These incen-
tives are: accelerated depreciation; modified recapture; and non-recourse financing.
Those alfg‘x;ojecm that receive investor capital are those likely to show a positive cas
flow r three or four years. Interestingly, a major selling point in syndications is
the possibility of a capital gain on the saFe of the property after several years. There
is the hope that sometime in the investment’s life, perhaps 5 to 7 years down the
road, a particular rental buidling will be sold . . . not to another rental investor,
but for conversion to individual home ownership units . . . for a premium which
the marketplace has estimated will increase the building’s worth by 25 percent or
more. :

The tax changes in ERTA—the ending of component depreciation and standardi-
zation of the 15-year accelerated schedule for new and used property, has had a net

itive impact on multi-family housing rehabilitation and construction. Today,

owever, the impact has been muted by the high interest rates during the past two

years. As interest rates decline, we are beginning to see a number of significant and
positive reactions to the 1981 Act. .

A major reaction to ERTA is an increase in the rehabilitation of existing proper-
ties. This is because the 1981 Act made transfers of long-held rental property a more
favorable investment. We believe this increase in rehabilitation is one of the great
unexpected benefits of the 1981 Act. Since rents usually do not provide investors
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with sufficient cash flow to pay for major repairs, refinancing and sales have been
the major way to %et needed financing into projects. The recaﬁture rules, in tandem
with accelerated 15-year depreciation for existing housi:g, ave allowed sales to
take place. New investors have been able to pour needed money into projects to
maintain their value for resale or for conversion. When properties are sold, the new
investors have sufficient capital to make needed improvements in the property,
something the former owner could not afford to do based on the existing rent levels.
Because of the tax treatment of residential real ﬁro rty, we estimate that the
number of abandoned and lost units will dramatically decrease this decade. For the
first time, the Federal Government is effectively encouraging the use of the nation’s
existing rental housing stock—and on a scale that would not be possible through the
appropriations Brocess.

e impact that the 1981 Act will have on our cities has been gravely underesti-
mated. A recent HUD study, “The Federal Tax Incentives and Rental Housing”
merely mentions in 1p.assing the possibility that ERTA might encourage the upkeep
and reha.bilitatic:lx'g the existing housing stock. We are finding that this possibility

ming a reality.

Any changes in tze tax treatment of existing structures, whether cutbacks in re-
capture or lengthening the life of rental property, would be most wasteful. Rehabili-
tation alows us to e advantage of existing neighborhoods and schools, utilities,
roads and other established infrastructure. Any change that would affect this tax
treatment, that would encourage a greater disposable society and would be much
more costly than the narrow—and fairly small tax expenditure eyed by this Com-
mittee.

In certain parts of the country, rental housing construction is on the increase.
However, we must underline that the reason for the upsurge in construction is the
availability of tax-exempt financing. In other words, the 15-year life has not been so
%enerous that it encouraged construction during the years of this last recession. In
act, the growth in new private residential rental starts is merely matching the
upturn of the economy as a whole. Interest rates must still come down further if
conventional financing for new rental housing will be practicable outside a few
select markets in the Sunbelt.- -

A real estate investment, unlike most other types of investments taken by individ-
uals is a long-term one. Most syndications are songularly illiquid~an investor is in
for the long haul. The six month-one year issue-for long term capital gains treat-
ment means nothing to us. However, use real estate is long term, the impor-
tance of a stable tax policy is crucial. The major impacts of 1981 are now just taking
hold. We urge this Committee to retain the present tax treatment of real estate,
especially residential real estate, in order to give the 1981 Act a chance to work in
the economy. We believe such action could have a major positive impact toward the
nation’s goal of decent, sanitary and &ffordable housin?.

This Committee, in its difficult and probably thankless search for more revenues
must remember its dramatic impact on the third of the population that rent. Thank
you for giving me the opportunity to J)resent the views of the National Apartment
}f}ssociatlon to this Committee. I would be pleased to answer any questions you may

ave.

STATEMENT OF STEPHEN B. SMITH, MEMBER, EXECUTIVE CCM-
MITTEE, COALITION FOR LOW- AND MODERATE-INCOME HOUS-
ING, WASHINGTON, D.C.

Mr. SmitH. Mr. Chairman, my name is Stephen Smith. I am
president of The Investment Group, a Washington, D.C., based de-
velopment and real estate syndication firm specializing, among
other things, in low- and moderate-income multifamily housing. I
am here today representing the Coalition for Low- and Moderate-
Income Housing and the National Leased Housing Association. I
am accompanied today by counsel for both of those organizations,
Bruce Lane, with the Washington law firm of Lane & on, P.C.

Let me try to summarize my statement very briefly to leave as
much time as possible for questions, but I would appreciate my full
statex(rllents as well as the exhibits thereto being entered into the
record.

The CHAIRMAN. Without objection that will be done.
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Mr. SmrrH. First of all, despite the reduction over the past sever-
al years in direct subsidies to low- and moderate-income housing,
primarily the section 8 housing program, the need for such housing
in this country has not abated. There still is a serious shortage of
housing affordable by low- and moderate-income people in this
country.

Second, the indirect subsidies provided through the Tax Code are
the only real subsidies left to produce and maintain low- and mod-
erate-income housing in this country. There are simply no other
subsidy dollars available.

The 1981 Tax Act, by increasing tax benefits for various types of
real estate, and in particular eliminating the distinction between
new and existing properties, made it possible, really for the first
time, to deal with some of the problems of existing low- and moder-
ate-income housing projects—problems such as deferred mainte-
nance, repairs, et cetera. We feel strongly that these tax incentives,
with respect to existing properties, existing low- and moderate-
income housing properties, should be maintained. It is simply the
only way today to provide additional investment capital to those .
properties which need it. There are no other subsidies available.

Let me also invite your attention to a recent HUD study pub-
lished in December 1982, entitled “Federal Tax Incentives in
Rental Housing,” which reached two very significant conclusions:

First, the shorter depreciation period contained in the 1981 Tax
Act could result in a longer economic life for rental housing, which
;)lbvigusly is going to increase over the long run the supply of rental

ousing. -

Second, because of the efficiency of the rental housing market,
the increased tax advantages flow through to the tenants in terms
of decreased rents.

Finally, I would like to invite your attention to another analysis
that was made by a member of our coalition, Mr. David Smith,
with the Boston Financial Technology Group, which concludes that
the sale and syndication of existing low- and moderate-income
housing projects made possible bfy the favorable tax provisions of
the 1981 act result in very little if any net reduction in Federal tax
revenues.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

[The prepared statement of Stephen B. Smith follows:]

STATEMENT OF STEPHEN B. SMITH, ON BEHALF OF THE COALITION FOR LOW- AND
MODERATE-INCOME HouUsSING AND THE NATIONAL LEASED HOUSING ASSOCIATION

Mr. Chairman and members of the Committee: My name is Stephen B. Smith. I
am President of The Investment Grouf, a com?any located in Washington, D.C. We
act as developers and syndicators of all types of government assisted low and moder-
ate income housing. I am appearing here today in my capacities as a member of the
Executive Committee of the Coalition for Low and Moderate Income Housing and as
a Director of the National Leased Housing Association. I am accompanied by coun-
ssa]cfor both organizations, Mr. Bruce S. Lane of Lane and Edson, P.C., Washington,

The €oalition for Low and Moderate Income Housing brings together in a single
coalition all associations, trade groups, business organizations, and individuals, as
well as associated professionals, involved in the private financing, production, reha-
bilitation and operation of government assisted low and moderate income multi-
family rental housing. The Coalition works with the Administration, Congress, state
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governments and others in an effort to promote the financing, production, rehabili-
tation and operation through private enterprise of low and moderate income hous-
ing in the most effective ways ible. It is constantly seeking new and better
methods for accomplishing that objective.

The National Leased Housing Association is an organization of approximately 800
members, which represents almost all aspects of the industry associated with the
development, construction, ownership and operation of low and moderate income
multi-family rental housing subsidized through the various federal housing pro-
grams. It consists of builders, developers, management companies, syndicators,
public housing authorities, state housing finance agencies, non-profit organizations
investment banking firms, architects, lawyers, accountants, and virtually every
other profession, occupation and organization involved in this area of business.

Together, the two organziations encompass virtually this entire field of endeavor,
and thus can speak about it with a considerable amoung of confidence and authori-

ty.

My remarks will be brief. It is my understanding that the purpose of the Commit-
tee's inquiry today is to consider the efficacy of the various tax expenditures that
relate to real estate in order to determine whether they should be continued, modi-
fied, or abolished.

As you know, there has been a great shortage of multi-family rental housing for
families and individuals of low and moderate income for many years, and that
shortage continues unabated today. E

Since the enactment of the Housing and Urban Development Act of 1968, Con-
gress has attempted to subsidiZe the production and operation of such housing in a
variety of ways, but all of the subsidies have taken two basic courses: direct subsi-
dies, such as the Section 236 mortgage interest subsidy, and, more recently, the Sec-
tion 8 rental subsidy program; and indirect subsidies, primarily through incentives
contained in the federal income tax law. The tax incentives consist grincipally of
the following: immediate deduction of construction period interest and taxes under
Section 189; Accelerated Cost Recovery—essentially the 200 percent declining bal-
ance method over a 15 year period; and favorable recapture %ovisiona upon ulti-
mate sale or other disposition of the property. In addition, tax incentives have been
directed at the rehabilitation of existing housing for multi-family rental pu 3
principally Section 167(k) of the Code, which allows a 5-year write-off of rehabilita-
tion expenditires up to $20,000 per dwellin?nt;nit, and the 25 percent tax credit pro-
vided for the substantial rehabilitation of historic properties for residential rental

purposes. ‘

During the past two years substantially all of the direct subsidies have been
phased out by the Administration and by Congress. The Section 8 housing program,
which at one time was responsible for the production of many thousands of new
dwelling units per year, is no more, and most other direct subsidy programs foster-
ing new construction have been drastically reduced or elimina as part of the
budget cuts. Accordingly, the only meaningful subsidies remaining are those pro-
vided through the Internal Revenue Code. .

Fortunately, in 1981, at approximately the same time that direct subsidies began
to be ph out, Congress was enhancing the tax incentives, principally through
adoption of the Accelerated Cost Recovery System and the extension of that system
to existing as well as new construction. In doing so, Congress recognized the special
needs of low income housing and provided it with a slightly more favorable accelera-
tion rate (200 percent DDB) than that provided for other real property (175 percent
DDB). Were it not for these actions on the part of Congress, it is highly unlikely
that there would be any production of low and moderate income housing today, and
the existing housing stock would be deteriorating rather than being improved and
recycled. Indeed, it is the recycling of existing housing stock which has done the
most lately to deal with the nation’s housing needs, both low income and conven-
tional. The conversion to housix&g of buildings originally built for another use, such
as warehouses, hospitals and office buildings, and the renovation of existing apart-
ment buildings are creating much of the housing stock of this country today, par-
ticularly in the older states and cities.

Mr. Chairman, my point is a simple one: federal government has basically ceased
the direct subsidy of new construction of low and moderate income housing, and it
is reducing its direct subsidies of existing rental housing. Almest no replacement of
these subsidies is being provided by the states or localities. without the incentives
provided by the tax laws we would not be able to maintain the quality of our exist-
ing low and moderate income housing or create any such new housing.

At this point, Mr. Chairman, I would like to invite your attention to a study com-
pleted just recently, in December, 1982, by the Office of Economic Affairs of the
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House of Policy Development and Research of the Department of Housing and
Urban Development. A copy is attached as Exhibit B to this statement, and I ask
your consent to publish this study in full as an exhibit to my testimony. It is enti-
tled “Federal Tax Incentives and Rental Housing.” This HUD study reaches two
very significant conclusions:

First, it concludes that the changes made by the tax law in 1981, which extend
tax benefits equally to existing and new housing, could ‘“‘result in a reduction of eco-
nomi¢ depreciation and longer economic life for existing rental housing units.
Longer economic life may result in decreases in housing abandonment and demoli-
tion and retention of more older units in the inventory.” (p. iii).

Secondly, it concludes that “most of the benefits of rental specific tax provisions
accrue to rents. Owners of rental property may benefit by themselves in the short
run from a favorable change in rental tax provisions. However, an enhanced rate of
return will attract more investment and lead to lower rents than would be obtained
in the absence of the favorable change.” (p.v.)

lngD's conclusions are further explained by the following excerpt from its study
(p. 67):

“Tax incentives provide benefits to owners and investors of rental housing that
serve to reduce the after-tax costs of providing housing services. Such after-tax cost
reductions, in turn, increase the rate of return on rental housing investment. In-
creased rates of return attract capital to rental housing since investment funds in
general tend to flow to equalize real after-tax, risk adjusted rates of return. An in-
creased flow of investment capital into the rental market leads to an increase in
quantity of housing services. This happens in many ways, such as increases in the
qualify of existing units, new construction or conversion from other land uses. As a ~
result, rents fall as owners attempt to attract prospective tenants.”

Despite the beneficial effects which HUD has concluded have been conferred on
new owners of existing low income rental housing by the 1981 Tax Act, it is some-
times argued that these tax incentives result in a loss of federal revenues. However,
a recent analysis indicates that resyndication of existing apartment buildings to
take advantage of the depreciation provisions of the 1981 Tax Act will have little or
no impact on federal tax revenues. Rather than labor the point, I have attached to
my statement as Exhibit A a copy of an article published on June 6, 1983, by BNA’s
Housing and Development Reporter which summarizes that analysis, prepared by
David A. Smith of Boston Financial Technology Group, Inc., and I ask that that arti-
clebe included as part of my testimony.

In summary, Mr. Chairman, the coalition for Low and Moderate Income and the
National Leased Housing Association believe that the present tax incentives direct-
ed at the production, maintenance and rehabilitation of multi-family rental housing
for families of low and moderate income are vital to that process and, indeed, are
the only such incentives left, now that most direct subsidies have been eliminated.
Moreoever, we agree with HUD that these tax incentives not only do the job, but, in
the long run, the economic benefits of them accrue to the renters, and, as Mr. David
Smith has demonstrated, at little or no cost to the Treasury. Accordingly, we believe
that these tax incentives, as enhanced in 1981, should be left alone by Congress.
- Indeed, there are some clarifications and modifications to the code which, by sepa-
rate letter, we will be happy to suggest to the Committee, and which, if enacted,
would better effectuate Congress’ intent in this area.
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EXHIBIT A

HOUSING & DEVELOPMENT REPORTER
Yolume 11, Number 2 THE BUREAU OF NATIONAL AFFAIRS, INC. June 6, 1983

BUSINESS AND FINANCE

ANALYSIS SHOWS RESYNDICATIONS WiLL
MAVE LITTLE IMPACT ON FEDERAL REVENUES

The resyndication of existing apartment beildings to take
dvantage of the dep provisions of the 1981 tax act
wﬂlhvelltﬁe.:llog’npa«wlmdmm
according (o an ysis by a Boston-based syndicator.

The analysis by Devid A. Smitd of Boston Financial
Technology Group, Inc. shows that hers will be virtually ao
additional pet tax expenditure for a resyndication without
secondary Anancing. Even with secondary financing, the
study says, the cost to the federal government will be
relatively low, compared with alternatives to resyndication.
In addition, Smith says, resyndication provides capital to
upgrade projects and generally brings improved
management.

The model used by Smith in his analysis Is & $00-unit
Section 236 project which went (o final endorsement In 1972,
with ap original cost (debt plus ty) of $17,500 per unit,
and which was resyndicated In January 1984 for values
ranging from $16,250 to $35,000 per unit. Smith used a

a] discount rate of 13 percent in his calculations. He
also Included certaln morttality assumptions on the rate at
which original partners would die, resulting in a step-up in
hnhlndu‘luﬁmolwnumptom'm't

é

Caiculsting Costs’
In computing the net cost to tbe government of s resyndi-
cation, Smith notes, the tax deductions available to the new

$16,250 per unit at the time tion, with mo
4 ing i in valve to $22,500, with
some dary financi to $25,000, with a
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The CHAIRMAN. Senator Long.

Senator LoNnG. No questions.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. None, thank you.

The CHAIRMAN. Senator Chafee. -

Senator CHAFEE. No questions.

The CHAIRMAN. First I would like to indicate that we have been
working for some time in this area, trying to figure out some way
to do a better job and a more efficient job than mortgage subsidy
bonds without trying to restrict the use or issuance of mortgage
subsidy bonds.

I have been working with staff and the joint committee and
others on some new approach. And we are about prepared. I have
been discussing it with various members on both sides of the com-
mittee, and we believe we have an idea that would save between
20- and 40-percent of the cost associated with mortgage bonds and
also make certain that we are providing assistance to low- and
moderate-income housing.

The bill would simply provide a new option for State and local
governments and housing authorities that are now permitted to
issue mortgage bonds. For any given year a State or locality could
elect under this bill not to issue some or all of the mortgage bonds
authorized that year by the Internal Revenue Code. In lieu of
bonds, a State or locality would be permitted to issue mortgage
credit certificates directly to home buyers. The mortgage credit cer-
tificate will enable the home buyer to buy down prevailing mort-
gage market interest rates by claiming a tax credit equal to a spec-
ified percéntage of the interest paid on a home mortgage.

A tax credit program could be designed and implemented on the
State and local level to do virtually everything that is currently
feasible with mortgage subsidy bonds; however, because the tax
credit mechanism is much more efficient than tax-exempt bonds,
this bill can permit a 20-percent increase in the total amount of
subsidy going to home buyers and still provide a savings of between
20 and 40 percent to the Federal Government. It is something I hoped
You might take a look at. It has not yet been introduced, but we are
ooking for comments. It may not be the perfect answer, but it ad-
dresses a concern that has been expressed here this morning.

I think what I may do in the interest of time is to submit the ques-
tions, because there maybe some additional questions that affect
probably each member of the panel, if that is satisfactory— So if I
may do that, I will submit questions to each of the three witnesses,
and perhaps within a week after that maybe we could have some re-
sponse. .

Mr. SmiTH. Very good, Mr. Chairman.

The CHAIRMAN. Then I hope you might take a look at this idea
that we have at least been focusing on now, and I will have the
.ijtaff make available more complete information on that before you

eave.

Thank you very much.

Mr. SmitH. Thank you.
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The CHAIRMAN. Our next panel will be: Paul Huard, vice presi-
dent, Taxation and Fiscal Policy Department, NAM; Charley
Walker, chairman, American Council for Capital Formation; David
Franasiak, manager, Tax Policy Center, U.S. Chamber of Com-
merce; and Norman Ture, chairman of the board, Institute for Re-
search on the Econiomics of Taxation.

You may proceed in any order you wish, but.I assume it will be
in the order your names were called.

STATEMENT OF PAUL R. HUARD, VICE PRESIDENT, TAXATION
AND FISCAL POLICY DEPARTMENT, NATIONAL ASSOCIATION
OF MANUFACTURERS, WASHINGTON, D.C.

Mr. Huarp. Thank you, Mr. Chairman.

My name is Paul Huard. I am vice president for taxation and
fiscal policy of the National Association of Manufacturers. I am
ple to be here this morning to present the association’s views
on the subject of tax expenditures.

NAM views the entire concept of tax expenditures with consider-
able skepticism. I will summarize the arguments against the tax
expenditure concept which are set forth in detail in our written
statement. )

There is considerable dispute over what properly may be charac-
terized as a ‘“‘tax expenditure.” This is because tax expenditures
.are defined, in effect, as “deviations from a normal tax structure,”
and there is no widely accepted agreement as to what such a struc-
ture is. Attempts to define a normal tax structure quickly become
bogged down in both theoretical and practical objections, with the
inevitable outcome being that arbitrary and subjective political de-
cisions must be made in order to determine what is normal. Tax
expenditures, as a result, exist primarily in the eye of the beholder.

clear illustration of this point is that the joint committee’s list-
ing of tax expenditures contains some 17 items not listed as tax ex-

nditures by the administration in Special Analysis G of the
resident’s budget.

Further illustrating the previous point is the fact that certain
items currently classified as tax expenditures such as ACRS, the
investment tax credit, and various R&D tax incentives constitute to
a greater or lesser degree a component of the tax laws of nearl
every major industrialized country, raising the inference that suc
provisions would be more properly considered as being normal
rather than as deviations. 'lg'pically, such provisions serve impor-
tant economic purposes, and their dimunition or repeal would be
seriously damaf'ing to our domestic economy and to our ability to
compete in worldwide markets.

Certain so-called tax expenditures items such as the preferential
treatment of private pension plans involve public policy and plan-
ning decisions of a long-term nature, in this case, extending well
into the next century, and are too important to be subjected to the
vagaries of the annual congressional budgeting process.

e social security system involves the same type of long-term
actuarial, demograf ic, and funding issues as the private retire-
ment system, and 1 doubt that there would be much sentiment in
the Congress with annual tinkering with the social security system
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in the name of deficit reduction. We would suggest the same ra-
tionale applies to the private retirement system.

Similarly, important capital formation incentives such as the ac-
celerated cost recovery system were intended both to replace an in-
ferior and outmoded depreciation system and to provide business
planners with the certainty necessary to make informed decisions
regarding future conduct. Subjecting such provisions to an annual
review and adjustment would be totally destructive to the capital
investment planning process.

Finally, in our view, allegations that tax expenditures are inequi-
tably distributed are not well-founded. In reality, the distribution
of benefits provided by tax expenditures is fairly wide and, viewed
in the proper perspective, tends to often favor lower income rather
than upper income taxpayers.

For all of the foregoing reasons, NAM recommends against the
use of the tax expenditure concept as a device for identifying reve-
nue increases. ile this concept may be a convenient tool for
those seeking reforms congenial to their political views, it should
not be permitted to masquerade as a logical and objective method-
ology for analysis of the Federal tax laws.

Thank you.

The CHAIRMAN. Thank you. ~

[The prepared statement follows:]

STATEMENT OF PAUL R. HUARD, REGARDING TAX EXPENDITURES ON BEHALF OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS

I am Paul R. Huard, Vice President for Taxation and Fiscal Policy of the National
Association of Manufacturers. On behalf of the Association’s 13,000 member firms,
who refresent 85 percent of the nation’s industrial output and 80 percent of its in-
dustrial workforce, I am pleased to be here to present NAM’s position on the subject
of tax expenditures.

1. INTRODUCTION

The concept of tax expenditures is relatively recent. The Treasury first began uti-
lizing the concept in the late 1960s, and it was formally written into the law as part
of the Congressional Budget and Impoundment Control Act of 1974 (P.L. 93-344),
which defines tax expenditures as: “revenue losses attributable to provisions of the
Federal tax laws which allow a special exclusion, exemption, or deduction from
gross income or which provide a special credit, a preferential rate of tax, or a defer-
ral of tax liability.”

For purposes of this definition, the terms ‘“‘special” and “preferential” mean some-
thing which deviates from a normal tax structure. However, the statute offers no
definition of what would be considered “normal” in this regard. .

The annual tax expenditure estimates compiled by the Joint Committee on Tax-
ation include roughly 100 provisions covering sixteen major policy functions, clearly
indicating that the concept of tax expenditures is being applied very broadly. Since
the term has been used so all-inclusively, the estimated revenue losses associated
with tax expenditures are quite large. Using the definitions of the Joint Committee
on Taxation, tax expenditures stand at $295 billion for fiscal zear 1983 and are pro-
jected to rise by 12 percent to 14 percent annually, to $490 billion (in current dol-

ars) by fiscal year 1988. Because of the magnitude of the numbers involved, there -
have been periodic suggestions that the Federal government should adopt an annual
tax ?\xﬁendnture budget, subject to the same procedures as the actual budget.

- N opposes the adoption of a tax expenditure budget, and views the entire con-
cept of tax expenditures with considerable skepticism. Our arguments against the
tax expenditure concept are summarized below and set forth in detail in the balance
of this statement: .

There is considerable dispute over what properly may be characterized as a tax
expenditure. This is because tax expenditures are defined, in effect, as deviations
from a normal tax structure, and there is no widely accepted agreement as to what
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such a structure is. Attempts to define a normal tax structure quickly become
bogged down in both theoretical and practical objections, with the inevitable out-
come being that arbitrary and subjective political decisions must be made in order
to determine what is normal. Tax expenditures, as a result, exist primarily in the
eye of the beholder.

Illustrating the previous point is the fact that certain items currently classified as
tax expenditures constitute a component of the tax laws of every major industrial
country, raising the inference that such provisions would be more properly consid-
ered as being normal. Typically, such provisions serve important economic purposes
and their diminution or repeal would be seriously damaging to our domestic econo-
my and to our ability to compete in worldwide markets.

Certain so-called tax expenditure items, such as the preferential treatment of pri-
vate pension plans, involve public policy and planning decisions of a long-term
nature—in this case extending well into the next century—which are too important
to be subjected to the vagaries of the annual Congressional budgeting process.

Similarly, important capital formation incentives such as the Accelerated Cost Re-
covery System were intended both to replace an inferior and outmoded depreciation
system and to provide business planners with the certainty necessary to make in-
formed decisions regarding future conduct. Subjecting such provisions to annual
review and adjustment would be totally destructive to the capital investment plan-
ning process. .

Allegations that tax expenditures are inequitably distributed are not well-found-
ed. In reality, the distribution of benefits provided by tax expenditures is fairly wide
and, in certain respects, favors lower income rather than upper income taxpayers.

. Any revenue gains which might result from implementation of aformal tax ex-
penditure budget are likely to be far smaller than the magnitudes suggested by the
aggregate revenues associated with tax expenditures. Repeal of some provisions clas-
sified as tax expenditures would in fact probably have a negative feedback effect on
revenue collections.

11. DEFINITION OF TAX EXPENDITURES

Perhaps the greatest difficulty with the tax expenditure concept is the lack of any
general agreement on the meaning of the term “tax expenditure.” While the statu-
tory definition previously quoted might at first blush seem reasonably clear, the use
of the terms ‘“‘special” and “preferential,”—as applied to credits, deductions, exem
tions, exclusions and rates—presupposes the existence of an underlying ‘‘norma
tax structure. Under the tax expenditure concept, all “special” or ‘‘preferential”
provisions are deviations from the ‘“normal” tax structure and, as such, are viewed

’”

—as-being analogous to direct federal expenditures or—to use the more pejorative

term—as subsidies.

The central flaw in the tax expenditure concept is the presupposition that there is
such a thing as a “normal” tax structure which can be defined in terms of firm
conceptual principles. This flaw is amply illustrated by some of the more glaring
inconsistencies in the current listing of tax expenditures:

Rate structure.—Presumably some type of rate structure is part of a normal tax
structure. One would expect, for example, that either a progressive or a flat rate
would be treated as normative. In the case of progressive individual rates, the Joint
Committee on Taxation does not list as a tax expenditure the revenue loss from fail-
. ure to tax individual taxable income at rates less than the top marginal rate (for

individuals) of 50 percent. On the other hand, the Joint Committee does show as a
tax expenditure the revenue loss from taxing the first $100,000 of corporate taxable
income at rates less than the top marginal rate (for corporations) of 46 percent.

The underlying principle would seem to be that progressive rates are normal
when a;y)lied to individuals but abnormal for corporations. A defensible rationale
for this disparate treatment is, however, elusive. It is difficult to see why a sole pro-
prietorship or partnership is not seen as being subsidized by the application of a
progressive rate structure whereas the identical business if incorporated is so
viewed. It seems as good a guess as any to conclude that, whatever the Joint Com-
mittee’s rationale for treating corporate rates below 46 percent as subsidies, it does
not find e:it Politic to carry logical consistency too far where individual taxpayers are
concerned.

! On this particular issue the Administration, which issues its own list of tax expenditures as
Special Analysis G to the President’s annual budget proposal, is consistent in that it treats nei-
ther individual nor corporate rate variations as giving rise to tax expenditurss.
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Double taxation.—Devices intended to avoid double taxation of the same income
are in certain cases treated as part of the normal tax structure, e.g., the foreign tax
credit. On the other hand, the most egregious and blatant example of double tax-
ation is the treatment of corporate income paid out to shareholders, and yet the
minimal attempt to soften this punitive treatment by excluding the first $100 of
dividend income ($200 on a joint return) is classified as a tax expenditure. If any-
thing, logic would suggest that the tax levied on dividends in excess of the annual
exclusion be viewed as a negative tax expenditure, i.e., a departure from the norma-
tive rule which increases rather than decreases the government’s tax receipts. -—

Other examples of inconsistency abound. Indeed, there is not even agreement be-
tween branches of government on what constitutes a normal tax structure: the
Joint Committee lists as tax expenditures some 17 items which the Administration
does not include in its own tax expenditure list (Special Analysis G of the Budget).
The areas of discrepancy include such fundamental issues as whether or not ade-
%l:ate capital recovery is part of the normal structure of business taxation. Unlike
the Administration, the Joint Committee staff persists in showing a portion of accel-
erated depreciation on business property as a tax expenditure, even though it con-
cedes that, due to inflation, even accelerated depreciation will not always provide
taxpayers with deductions whose real value corresponds to the acquisition cost of
the asset being depreciated.

All of this points to the conclusion that the definition of a normal tax structure—
and hence of a tax expenditure—involve a myriad of subjective and arbitrary deci-
sions, frequently of a political nature. Accordingly, any tax expenditure budget will
tend more than anything else to reflect the particular biases and objectives of those
who constructed such budget. While such a budget may be a convenient tool for
those seeking various “reforms,” it should not be permitted to masquerade as a logi-
cal and objective methodology for analyzing the federal tax laws.

111. DISCUSSION OF SELECTED TAX EXPENDITURES

Certain irovisions of the tax laws now categorized as tax expenditures, when
L\Ldged on the basis of tax laws throughout the other industrialized countries, should
viewed as normal and desirable components of the tax structure. These provi-
sions serve valuable economic purposes such as increasing capital formation or stim-
ulating research and development, and in this respect tend to raise the long term
growth rate of the economy. Moreover, repeal or diminution of these provisions, as
miﬁht occur under a formal tax expenditure budget, would reduce capital formation
and would place American industry at a serious competitive disadvantage in rela-
tion to corporations in other major industrial countries. While an overview of the
full range of business-oriented tax expenditures is beyond the scope of this state-
ment, representative examples include accelerated depreciation, the investment tax
credit, and provisions for research and development.

Accelerated Depreciation.—Prior to the enactment of the Accelerated Cost Recov-
ery System (ACRS), depreciation laws in the United States were substantially inferi-
or to corresponding laws in other major industrial countries. Under the prior Asset
Depreciation Range (ADR) system, capital equipment could only be depreciated over
the “‘useful life” of an asset, typically a fairly long period. Furthermore, because de-
preciation was calculated on the basis of the original acquisition cost of the equip-
ment rather than the current cost of replacement, real depreciation costs were seri-
ouslf' understated during the 1970s, resulting in an increase in effective corporate
tax liabilities. .

A comparison of the ACRS depreciation system with depreciation schedules in
other industrial countries reveals that it was ony after the enactment of ACRS in
1981 that American corporations were given comparable depreciation allowances. In
Canada, for instance, 61.7 percent of the cost of a capital asset is recoverable in the
first taxable year, and 108 percent is recoverable by the second taxable year. These
figures take into account the added effect of the Canadian investment tax credit;
otherwise, 50 percent of an asset is de%recinble in the first taxable year, and the
remaining 50 percent in the second taxable year. The United Kingdom has automat-
ic first year exrensing of capital equipment, i.e., assets are completely written off in
the first taxable year. In France, 31.3 percent of asset costs are written off in the
first taxable year, 67.6 percent by the third year, and 94.6 percent by the seventh.
In Italy, 25 percent of asset costs are written off in the first taxable year, 75 percent
by the third and 100 percent by the seventh.

In Sweden, depreciation is at a 30 percent declining balance rate for the first
three years, followed by a 20 percent straight line rate. For certain categories, a spe-
cial 20 percent allowance is granted against local tax obligations. Under this system,
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50 percent of assets are written off in the first year, 85.7 percent in the third year,
and 120 percent by the seventh. Swedish corporations may also allocate up to 50
percent of pre-tax income to a reserve fund for future investment in capital assets;
in this instance, full cost recovery is granted prior to the investment, and qualifying
capital allocations are also eligible for the 20 percent special allowance.

e clear fact is that our depreciation system desperately needed the éorrection
that was accom{)lished by the enactment of ACRS as part of the Economic Recovery
Tax Act of 1981 (ERTA). However, with the alpassa.ge of the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA), ACRS already has been substantially diluted.
To illustrate why NAM opposes any further annual reviews and adjustments to
ACRS, whether under the guise of a tax expenditure budget or otherwise, we offer
the observations set forth below.

Under ERTA, Congress intended to simplify the depreciation or cost recovery pro-
visions of the tax laws, to provide greater certainty for investment decisions and
planning, and to establish new incentives not then present in the tax law for in-
creased investment and economic growth. Prior to ERTA, the effective tax rates on
new investment were 15 percent for equipment and 48 percent for buiidings. After
ERTA and the subsequent TEFRA changes, the effective tax rates are 9 percent for
equipment and 37 percent for buildings. While the g:g in effective rates for these
alternative investments has been somewhat aarrowed, the effective tax rate for
structures is still substantially higher. This marked disincentive for new buildin,
construction has been noted- by the Congressicnal Burlggg Office, by Martin Feld-
stein before he became Chairman of the Cowncil of nomic Advisors, and by
others who have examined this area critically.

The existing ACRS treatment for strucitires should be retained. Changing that
treatment would exacerbate the still existing disincentives in the U.S. tax laws for
structures and would lead to certain cancellation of some planned construction and
deferral of construction starts on other projects. Large building projects require any-
where from two to four years from commencement of the planning process to begin-
ning of construction. Some permit approvals required by federal, state or local gov-
ernmental agencies may further extend this pre-construction f)eriod. Future plan-
ning requires that the ACRS system be a stable and predictable one rather than a
system subject to constant revision as part of the annual Congressional budgeting

process.

Changing ACRS as applied to structures, which is increasingly spoken of as desir-
able by some, would also have the following adverse effects:

It would adversely impact unemployment in the construction industry. Currently,
unemployment in that industry is 22.1 percent. Reduction in that rate requires in-
creased not decreased building construction.

It would have significant adverse impact on industries related to or dependent
upon the construction industry, for example, consumer durables (such as appliances,
furniture, and other household goods), and construction materials (such as steel,
glass and concrete).

It would continue and confirm the investor uncertainty and the disruption of the
investment planning process. Tax provisions relating to real estate have been sig-
nificantly changed in each of the past two major tax bills, and major changes have
been discussed virtually every year in the recent past. Investors are already reluc-
tant to commit capital to such new construction due to uncertainty as to their tax
position and concomitant rates of return. In fact, in some industries the combina-
tion of the TEFRA requirement to capitalize construction {)eriod interest and a pos-
sible extension of the recovery period for structures from 15 to 20 years would com-
pletely offset, and then some, the relative benefits in rate of return accomplished by
the enactment of ACRS in the first place.

Finally, as a general proposition NAM believes that any further change in the
ACRS system—whether for equipment or for structures—would significantly set
back the current and hopeful economic recovery. Congrerss should give the intended
incentives in this area—or more properly stated what is left of them after TEFRA—
a chance to provide the basis for a sustained economic reoovexz.

Investment Tax Credit.—The investment tax credit (ITC) has been amended re-

tedly since its original enactment in 1962. It was not until more than a decade
ater than the 10 percent ITC was made permanent, and in 1982 under TEFRA the
depreciale basis of assets qualifying for the ITC was reduced by one-half the amount
of the credit. While the is also classed as a tax expenditure, comparale provi-
sions exist in othr countries, and its use both here and abroad as an integral cle-
ment of capital recovery systems militates against classifying it as abnormal.

In Canada, investment tax credits of 7 percent, 10 percent and 20 percent are
granted for various classes of machinery and structures. In France, Businesses are
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allowed to deduct 10 percent of qualifying investments from taxable income. In Ger-
many, a variety of investment tax incentive provisions are offered, including 12 per-
cent to 20 percent tax reductions for certain types of investments, cash premiums of
10 percent to 40 percent on othr types of investment, and additional grants of up to
25 percent of investments in given regions. In Italy, a 50 percent reduction in corpo-
rate tax liabilities (from 25 percent to 12.5 percent) is granted for new incorpora-
tions in depressed regions. In Japan, an investment tax credit of 5.5 percent to 7
percent of the acquisition of energy saving capital equipment is allowed, although
the amount of the credit is limited to 20 percent of the corporate tax. -

R&D Tax Provisions.—Several current R&D tax provisions are listed as tax ex-
penditures, including expensing of research expenditures, the incremental credit for
research activities, and suspension of regulations relating to allocation under Sec-
tion 861 of the Treasury Regulations of R&D outlays. However, other countries have
comparable tax provisions, and up to the enactment of the Economic Recovery Tax
Act of 1981, the only major R&D-related provision in the United States consisted of
expensing of research costs, with the result that up to-that time, American R&D
provisions were substantially inferior to those in other countries.

In Canada, expenditures for research are deductible in the first year incurred.
There is also a 50 percent tax credit for incremental research spending in excess of
a three year base period amount. Contributions to scientific establishments are also
tax deductible. In West Germany, R&D tax expenditures are deductible in the year
in which they are incurred. Capital expenditures for research facilities are subject
to accelerated depreciation. The acquisition cost for research conducted by other in-
stitutions is depreciable over the useful life of the asset. There is a 7.5 percent in-
vestment tax credit for capital expenditures used in research. In France, R&D ex-
penditurers.are deductible in the year in which they uvre incurred. C?ital equip-
ment used for research may be depreciated either through straight-line depreciation
(which applies to all other categories of capital assets) or through declining balance
methods. Buildings used for research are eligible for faster write-offs.

In sum, the listing of incentives for capital formation and R&D as tax expendi-
tures is not commensurate with widely accepted practices throughout the industrial
world. Every major industrial country has made extensive use of tax provisions de-
signed to stimulate R&D. These provisions have by and large been successful, and
have assisted in keeping industry throughout the advanced economies on a compa-
rable competitive footing with its competitors. Curtailment of these provisions
would therefore have the effect of placing domestic industry at a comparative disad-
vantage both in domestic and world markets.

Another so-called “tax expenditure” which is of vital concern to industry is the
area of private pension plans. Sound national policy has been developed and fos-
tered over the years to encourage the private sector to provide workers and their
dependents with adequate retirement income. This has been done in many ways, in-
cluding the deferral of taxes on contributions miade to qualified retirement and
profit sharing plans as well as on income earned by plan trusts. [At this point, how-
ever, it is important to stress that we are speaking here of tax deferral, not tax
avoidance. Ultimately today’s worker who is a participant in a pension plan will
pay taxes on the benefits received at retirement.]

e crucial role of private pension plans in retirement income security cannot be
disputed. The recent debate over Social Security demonstrates how vulnerable the
Social Security system is to unanticipated fluctuations in economic conditions and
social and demographic projections. Clearly, Social Security can be expected to play
a diminishing role in total income replacement, particularly for those of the “baby
boom" era who will begin retirinf in the next century. It is private sector initiatives
such as pension plans which will mean the difference between a retiree living rea-
sonably well or living close to the minimum subsistence level.

Congress has long been committed to assuring the security of employee retire-
ment income. This was the goal of the Employee Retirement Income Security Act of
1974 (ERISA) which, among other things, established funding requirements, fidu-
ciary rules, minimum standards on vesting, and plan termination insurance. In the
words of a principal co-sponsor of ERISA, Senator Jacob Javits, in testimony before
the Senate Labor Subcommittee on May 24, 1983: “in my view, the Act was as im-
portant a piece of social legislation as the Social Security Act of the thirties.” Sena-
tor Javits went on to observe that when ERISA was enacted in 1974, approximately
425,000 plans with an estimated $194.6 billion in assets were under ERISA’s juris-
diction. These plans covered about 30 million workers and 7 million beneficiaries. In
eight years, according to Senator Javits, the figures jumped to 745,000 plans with
$€24 billion in assets covering 50 million workers and 10 million beneficiaries.
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Clearly, the Congressional objective of extendini coverage to many workers in tax
qualified retirement programs is being accomplished.

Recentlfr, however, under the pretext of a need to control socalled tax expendi-
tures, ERISA changes have been made and are being proposed with little considera-
tion as to their impact on the private pension system as a whole. NAM feels that
the security of workers’ pensions should not be left to the mercy of the annual
budget ?rocess. Certainly, we do not think that Congress would ever resort, in the
name of the budget process or the fight against deficits, to annual reviews and ad-
justments of the Social Security System. The private retirement system is a neces-
sary and desirable complement to Social Security and likewise is entitled to stable
long-term treatment that employers and employees alike can rely on. .

Although we do not agree that revenue loss numbers are a particularly appropri-
ate basis for establishing and reviewing long term pension policy, it seems inevita-
ble that such numbers will be so used by some. It is therefore imperative that these
calculations be made in the most forthright and accurate manner. In this regard, we
note that the tax expenditure estimate tor private pension plans has without ex(r]a-
nation increased from $27.5 billion in the Administration’s fiscal year 1983 budget
document to $49.7 billion in the fiscal year 1984 budget document. This year-to-year
upward variation of $22.2 billion is at least suggestive of a desire on someone’s part

" to establish private pension as an attractive target for further “reform.” If there is
a different explanation, then it certainly should be given wider publicity than it has
received to date. B

Finally, if tax expenditure numbers are to be used as a basis for judging for any
changes in pension policy, the underlying assumptions for making such calculations
must be more thoroughly examined. Since, unlike many other items on the tax ex-
penditure list, tax expenditures for Erivate pensions really represent taxes deferred
rather than taxes foregone, there should be some recognition given to the present
value of the taxes that will be collected when currently accruing pension benefits
are in pay statuts.

1V. DISTRIBUTION QF TAX EXPENDITURES

One of the major arguments for curtailing or eliminating tax expenditures has to
do with their allegedly inequitable distribution. According to one viewpoint, tax ex-
- fenditures are excessively weighted toward upper income taxpayers, and according-
ly reduce the progressivity of the tax system. The evidence on the distribution of tax
expenditure benefits by income class, however, disputes this contention, and sug-
gests that the distribution of tax expenditure benefits actually covers a wide range
of income classes. Of course, the distribution of benefits by income class depends
laxgely on the particular tax expenditure. The age exemption primarily benefits low
and middle income taxpayers. The distribution of benefits resulting from such provi-
sions as the mortgage interest deduction covers a broad range of income groups, due
to the increase in owner-occupied housing among middle income taxpayers.

A review of the distribution of benefits by income bracket indicates the largest
dollar amount of tax expenditure benefits goes to middle income taxpayers, while
the second largest dollar amount goes to uflper income taxpayers and the lowest
dollar amount to the low income brackets. There are admittedly fewer taxpayers in
the upper income categories, and it is primarily on the basis of per capita analysis
that the distribution of tax expenditure benefits is alleged to be inequitable.

However, when the distribution of benefits is expressed as a percentage of the tax
liabilities of each income bracket, a much different pattern appears. Tax expendi-
tures attributable to the lower income brackets are a verg' high percentage (often
close to or in excess of 100 percent) of the tax liability for that income bracket,
whereas this percentage becomes much more modest as one moves upwards through
the middle and upper income brackets. Thus, while it is true that the absolute
dollar amount of tax expenditures is concentrated in the higher income brackets,
this is merely reflective of the fact that such taxpayers pay the most of the taxes in
the first place. But when tax expenditures by income bracket are viewed as a reduc-
tion of what that bracket’s tax liability would have been without the tax expendi-
:)ure,k t}tase largest percentage reductions in tax liability occur in the lower income

rackets.

V. TAX EXPENDITURE BUDGETS

A major argument against use of a tax expenditure budget is that the revenue
figures associs.ted with tax expenditures are not entirely realistic. These figures are
only valid if the economy behaves a certain way. However, tax policies represent a
major determinant of economic behavior. Therefore, if tax policies are changed, this

24-865 0—83——17
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may induce corresponding changes in the behavior of the economy, which in turn
alter the revenue impact of the tax laws. To put it another way, the revenue figures
associated with tax expenditures do not necessarily represent valid estimates of the
revenue gains that would accrue in the event that ﬁiven tax provisions were modi-
fied or repealed. Instead, it appears probable that elimination of certain provisions
now classed as tax expenditures might have negative feedback on actual revenue,
rather than result in revenue gains.

This seemingly paradoxical conclusion is explained by the fact that tax expendi-
tures have frequently been designed to increase economic activity in certain sectors,
and in this respect repeal of tax expenditures would lead either to decreases in eco-
nomic activity or at best sectoral reallocations of resources. Thus the revenue effects
associated with repeal of certain tax expenditures would probably be negative. Busi-
ness-oriented tax expenditures such as lower rates on the first $100,000 of corporate
income, investment tax credits and accelerated depreciation on capital expenditures
all have the effect of generating greater corporate liquidity and profitability, as well
as higher capital investment. Therefore, rescission of these provisions would effec-
tively translate into decreases in rates of after tax profit and reduced investment
spending. Indirectly, this would tend to lower real growth and employment, leading
to a contraction in federal revenues.

On the individual side, provisions such as reduced tax rates on capital gains and
deferral of capital gains taxes on certain kinds of transactions also have the effect of
stimulating investment, and in this respect their repeal also would be counterpro-
ductive from the standpoint of raising additional revenue.

In other instances, changes in the current system of tax expenditures would lead
to substantial sectoral reallocations in economic activity which would entail serious
adjustment costs in the short term. For instance, repeal or modification of the de-
ductibility of mortgage interest would in the short term lead to decreases in residen-
tial investment, fewer housing starts and higher unemployment in the construction
industry. The long term effects would probably include lower interest rates due to
slower growth but greater liquidity, increased consumer spending on non-durables
and increased reliance on urban rental housing rather than suburban homes. It is
unlikely that revenue gains from these long run effects would outweigh the short
run revenue losses caused by dislocations in the housing industry.

The implication of these examples is that the main effect of major changes in tax
expenditures could be changes in the sectoral distribution of economic activity, with-
out necessarily raising more revenue. On these grounds also, the proposal of a tax
expenditure budget would clearly be counterproductive.

CONCLUSIONS

The entire concept of tax expenditures suffers from the inherent drawback of
being poorly defined. The manner in which the concept has been applied during the .
past few years has been too all-encompassing with the result that it includes any
number of components of the tax system that should not be classed as tax expendi-
tures, i.e., which logically should not be treated as deviations from the normal tax
structure. Instead, many items termed tax expenditures should be regarded as
normal and integral components of the tax structure. Of the major business-oriented
provisions classed as tax expenditures, most have historically had a beneficial eco-
nomical impact. Moreover, these provisions (or comparable provisions) have been
common to the tax codes of all the major industrial countries. Allegations that tax
expenditures are inherently inequitable or are weiﬁhted excessively toward upper
income brackets are difficult to substantiate. Finally, curtailment or rescission of
major provisions of existing laws now categorized as tax expenditures would prob-
ably not enhance Federal revenue, but more likely would have a negative economic
impact and therefore ultimately result in revenue losses. .

'or all of these reasons, N opposes the adoption of a tax expenditure budget.

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

Dr. WaLKER. Thank you very much, Mr. Chairman.

My name is Charls Walker, I am chairman of the American
Council for Capital Formation. -

Mr. Chairman, I would like very much to share my views with
"the committee on what the congressional budget process has done
to the tax writing timetable and procedures in the Congress, and
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on tax actions to meet the 1984 budget resolution. But given the
shortness of time, I must confine my oral remarks to the tax ex-
penditure discussion in my statement.

But on the former, let me simply say that these budget-driven
sprints to enact big annual tax bills in very short periods of time
are not fair to your committee, not fair to taxpayers, and not good
for the economy. As the chairman has been reported to have said,
you do indeed in this instance have a “dead cat” on your hands.

Turning to tax expenditures, my statement can be summarized
as follows: First, the concept of corporate tax expenditures is a
badly-flawed concept as a policy tool. Corporations do not pay
taxes; they are only surrogate tax collectors for the Internal Reve-
nue Service. Taxes levied on corporations are paid by individuals in
their roles as consumers, workers, savers, and investors. This
means that when you raise revenue by reducing a corporate tax ex-
penditure, you really don’t know who pays the tax. And this means
you can’t tell whether it enhances tax equity or not.

For example, avid tax reformers appear to believe that the ulti-
mate in corporate tax equity would be a system under which all
firms and industries were taxed at the same effective tax rate. But
since corporations are only tax collectors, the ultimate impact of
this uniformity might, for the individuals who are really hit, be
very incquitable indeed.

This equity aspect is aside from the policy effect of changing tax
expenditures—for example, the impact on capital formation. I
therefore suggest that you move very carefully in legislating as to
corporate tax expenditures. At the least, your staff should be re-
quired to produce some credible estimates of the ultimate impact of
such changes on the people who reallv pay corporate taxes.

Second, Congress over the years has moved strongly toward
exempting saving and investment income from taxation. For exam-
ple, the investment tax credit, accelerated depreciation, the capital
gains exclusion, Keogh’s, IRA’s, et cetera. Isn’t it time to recognize
what both the publie and Congress seem to want, in the form of a
tax system better suited to promote capital formation, by redefin-
ing the normal tax structure to exclude all saving and investment
income? I submit that this step is fully within the authority of the
tax-writing committees and could be accomplished in one fell
swoop. This would help countercharges that capital formation pro-
visions have been slipped into the law as a benefit for the rich. And
if, as more and more tax experts and public officials are coming to
believe, this nation must sooner or later move toward a broadbased
consumption tax to help fund the Federal Government, this sensi-
ble redefinition of normal tax structure to exclude saving and in-
vestment income could advance the process of deliberation.

Thank you very much. -

The CHAIRMAN. Thank you very much.

[The prepared statement follows:]- :

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

Mr. Chairman and Members of the Committee, my name_is Charls E. Walker. 1
am volunteer Chairman of the American Council for Capital Formation. I appreci-



256

ate the opportunity to present the views of the American Council on the list of Fed-
eral tax expenditures constructed by the staff of the Joint Committee on Taxation.

The American Council for Capital Formation is an association of individuals, busi-
nesses, and associations united in their support of Federal policies to encourage the
productive capital formation needed to sustain economic growth, reduce inflation,
restore productivity gains, and create jobs for an expanding American work force.

Mr. Chairman, the Committee’s hearings on the merits and demerits of the var-
ious ‘‘tax expenditures” are both timely and approgriabe. Opinion is growing that
any reasonable combination of economic growth and likely spending restraint may
not be sufficient to bring the post-1985 Federal deficits down to tolerable levels; as a
result, large tax increases mai\lr well be necessary in the period ahead. Far too often,
members of the public and the press jump to the conclusion that a “tax expendi-
ture” is by definition a “tax loophole” and, with the total ranging into the hundreds
of billions or dollars, that a scaling back of “tax expenditures” is both the simplest
and fairest method of reducing those outyear deficits. It is to be hoped that these
hearings will help dispel that view. R

In addition, these hearings can help assure that Members of Congress slso fully
comprehend all aspects of ‘‘tax expenditure” changes to raise revenues. The power
to tax is indeed the power to destmf'. That power should be wielded carefully, judi-
ciously, and with ample time for all interested parties to make their cases and for
legislators to understand fully just what the economic impacts of their votes are
likely to be. These hearings are therefore most timely in setting the stage for the
tax g;bate in the months ahead.

For any such discussion of ‘“tax expenditures” to serve these important ends, sev-
eral questions must be addressed. Recalling that upwards of two thirds of last year’s
Tax Equity and Responsibility Act hit business corporations, does the concept of
“tax expenditures” for corporations, which do not ultimately bear taxes but pass
them on to others, have the same validity as when applied to individuals? Are all
entries on the "tax expenditure” list prepared by the Joint Committee staff valid
entries; i.e.,, do they fully meet the criteria for tax expenditures as defined in the
Budget Control and Impoundment Act of 1974? Do the public policy goals that justi-
fied the original enactment of important capital formation measures, such as the
zlnvee;ment tax credit, accelerated depreciation, and the capital gains exclusion, still

0 80

My testimony will consist of an attempt to answer these important questions, pri-
mt:inly ‘t":to}:n the standpoint of the capital formation needed to foster productivity
and growth.

CORPOFATE TAX EXPENDITURES: A FAULTY CONCEPT

Seldom has a conference of tax experts been held in recent months without the
corporate income tax coming in for strong indictment as to its appropriateness as a
part of our tax system. Some experts attack double taxation of dividends, decrying
its negative impact on capital formation as well as its unfairness. Some of the more
theoretically oriented critics opine that the corporate tax is extremely distortive to
investment decisions and therefore leads to inefficient allocation of economic re-
sources. Still other more practical minded experts point to the simple and irrefut-
able fact that there is no way on earth that a corporation can be taxed; people can
be taxed, but a corporation, which is simply a legal arrangement for conducting
business, cannot. Since the tax it pays is either passed forward to consumers or
backward to the factors of production, the corporation serves only as a surrogate tax
collector for the Internal Revenue Service. To the extent the corporate tax is passed
forward, it is doubtless regressive; this is because people with low incomes spend a
larier portion of their income on the products of American business than do people
with high incomes, who save more. To the extent the tax is passed backwards, to
labor, take-home paﬁois lower than otherwise and jobs may be lost. To the extent
the corporate tax is borne by the savers and investors who supply badly needed cap-
ital, their return on investment is cut and capital formation impeded.

An individual “tax expenditure” is, on the other hand, easy to identify with re-
spect to primary impact. The interest and property tax deductions directly aid ho-
mebuyers. The medical deduction helps sick people. Charitable contributions, also a
“tax expenditure,”’ are important to taxpayers who support churches, charities and
private schools. And so on.

In contrast, when a corporate ‘“tax expenditure” is eliminated or reduced, the
impact on individuals is impossible to identify grecisely. The increase in the corpo-
rate tax payment is only a first order effect; thereafter, individuals as consumers,
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individuals as workers, and individuals as savers/investors are hit in varying de-
grees, dependin¥ on a variety of factors. .

Why do legislators venture forth into such an uncharted area, enacting tax in-
creases on business that may be regressive, or harmful to capital formation and
jobs? The answer is, in part, political. Just as corporations don’t pay taxes, ple
do; corporations don’t vote, people do. It is no accident that in 1982, an election
year, so much of the legislated tax increase hit directly at curporations, rather than
individuals.

In addition, Congress, the press and the public appear to have implicitly accepted
effective tax rates as the measure of ‘‘tax equity” in the corporate sector. It is
“unfair,” it is argued, for Corporation X to pay an effective tax rate of, say, only 5,
10, or 15 %ercent, whereas Corporation Y and many others pay effective rates that
are much higher.

Effective corporate tax rates are unsatisfactory and misleading indicators of tax
e«suity for two reasons. First, as already noted, the tax rate paid by the corporation
tells us nothing about the relative share of the burden borne by the ultimate tax-
payers—consumers, workers, savers and investors. For example, an increase 'in
taxes on a public utility, where almost all costs are passed forward to consumers,
will doubtless be regressive in impact. This would also be the case with respect to a
t%x.increase on a low-margin, highly competitive retail business such as a grocery
chain.

Last year, in the tax bill, much was made of alleged tax avoidance on the part of
defense contractors. Reform of the so-called ‘“completed contract” method of ac-
counting would, it was argued. strike a blow for tax equity and reform by raising
the effective tax rates paid by those companies. The relevant provisions of the Tax
Code were indeed tightened. But, how much of the impact will fall on the defense
contracting firms, and how much on the Pentagon?

Using effective tax rates as the criterion for tax equity among corporations can
easily lead to bad tax policy because of the apparently simple approach of raising
those rates through some tys)e of minimum income tax for corporations. Not only
does it make little sense to place a minimum tax on an institution that is not truly
a taxpayer, but is in fact a tax collector; the minimum tax itself, if structured as in
the past, can be especially damaging to certain companies and industries.

If any given corporation is paying a low effective tax rate, it is because it takes
advantage of duly authorized credits, deductions, and exclusions. It is these provi-
sions which should be examined as to their contribution to public policy.

This is, of course, what the Committee is doing in these hearings. But let me urge
you to keep constantly in mind what seems to be very clear, namely, that the con-
cept of corporate “tax expenditures” is seriously flawed as an analytical tool for tax
policy. Chanies in those tax provisions can have both short and long-term effects on
individuals that no one can predict. In addition, if the corporate tax is, as more and
more experts agree, a bad tax, then any steps to increase its impact either indirectly
or directly, can be strongly questioned.

VALID ENTRIES ON THE ‘‘TAX EXPENDITURE" LIST

The legislative history of the Budget Act indicates that “tax expenditures” are to
be defined with reference to the ‘“normal” tax structure. Given the importance of
the public and press perception of “tax expenditures” as tax loopholes for rich indi-
viduals and corporations, definition of “normal” tax structure takes on overriding
significance. Considerable disagreement exists among tax experts as to this defini-
tion, and that disagreement has carried over to the annual lists of “tax expendi-
tures” prepared in Congress and in the Executive Branch. For example, the Joint
Committee staff has noted seventeen differences between its list of March 7, 1983,
and Special Analysis G of the President’s 1984 Bu?get.

It is not my purpose today to discuss those specific differences, but instead to raise
a more fundamental question relating to saving and investment “tax expenditures.”
That question is: Has not the time come for viewing the “normal” tax structure as
one that excludes all saving and investment income both on the part of individuals
and corporations? !

This idea is neither new nor radical. Classical economists did not consider income
from saving and investment to be income in a fundamental sense, stressing instead
the eminently sensible idea that income should be viewed in terms of consumption,

1] am using the term ‘“saving and investment income” to refer both to income that is saved,
rather than spent on consumption, and the subsequent income on the investment that saving
makes possible.
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with saving excluded. And the fact is that Congress has in recent years been moving
very much in this direction. Since 1978, tax rates on capital gains have been cut
from a peak of almost 50 percent to 20 percent today. The new Individual Retire-
ment Accounts and more liberal Keogh provisions, vastly popular, permit individ-
uals at least to defer some of the taxes on income that is saved. Beginning in 1985,
taxpayers filing a joint return will be allowed to exclude net interest income up to
$6,000 per year. In addition, the Economic Recovery Tax Act of 1981 (ERTA) pro-
vided for tax-free reinvestment of dividends paid by public utilities up to $1,500 per
year on joint returns.

On the corporate side, the most striking elements of Congress’ concern with over
taxation of saving and investment have involved capital cost very. The invest-
ment tax credit, first enacted at 7 percent in 1962 but twice suspended in the 1960’s,
is now a permanent 10 percent. With the passage of the accelerated cost recovery
system (ACRS) provisions of the Economic Recovery Tax Act of 1981 (ERTA), Con-
gress emphasized its desire to provide additional investment incentives. When the
ITC was coupled with the 10-5-3 depreciation plan, business incgme devoted to the
purchase of new capital assets was, to a considerable extent, ex¢mpt from Federal
taxation. In 1982, in response to critics’ charges that ERTA provided benefits which
exceeded those of expensing, changes were made by ACRS which reduced ERTA’s
cost recovery benefits but left most firms as well off as they would be under expens-
ing. That is to say, the “expensing” of capital investment that many economists now
advocate as a boost to capital formation and productivity growth has in fact been
approximated. T

The case for exempting all individual saving and investment income from tax-
ation and exﬂensing of business capital investment is both simple and logical. It is
based upon the view that in an economy whose health is so dependent on high und
sustained levels of productive investment, it is foolish to tax saving and investment
as heavily as we have in the past. In the case of an individual, over the years we
have—in our “normal” tax structure—taxed income when received, even though
saved, and in addition taxed income that flows from the saving in the form of inter-
est, dividends or capital gains. At the ccgiporate level, the income used to purchase
capital assets has been taxed when earned, and the income generated by the invest-
ment has been taxed again as received.

Congress, in its wisdom and to its great credit, has been moving strongly away
from this anti-investment posture. With the exception of the unfortunate aberration
in TEFRA, which rescinded about half of the capital cost recovery benefits enacted
in 1981, the trend has been steady and significant.

1 submit that the goals of capital formation and productivity growth could be
given a meaningful boost if the tax-writing committees of the Congress gave explicit
recognition to the importance of those goals by shifting the definition of “normal”
tax structure so as to exclude saving and investment income from taxable income.
This would in effect reaffirm the classical view that such receipts are not income in
fundamental sense. It would help counter charges that the special deductions, cred-
its and exclusions for interest, dividends and capital gains are unjustified ‘“‘tax ex-
penditures” that have been slipped into the law as a benefit for the rich.

This step might well serve another important purpose. Even though economic
growth may be strong and slpending restraint firm, the additional tax revenues
needed to bring down Federal deficits after 1985 may still be huge, in the $50 to
$100 billion range. Many tax experts are beginning to doubt that revenues of this
size can be raised through an income tax that is already in serious trouble. The
American middle class, whose political clout is great and whose support is crucial to
the viability of the tax system, is increasingly disenchanted with the income tax
and, it is believed, increasingly attracted to the “‘underground economy.” With in-
dexing of individual income tax rates to begin in 1985, unlegislated tax increases
will come to an end.

Consequently, there is growing support in the academic community and among
tax policy experts and public officials for a shift toward some form of a broad-based
consumption ‘tax. Properly structured, such a tax could provide a politically viable
and economically sturdy {ase for raising revenues to bring down deficits and ade-
quately fund the Federal government in the decades ahead.

Needless to say, any such shift in the Federal tax system will require extensive
and careful debate. But with a growing consensus in favor of consumption-based
taxes, the Congressional tax committees could, almost by a stroke of the pen, ad-
vance the process of deliberation by tightening the definition of “normal” tax struc-
ture so as to exclude all saving and investment income.
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‘“TAX EXPENDITURES'’ AND CAPITAL FORMATION

1 have implicitly answered the question of whether the public policy goals that
originally justified the investment tax credit, accelerated depreciation, and the capi-
tal gains exclusion still do so. The better course of action would be to drop these
items from any and all lists of “tax expenditures” by excluding saving and invest-
ment income from the definition of “normal” tax structure. Failing that, a ringin,
Congressional reaffirmation of these tax provisions as affording strong and vi
support for capital formation is, it seems to me, every much in order. Following en-
actment of the Economic Recovery Tax Act in 1981, few could question the public
and Congressional support for tax policies to promote productive investment. But
when TEFRA rescinded almost one-aalf of the ACRS cuts granted in ERTA, strong
doubts arose. :

In the TEFRA legislative conference last summer, Senate representatives, with
the support of the Administration, attempted to postpone rather than cancel those
ACRS rescissions, but the House conferees refused to agree. With all “tax expendi-
tures”’ under review by this Committee, now is a good time for reaffirming Congres-
sional Su?ort for capital formation. Preferably this could be done by removing
saving and investment income from the definition of the “normal” tax structure.
Alternatively, it can be done by explicitly endorsing saving and investment ‘“tax ex-

nditures” as vital to this country's efforts, now well underway, to establish strong,
asting and non-inflationary economic growth.

STATEMENT OF DAVID E. FRANASIAK, MANAGER, TAX POLICY
CENTER, U.S. CHAMBER OF COMMERCE, WASHINGTON, D.C.

Mr. FraNasiAk. I am Dave Franasiak, manager of the Tax Policy
Center of the U.S. Chamber of Commerce. I am accompanied today
bg' Kenneth Simonson, senior tax economist. We welcome this
chance to present the chamber’s views on tax expenditures, a sub-

-.ject of importance to all of our 213,000 members.

The tern: ‘tax expenditures” has been used since the late 1960’s,
even though users did not agree on which parts of the Tax Code
are tax expenditures. : o

The tax-writing committees have rightly ignored efforts to give
special attention to tax expenditures at the expense of other parts
of the code. Congress has rightly rejected all attempts to make tax

. expenditures automatically subject to budget or sunset mechanisms
or to assign tax expenditures to others’ committees.

The concept of tax expenditures assumes that the Government is
entitled to everyone's income as long as the tax is part of the
normal tax regime. We strongly reject this notion.

The chamber recommends that the Senate Finance Committee

- continue to review all parts of the Tax Code, particularly those pro-
visions which affect the rates of savings and investment. Sole reli-
ance on an arbitrary list of tax expenditures, on the other hand,
will not provide a satisfactory framework for making proper tax
policy choices.

The Tax E(%uity and Fiscal Responsibility Act of 1982 provides an
all too clear illustration of this principle. That tax bill was promot-
ed as a way of closing loopholes and tightening outdated prefer-
ences, but it removed over 70 percent of the tax reductions'granted
to business under the Economic Recovery Tax Act of 1981 and
caused many businesses to cancel investment or pension plans.

We urge you not to raise taxes again this year in the name of
trimming tax expenditures. Indeed, in a topsy-turvy world of tax
expenditures, perception does not comport to reali?'.

or example, it is commonly assumed that ERTA led to an ex-
pansion of tax expenditures and that TEFRA tightened up on
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them. In fact, just the opposite is true. Joint committee data show
that tax expenditures decreased in cost from 1981 to 1982 and in-
creased from 1982 to 1983, following the passage of TEFRA.

Another myth is that Congress created most of these tax expend-
itures in the last several years. Not true. Seventy of the 104 items
on the CBO list are at least 15 years old, and 9 of the 10 largest
were enacted before 1943.

In conclusion, we urge that the committee avoid enacting a
major tax increase this year. To do so would jeopardize the econom-
ic recovery now underway.

These hearings are important but should not provide the sole
basis for committee action with regards to tax increases. We urge
the committee to go beyond the incomplete and static data in the
tax expenditures area and focus on tax policies which will stimu-
late investment, savings, economic growth, and, most importantly,
job creation.

Thank you.

[The prepared statement of David E. Franasiak follows:]

— - STATEMENT FOR THE CHAMBER OF COMMERCE OF THE UNITED STATES, BY DAviD E.
FRANASIAK

I am David E. Franasiak, Manager of the Tax Policy Center of the U.S. Chamber
of Commerce. ] am accompanied by Kenneth D. Simonson, Senior Tax Economist.
We welcome this chance to present the Chamber’s views on ‘“tax expenditures,” a
subject of importance to all of our 213,000 members.

OVERVIEW

The concept of tax expenditures has a long but not a distinguished history. Al-
though the term has been used since the late 19608, users do not agree on which
parts of the tax code are tax expenditures. the tax-writing committees have rightly
ignored efforts to give special attention to tax expenditures at the expense of other
parts of the code. Congress has rejected all attempts to make tax expenditures auto-
matically subject to budget or “sunset” mechanisms, or to assign tax expenditures
to other committees. The concept of tax expenditures assumes that the government
is entitled to everyone’s income, as long as the tax is part of the “normal” tax
re&:i}x;ne. We strongly reject this notion.

e Chamber recommends that the Finance Committee continue to review all
parts of the tax code, particularly those provisions which affect the rates of savings
and investment. Sole reliance on an arbitrary list of tax expenditures, on the other
hqu, will not provide a satisfactory framework for making proper tax policy
choices.

The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) provides an all too
clear illustration of this principle. That bill was promoted as a way of closing loop-
holes and tightening outdated preferences. But it removed over 70 percent of the tax
reductions granted to business under the Economic Recovery Tax Act of 1981
(ERTA) and caused many businesses to cancel investment or pension plans. We urge
you not to raise taxes again this year in the name of trimming tax expenditures.

Calling certain provisions tax expenditures misdirects Congressional attention.
For instance, the tax expenditure for corporate tax rates below th¢ maximum 46
percent rate could be eliminated by lowering the maximum rate to 15 percent (the
current bottom rate), or by raising the lesser rates to 46 percent, or by redefining .
the “normal tax structure”’ to include graduated corporate as well as yersonal tax
rates. Yet these three solutions would have divergent effects on tax receipts and on
the economy. Obviously, the structure of corporate tax rates should be set in the
context of desired tax and economic policy, not for the sake of achieving a certain
level of tax expenditures.

DEFINITIONAL PROBLEMS

Section 3(aX3) of the Congressional Budget and Impoundment Control Act of 1974
defines tax expenditures as “‘those revenue losses attributable to provisions of the
federal tax laws which allow a special exclusion, exemption, or deduction from gross
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income or which provide a special credit, ;é)referential rate of tax, or a deferral of
. tax liability.” These provisions are measu with reference to a “normal tax struc-
ture for indivisuals and corporations.” Although this definition sounds straightfor-
ward, in fact any definition of “normal tax structure” concept is completely arbi-
trary, and even proponents of the tax expenditure concept have disagreed on wheth-
er certain provisions are tax expenditures.

Examples of this arbitrariness abound. Graduated rates for individuals are not a
tax expenditure, but graduated rates for corporations are. Personal exemptions for
taxpayers and dependents are not, but the added exemptions for blind and aged per-
sons are, as in the tax credit for child and dependent care. Other provisions have
been variously classified as tax expenditures or as part of the “normal tax struc-
ture’ from one year to another. .

The latest compilation by the staff of the Joint Committee on Taxation (JCT) in-
cludes 17 items omitted b{l the Administration in Special analysis G of the Budget
and leaves out one item that the Budget includes. Three other items appear under
different budget functions in the two lists. Still other items have different revenue
estimates attached to them, and others are omitted for administrative simplicity
even though the reports agree that conceptually theﬁ' are tax expenditures.

One of the most important differenes between the Administration and Congres-
sional lists this year is that the former treats the accelerated cost recovery system
(ACRS) as part of the normal or reference tax structure, whereas the JCT treats it
as a tax expenditure. We believe that ACRS is a fundamental part of the tax
system. As the JCT pamphlet acknowledges, “Even with accelerated depreciation,
taxpayers will not always receive deductions whose real value corresponds to the
amount they originally faid for the asset.” (JCT, “Estimates of Federal Tax Expend-
itures for. Fiscal years 1983-88,” Joint Committee Print JCS-4-83, March 7, 1983.)
Yet the ground rules for computing tax expenditures do not allow an offset for the
negative tax expenditures taxpayers suffer when they are not allowed full cost re-
covery. Thus, relying on the JCT's estimate of this tax expenditure will lead to over-
statement of the deviation from a normal tax structure. '

MEASUREMENT DIFFICULTIES

Even if it were Kossible to agree on a list of tax expenditures, it would be impossi- -
ble to measure their cost accurately. The cost of a tax expenditure equals the
number of individuals or corporations using the provision times the amount by
which their tax liability is recﬁloced. For many tax expenditures, either the number
of users or the amount of reduction in their tax liability, or both, is unknown. For
instance, municipal bond interest is a tax expenditure because recipients do not
have to report the interest on tax returns. However, data are not available on how
many individuals hold minicipal bonds, how much interest each receives from his or
her noldings, or what tax rate would be applied to those holdings if they were tax-
able. Therefore the estimated size of the tax expenditure for municipal bond inter-
est is grossly imprecise.

The total “cost” of all tax expenditures cannot be found b, addin% up the “cost”
. of each provision. Eliminating one provision, such as the deg'uction or home mort-
gage interest, will cause some taxpayers to switch from itemizing deductions to
using the standard deduction (zero bracket amount), thereby eliminating several
other deductions which are counted as tax expenditures. Moreover, eliminating the
deductibility of mortgage interest would leave many taxpayers less able to afford to
purchase homes, thereby cutting the use of the deduction for property taxes and
several other tax expenditures. Finally, cutting back some provisions may cause tax-
payers to switch to another tax expenditure. For all of these reasons, elimination of
one tax expenditure would decrease the total for all of them or increase total tax
receipts by an amount which differs from the estimated cost of that one provision.

In fact, cutting back on a tax expenditure actually can decrease tax receipts in
some cases. This can occur if the tightened provision raises taxpayers’ effective tax
rates to such a high level that they decide it is not worth investing or engaging in
that activity. In such cases broadening the tax expenditure leads to a rise in rev-
enues. A recent example is the reduction in the maximum tax rate on capital gains
from nearly 50 percent to 28 percent in 1978. In 1979, revenues from capital gains
increased, contrary to official forecasts. The revenue increase occurred because the
rates under prior law had been so high (especially given that these rates applied to
“gains” created solely by inflation) that many taxpayers were discouraged from re-
alizing their gains.

“The idea that tax expenditures can be measured accurately assumes a world of
statics rather than dynamics. It assumes that individuals do not change their behav-
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ior as a result o7 a change in tax rates or tax structures. Such a notion is intellectu-
ally bankrupt. To return to the municipal bond-example, if the tax exemption for
the bonds were repealed, investors would switch to higher-yielding instruments,
driving down the yield on those investments and raising the yield on municipals.
The net revenue effect would almost certainly differ from that predicted by the
static tax expenditure estimate.

TRENDS

It is commonly assumed that tax expenditures are Krowing rapidly, that ERTA
led to an expansion of tax expenditures and that TEFRA tightened up on them. The
data contradict all of these assumptions.
. A comparison of the fiscal 1984 cost for each tax expenditures included in the JCT
lists for 1981-83 shows that more tax expenditures decreased in cost than increased
from 1981 to 1982, after ERTA was enacted. The opposite result occurred from 1982
to 1983, following passage to TEFRA. Moreover, the total cost of all fiscal 1984 tax
expenditures was estimated to have declined by 13 percent from the 1981 estimate
to the 1982 estimate, and to have increased by 7 percent the following year. These
results are shown in the following table.

CHANGE IN ESTIMATED FISCAL 1984 TAX EXPENDITURES, BASED ON 1981, 1982, AND 1983 JCT

ESTIMATES
Number of tax expenditures with u\mln
Change in estimates expend-
e Decrease Increase  No change tures
(percent)
From 1981 to 1982 65 & 12 13
From 1982 to 1983 4] 45 33 7

Looking at the items that have increased is not necessarily a reliable guide to tax
licy. This year, the estimate for net exclusions of pension contributions and earn-
ings showed an enormous increase, yet Congresa drastically tightened up the tax
treatment of pensions last year, causing many employers to terminate their plans.

- INCOME DISTRIBUTION

Another common fallacy is that tax expenditures benefit mainly the rich. In fact,
for four of the five largest tax expenditures (using the latest JCT estimate for fiscal
1984), the benefit goes disproportionately to lower- or middle-income taxpayers, as
the table below shows.

DISTRIBUTION OF TAX EXPENDITURES, FISCAL 1984

et
Tax expenditure m‘"mt) mwl&wm

$50,000
Net exclusion of pension contrbutions $56.6 "
Deductibility of home mortgage interest 219 10
Deductibility of state and loca taxes 218 53
Exclusion of employer medical premiums 23 87
Exclusion of social security benefits. 16.7 92
Total income tax, 1981 292.7 67

Sources: Tax estimated from JCT, March 1983; distribution from Treasury letier to Reuss, Sept. 28, 1982; tolal
mwm%-wamw."mmw Fop. Heay St

In any case, focusing on the percentage of a tax expenditure that goes to a partic-
ular income level can give a misleading impression of the effect that repeal would
have. For instance, 556 percent of the tax expenditure for charitiable deductions goes
to returns with income exceeding $50,000. But if this deduction were eliminated,
charitable giving would drop, and many charitable activities that benefit lower-
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income individuals would suffer. The net effect would undoubtedly be more severe
for those at the lower end than those at the top of the income scale.

PROLIFERATION AND REVIEW

Critics of the tax-writing process often charge that tax expenditures have been
proliferating and, once enacted, are not reviewed. In fact, as a list compiled this
year by the Conf:ssional Budget Office shows, many important tax expenditures
date back to the inning of the individual income tax in 1913 or even before. For
instance, deferral of income of controlled foreign corporations dates from 1909; indi-
vidual interest and property tax deductions date from 1913. Seventy of the 104 items -
on the CBO list are at least 15 years old. Moreover, many of the more recent ones
include “sunset” dates insuring that they will be reviewed and not renewed auto-
matically. In addition, the tax-writing committees regularly review and often amend
many other tax expenditures. Clearly, those provisions that survive are the result of
conscious policy. S—

CONCLUSION

We recommend that the Finance Committee continue its careful review of all
parts of the tax code without creating distortions by arbitrarily labeling certain pro-
visions as tax expenditures that deserve special scrutiny out of context. We also rec-
ommend that the Committee not approve hasty tax increases under the illusion that
it is merely reducing tax expenditures.

STATEMENT OF DR. NORMAN B. TURE, CHAIRMAN OF THE
BOARD, INSTITUTE FOR RESEARCH ON THE ECONOMICS OF
TAXATION, WASHINGTON, D.C.

Dr. Ture. Thank you, Mr. Chairman.

These hearings provide the opportunity for a careful examina-
tion of the usefulness of the tax expenditure concept and of the
meaningfulness of the estimates of tax expenditures.

I believe that the conceft of tax expenditures is at best too am-
biguous to provide a useful guide for selecting tax provisions which
can ?e identified as the equivalent of direct outlays by the Govern- -
ment,

The statutory language requires a definition of taxable income to
provide a standard for determining which tax provisions are “spe-
cial.” The special analysis G language approach depends on a cor-
rect definition of “subsidy” to identify tax provisions which should
be listed as ‘‘tax expenditures’’; but, in lieu of such a definition, it
attempts to distinguish between normal or referenced provisions of
the tax structure and special provisions which are exceptions to

- those referenced provisions.

The joint committee staff report seeks to identify tax expendi-

_ tures as provisions in the law and regulations which provide eco-

nomic incentives or tax relief. To determine whether a tax provi-
sion provides an economic incentive, however, requires a rigorous
delineation of the pertinent tax treatment which neither inhibits
nor artificially encourages the economic activity in question.

The concept of tax neutrality affords a far less ambiguous stand-
ard against which to determine whether any tax provisions conveys
a subsidy or is a tax expenditure. Neutrality means that the tax
does not change relative costs and-prices compared to what they

“would be in the absence of taxes. In this context, the income tax is

fundamentally biased against saving and in favor of consumption,

because it increases the cost of saving relative to consumption.
Neutrality requires either that saving or capital outlays be ex-

cluded from current taxable income, while all of the gross returns
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are included; or, alternatively, that saving be included in current
taxable income while all of the returns are excluded. Using this
standard, many of the items on the tax expenditure list clearly are
misidentified and should be shown as negative tax expenditures, or
negative subsidies. .

Among these I would include the exclusion of pension contribu-
tions and savings, accelerated depreciation, exclusion of 60 percent
of net long-term capital gains, the dividend exclusion, the exclusion
of interest on life insurance savings, and the exclusion of interest
on State and local government bonds...

The measurement of tax expenditures confronts enormous diffi-
.culties. A correct measure of the revenue effect of a tax expendi-
ture is the difference between the amount of the actual tax liabili-
ty and the tax liability which would arise from the composition and
level of economic activity which would prevail in the absence of the
tax expenditure. In lieu of this measure, which is very difficult to
estimate in the present state of the econometric art, we use so-
called “static’’ estimates. These assume no economic effects of the
tax expenditure, and they are therefore almost certainly wrong
and misleading. A

Moving against tax expenditures on an ad hoc basis almost cer-
tainly will result in accentuating the existing income tax bias
against saving and capital formation. If, counter to the require-
ments of economic recovery, revenue raising measures nevertheless
are to be enacted this year, they certainly should not be those
which will add to the cost of saving and investment.

Thank you. -

The CHAIRMAN. Thank you.

[The prepared statement of Norman B. Ture follows:]

STATEMENT OF NORMAN B. TURE, CHAIRMAN, INSTITUTE FOR RESEARCH ON THE
Economics OF TAXATION !

Mr. Chairman, I am happy to have this opportunity to present, at last, my views
on the subject of tax expenditures. My testimony is addressed to the questions of the
validity and usefulness of the concept of tax expenditures and of-the problems that
are posed in trying to measure them. I will attempt to illustrate these conceptual
and measurement problems by reference to several of the frequently cited tax ex-
penditures. )

Let me digress briefly to urge in the strongest possible terms that whatever con-
clusions the Committee may arrive at regarding tax expenditures, they should not
be used as the rationale for net revenue increasing legislation. The iast thing in the
world the U.S. economy needs at this early stage in its recovery is a new layer of
tax burdens. Tax increases should not be on the Congressional agenda until the re-
covery is assured, if not indeed complete, at which time a much less conjectual pro-
jection than those relied on in the past few years of GNP, current service budget
outlays, revenues and deficits will be possible. At that time, if it appears that rev-
enues will continue to lag below expenditures, constructive decisions about the ad-
justments of these budget magnitudes will be possible.

Eliminating or reducing a so-called tax expenditure is a tax increase, no matter
that it is done in the name of tax reform, closing loopholes, or what have you. If
reform is truly the objective rather than raising revenue, then anieprojected reve-
nue gains from eliminating or reducing a tax expenditure should be matched by a
reduction in tax rates on the affected taxpayers.

! The views that are presented here are my own and do not necessarily reflect the views of
the Institute for Research on the Economics of Taxation. The title and the name are used for
identification purposes only.
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DEFINING TAX EXPENDITURES

Section 3 of the Budget Act defines tax expenditures as “revenue losses attributa-
ble to provisions of the Federal tax laws which allow a special exclusion, exemption,
or deduction from gross income or which provide a special credit, a preferential rate
of tax, or a deferral of tax liability.” Upon even a moment’s consideration, it must
be clear that this language finesses the definitional difficulties; it does not resolve
them. In short, the statutory language provides no systematic guidance for identify-
ing which provisions are so “special” as to substitute for expenditure authorization
and appropriation authority, as constrasted with “general provisions” that are
strictly exercises of taxing authority.

Special Analysis G in the Budget of the United States makes a valiant but quite
unsuccessful effort to make the concept of “tax expenditures” less ambiguous. The
Special Analysis G ploy is to make the term ‘“‘tax expenditures” synonymous with
“tax subsidies.” In fact, the subsidy concept would be useful if the word subsidy
were prop:‘!)-tl{y defined as a device which reduces the relative cost of the subsidized
activity, good, or service compared to what its relative cost would be in the absence
of government. Relying on this concetpt would produce quite a different approach to
identifying tax expenditures, many of the provisions on the current list would show
up as negative tax expenditures, as undue tax exactions.

The concept presented by the staff of the Joint Committee on Taxation is some-
what different from that in Special Analysis G but no less ambiguous.

To characterize any given exclusion, exemption, or deduction as “special” or to
conclude that a provision affords a credit that is “special” or a preferential rate of
tax or a deferral of tax, we need to have a definition of the nonspecial. Similarly, to
identify a tax provision as providing economic incentives we need to be able to de-
lineate a provision which neither inhibits nor encourages the affected activity. For
this purpose, we need a rigorous definition of taxable income. It is probably unnec-
essary to point out that there is no consensus concerning the “correct’” concept of
taxable income, no more as a matter of analytical abstraction than as a practical
guide to tax policy. The “correctness” of any definition of taxable income depends
significantly on one’s priorities with respect to tax criteria—equity, neutrality, sim-
plicity, adequacy, etc.—and-on how one delineates the tax base requirements of
each. All of us, of course, %ee that the income tax should be fair; few of us have
ever agreed on the standa of fairness. The equity standard, therefore, has never
afforded a satisfactory guide to defining taxable income, hence to defining provi-
sions of the tax law which may fairly be termed “tax expenditures.”

The neutrality criterion leads to quite a diiferent list of “tax expenditures” from
that supplied in the budget document and changes the sign of many of them. A tax
is neutral only if its imposition does not alter relative costs or prices. On this basis,
any income tax is unneutral because it necessarily increases the cost of undertaking
the activities which generate income subject to tax compared to the cost of all other
activities. Even if one is willing to accept this fundamental unneutrality, one should
at least seek the imposition of the tax in such a way as to alter the costs of the
alternatives confronting taxpayers in the same proportion. It should raise the cost
of saving in the same proportion as the cost of consuming, of working in any partic-
ular job in the same proportion as working in any other, of using one kind of pro-
duction input in the same proportion as any other, etc.

Most of us have come more and more to recognize the desirability and importance
of gearing tax policy more closely to the neutrality criterion than we have in the

t. Past failures to do so have given us a tax system which has year by year

me increasingl);rpunitive of saving and capital formation, of productive, market-
directed personal efforts, of enterprise, risk-taking, innovation—of the kinds of ac-
tivities upon which economic progress and rising living standards depend. Enact-
ment in 1981 of the Economic overy Tax Act reflected a broad-based consensus
that we must move toward a tax system which conforms with the dictates of the
neutrality criterion. Last year's tax legislation was, I believe, an unfortunate re-
treat. One must hope that that mistake will not be repeated this year and that in-
stead we ma{ soon regain the momentum of a neutrality-oriented tax pog:ly.

It is widely recognized that the personal income tax is fundamentally biased
against saving and in favor of consumption, in view of the fact that it levies both on
the amount of current income which is saved and also on the future income pro-
duced by the current saving. Neutrality requires either that saving be excluded
from current taxable income while all of the returns on the saving are includ-
ed or that saving be included in current taxable income while all of the returns are
excluded. These are perfectly equivalent and assure that the tax raises the cost of
saving in the same proportion as it raises the cost of consumption. To the extent,
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and it is substantial, that the present income tax fails to follow either of these alter-
natives, it imposes a negative subsidy on saving. Any provision which abates the tax
on b:q;ing or on the returns on saving should be treated as a reduction in a negative
subsidy.

In tge light of this criterion, consider the designation as a tax expendiure of the
net exclusion of pension contributions and earnings, the largest single tax expendi-
ture in Special Analysis G and in the Joint Committee Staff's listing. Against the
basic test of tax neutrality between saving and consumption, these exclusions should
be seen as major ameliorations of the anti-saving tax bias, of the tax expenditure in
favor of consumption. They have no ‘i)lace in a listing of exceptions from the normal,
if normal is interpreted, as it should be, as leaving the relative costs of saving and
consumption the same as they would be in the absence of the tax.

Just as difficult to justify is the inclusion of “‘accelerated depreciation on equip-
ment’”’ or the depreciation on buildings in excess of straight line in the Joint Com-
mittee staff listing. The neutrality criterion calls for true expensing of the costs of
any and all capital facilities. This means that these costs must be effectively deduct-
ible as they are incurred against all of the taxes which apply to the returns on these
facilities. The Accelerated Cost Recovery System (ACRS) falls short of satisfying
these requirements; ACRS allows capital recovery deductions only beginning in the
taxable year in which the facilities are placed in service which often is several tax-
able years after some of the costs for acquiring the facilities are first incurred. The
ACRS deduction, moreover, are not %enerally allowed against all of the taxes bear-
ing on the income produced by the facilities; if the facility is owned by a corpora-
tion, for example, the ACRS deduction does not offset the individual shareholder’s
tax liability on the dividends he receives, paid out of the income produced by the
facilities. And the deductions may well exceed income and have to be carried for-
ward, so that their present value falls short, possibly substantially g0, of their nomi-
nal value. So-called accelerated depreciation should be seen as a negative tax ex-
penditure insofar as the actual present value of those deductions is less than the
present value of true expensing. -

It has been shown elsewhere ? that a substantial additional deduction or invest-
ment tax credit would have to be added to ACRS deductions to provide equivalence
with the true expensing called for by the neutrality criterion. For this reason, nei-
thex"l aocelexs'ated depreciation nor the investment credit belong on a list of tax ex-
penditures.

ainst the standard of neutrality, any tax on capital gains is a negative tax ex-
penditure; any reduction in that tax should be seen as reducing an extraordinary
tax penalty. A capital gain is the capitalized value of an expected increase in the
income to be produced by the asset; since that income will be taxed as it arises,
taxing the capital gain is taxing the same income flow twice. In the case of corpo-
rate stock, capital gains generally reflect the corporation’s retention of earnings.
Since those earnings have already been taxed to the corporation, taxing gains real-
ized on such stock compounds the multiple taxation of the returns on capital.

These examples of misidentifiction of tax expenditures can be extended far
beyond the limits of the Committee’s time. To cite only a few of the items which
certainly are not tax expenditures in the light of tax neutrality, the $100 dividend
exclusion and the exclusion of interest on life insurance savings surely do not
belong on any tax expenditure list. Nor should the exclusion of interest on any state
or local bond, whether £enerd gt;rpose debt, small issue industrial revenue bonds,
mortjage revenue bonds, etc., treated as tax expenditure unless it could be
showa that the income used to purchase these bonds was itself excluded from the
incorne tax base.

Unfortunately, those compiling tax expenditure lists are uninhibited by any rigor-
ous conceptual requirements. The ambiguity of concept in these lists is revealed by
the facts that the lists change from time to time and that lists offered by different
compilers often differ. The Joint Committee staff compilation includes 17 items
which are not included in Special Analysis G, but no explanation of the reasons for
the differences in listings is provided.

2 Cf. Norman B. True, New Directions for Federal Tax Policy for the 1980’s, American Council
for Captital Formation, Ballinger Publishing Company, Cambridge, MA, forthcoming.

3 Presumably the justification for including these provisions is that they afford capital recov-
ery deductions at a faster rate and in greater amount than so-called “economic depreciation.”
-Economic depreciation is an abstraction which cannot be applied in any real life situation;

’ ’ill':::leed, it ist inherently so ambiguous as to be of little if any use even for abstract analyses. CF.
re, op. cit.
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Some of the items on one or another list elude any justification. The Joint Com-
mittee staff list, for example, includes “Reduced rates on the first $100,000 of corpo-
rate income” as a tax expenditure. There is a wide consensus that the entire corpo-
rate income tax is a negative tax expenditure, one of the principal violations of tax
neutrality, and a major source of distortion in the use of capital and labor produc-
tion resources.-To treat corporate tax rates less than the top marginal rate as a tax
expenditure defies reason. Should one infer that there is some inherent correctness’
in 46 percent as the rate at which income generated in corporate business is correct-
ly taxed? If'so, were prior rates of 48 percent and 52 percent, by any such implied
criterion, negative tax expenditures? What logic dictates that taking only 15 percent
from a company which earns $24,999 is to provide that company a subsidy—the
equivalent of a government expenditure of funds in the form of a $7,750 grant to
that company?

If we can find any such justification, why don’t we include in this list of tax ex-

nditures all bracket rates in the individual income tax less than the present top

percent? But why set 50 percent as the ‘“normal” rate? Why not set 100 percent
as the standard and treat all exactions from taxpayers at lesser rates as the equiva-
lent of the government giving them momz?

The conceptual frailties of tax expenditures argues stronglg against relying on
any listing as departures from “normal,” “standard,” or what have you, stil| less as
the-equivalent of budget outlays. Many of the usually listed items could be justified
as tax subsidies or tax expenditure only if one believes that the “right” tax should
discriminate against saving, in favor of consumption. Others require some as yet un-
available delineation of the ‘“‘right” rate or rates of tax or the “right” timing of tax
liability or the ‘“right”’ taxpaying unit. In short, the usual lists should be regarded
as arbitrary and capricious, at the least, and in large part counter to an emerging
consensus in favor of neutrality as the principal criterion of tax.policy.

MEABURING TAX EXPENDITURES

Even if the imprecision and ambiguities of defining tax expenditures are disre-.
garded, enormous difficulties are confronted in attempting to measure them. Pre-
sumably the amount of any given tax expenditure is the revenue which the govern-
ment doesn’t collect because the specific provision of the law differs from what is
the “correct” or nonspecial treatment. Whereas one can relatively unambiguously
designate a specific amount to be spent on a direct government expenditure, no
comparably unequivocal estimate can be provided for a tax expenditure.

The correct measure of the revenue effect of a tax expenditure is the difference
between the amount of actual tax liability, on the one hand, and the tax liabilit
which would have arisen from the composition and level of economic activity whic
would prevail in the absence of the tax expenditure, on the other. Unless one as-
sumes that taxpayers’ behavior would be identical with and without the tax expend-
iture, the measurement of the tax expenditure requires identifyiniand measuring
the changes in the composition and volume of economic activity which occurred in
response to the tax expenditure and how these changes affected tax liabilities.
While this concept of “feedback” effects has become familiar and widely accepted in
recent years, the limited capacity to measure them in the present state of the econo-
metric art has forced reliance on so-called static or first-level revenue estimates for
measuring tax expenditures. But these static estimates necessarily assume no eco-
nomic effects are produced by the tax expenditure; they are almost certainly, there-
fore, wrong and are highly misleading.

Beyond these fundamental measurement problems, there are substantial me-
chanical difficulties to be confronted in attempting to measure tax expenditures.
For one thing, it is not possible to add all tax expenditures into a meaningful total.
Each tax expenditure provision must be estimated independently to avoid making
the estimates depends on the sequence by which provisions are conceptually elimi-
nated from the Internal Revenue Code in making the estimates. As a result, tax
. expenditures as currently measured are not additive. For example, if two “speical”
exclusions were considered jointly, the elimination of the exclusions together would
push individual tax%g_lyers into higher tax brackets than if each exclusion were con-
sidered separately. The revenue loss (tax expenditure) from the provisions consid-
ered jointly is greater than the sum of the revenue losses from considering them
separately, and there is no clear way to allocate the greater joint total between the
two provisions. The reverse is true for itemized deductions, since considering two or
more in combination would cause more taxpayers to use the zero bracket amount,
or standard deduction (which has not been considered a tax expenditure) than it
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these deductions are considered one at a time. Again, it is not clear how to allocatae
the lower joint total among itemized deductions.

In addition, tax expenditure estimates differ from estimates of the potential reve-
nue gain from repeal in that tax expenditure estimates treat provisions as if they
are permanent features of the Internal Revenue Code, although many are not, and -
because of the timing differences between changes in tax liabilities and changes in
tax receipts. ’

COMPARABILITY OF DIKRECT EXPENDITURES AND TAX EXPENDITURES

The very term “tax expenditures” implies that the foregone revenue is essentially
the same as a direct outlay by the government. As I have noted, it may be possible
to estimate an “expenditure equivalent,” but it will rarely, if ever, be the case that
a tax provision is actually equivalent to an outlay program. Direct outlays by the
government for purchase of goods or services involve a direct preemption of the pro-
duction inputs used to produce the goods or services the government buys. Tax ex-
penditures never involve such a direct impact on the use of production inputs. Tax
expenditures and direct subidies have their effects through changes in relative costs
and prices and the responses to these changes. However, in the case of tax expendi-
tures, the pattern of price changes will be different from those produced by direct
expenditures. Moreovér, the magnitude of the change in the use of production
inputs induced by the “tax expenditure” cannot always be inferred from the
amount of the estimated revenue loss.

CONCLUSION

The preceding discussion of the conceptual and measurement frailties of tax ex-
Penditures argues against treating any listing of these items as an inventory of
‘special tax breaks.” Constructive revision of the tax system cannot proceed on the
basis of eliminating or reducing either the most quantitatively impressive or most
vulnerable provisions on the list. The real and critical deficiences in the existing
income tax system arise from the continuing bias against private sacing and capital
formation, not from the selective amelioration of that bias. A well conceived frontal
attack on the basic sources of that anti-saving bias would lead us to a uniform, ex-
penditure-based, flat-rate tax in which many of the so-called tax expenditures would
simply and automatically disappear. But that is the only constructive route toward
the elimination of these provisions. Indeed, it is the only route toward a correct and -
logical identification of what is and what isn’t a tax expenditure.
oving against the conventionally identified tax expenditures on an ad hoc basis
almost certainly would result in accentuating the existing tax bias against saving
and capital formation. No tax increase, in my judgment, is warranted now. If, not-
withstanding, revenue raising measures are to be enacted this year, they certainly
should not be those which will add to the costs of saving and investment. Special
Analysis G and the Joint Committee staff's listing should not be seen as a potential
agenda ofrevenue raising measures. They are, at best, fiscal curios.

The CHAIRMAN. Senator Long.

Senator Long. Dr. Ture, I think you made a good statement, and
I tend to agree with you about that matter, but I want to ask you
this: You are a witness who, more strongly than anyone I know,
made the case that we ought to have this 8-year tax cut, and that
we were going to have a great stimulation of the economy which
v;as going to bring us additional revenue. Why didn’t it work out
that way

Dr. Ture. Well, if the committee has about another two and a
half hours, I would be happy to summarize-my views on that sub-
ject.

Senator LoNG. Could you summarize the summary of it? Why
didn’t we get the results we were looking for with that tax cut?

Dr. Ture. One, I think that we misapprehended grossly how
“severe the economic problems were that we were in at the begin-
ning of 1981. There was a widespread impression that we were at
the beginning of a strong recovery phase; we were not. We were in
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the .niddle of a recession that began late in 1978, at the very latest
early in 1979, from which there was no significant recovery at all.

I think there was a gross misapprehension; I think I am guilty of
having been a participant in that misapprehension and having
poorly advised the President in that respect.

Second, one of the conditions that we laid out as absolutely es-
sential for the fiscal policy which the President recommended,
working toward promoting economic recovery and long-term eco-
nomic progress, was a quite different approach to monetary policy
from that which we had experienced for several years past. What
we called for was a much more moderate growth in the stock of
money, and above all a much more stable growth in.the stock of
money. We got neither during 1981 or 1982 and so far this year.
Monetary policy has pursued, of course, an enormously rapid ex-
pansion, followed by very stringent slow growth, followed by a re-
surgence of expansion, more slow growth. Nothing that I can think
of is better designed to confuse and to impair the effectiveness of
the operation of our capital markets.

Putting those two conditions together, it seems to me that our
earlier assumptions about how effective the income tax reductions
which we proposed would be in promoting economic recovery were
over-optimistic.

Senator LonG. Could I just ask Dr. Walker to give me his reac-
tion to that same question? .

Dr. WALKER. I would agfee with much of that. I would emphasize
a couple of other points.

The basic estimates that were made on the revenue impact and
the revenue results of the tax cuts were not those given so much
play in the press of the so-called supply-siders—that we were going
to have a gush of revenues.

When you take what was sent up in the Economic Recovery Tax
Act, the combination of spending restraint and tax cuts, 'm not
sure that those revenue estimates were all that much off—given
the length and severity of the recession. ,

As I see the basic failure of policy, I would not put as much on
the monetary side as Dr. Ture does. The basic thrust of Reagano-
mics fiscal policy was to be, over a 5-year period 1981-86, a reduc-
tion in both Federal spending and Federal taxes to about 19 per-“-
cent of GNP. We succeeded on the tax side; we failed miserably on
the spending side. The two got out of whack. That's the basic prob-
lem that has to be be rectified. Still, with inflation coold and recov-
ery gainfifr}g strength, the Reagan economic game plan is beginning
to pay off.

nator LoNG. Thank you.

The CHAIRMAN. Senator Durenberger.

Senator DURENBERGER. No questions.

The CnalrMAN. Senator Chafee.

Senator CHAFEE. We have a problem here. We have been directed
by the vote of the Congress to come up with $72 billion over 3
years. And it is all well and good to say “don’t do this,” and ‘“don’t
do that,” and I would like a little guidance in what we should do.

I missed Dr. Walker’s testimony—I was trying to catch up--but,
as I understood, did you say we should go to a value-added tax?

24-865 0—83——18
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Dr. WaLKER. No, I did not. I said that opinion is growing among
tax experts and public officials that in order to fund the govern-
ment in a viable way, because of the problems with the income tax,
we have to move toward a broadbased consumption tax. A value-
added tax is one approach to a broadbased consumption tax; there
are others.

Senator CHAFEE. You know, we have witnesses come before us—
and I'm not chastising anybody because I'm in no position to do
that—but we have witnesses come before us constantly that point
out the marvelous things that are happening in other countries. It
must be selective testimony; in other words, ““Great things are hap-
pening in Britain as far as what the rate of depreciation is.” Was
that in Mr. Huard’s testimony? Or was it in yours, Mr. Franasiak?

Mr. Franasiak. No, it was in Mr. Huard’s.

Mr. Huarbp. It was in mine, Senator.

Senator CHAFEE. Sweden and Britain and Germany—if that's all
true, why aren’t they doing better? Maybe they have other prob-
lems that off-balance what these wonderful depreciation schedules

0.

Let’s take Britain—that's an easy one to kick around: What do
you say about Britain? N

Mr. Huarp. The thrust of my testimony was to point out not
that various European countries were doing wonderfully relative to
us, but instead related to the concept of what is or is not part of a
normal tax structure. And I was trying to suggest many of the pro-
visions shown by CBO or the Joint Committee on Taxation as ab-
normal deviations from a normal tax structure are in fact in use in
virtually all Western industrialized countries such as Sweden,
Great Britain, and those I enumerated.

1 was just trying to make the point that maybe these things
ought to be considered normal. I wasn’t trying to make the point
that they have worked so wonderfully in these other countries.

Senator CHAFEE. What do you think would haJ)pen if we went to
expensing of all equipment—just dropped all depreciation sched-
ules, let everyone expense or depreciate on the rate they wanted to,
but once they started they had to stick to it?

When I was in law school that was Dean Griswold’s theory—let
everybody do it the way they wanted, but they couldn’t change.
Now, would that just ruin the Treasury?

Mr. Huarp. Well, it would have the argument of eliminating the
argument that ACRS is better than expensing, which might affect
employment and the joint committee staff somewhat. [Laughter.]

I think the biggest problem, obviously, is the transitional problem.

Sena%)r CHAFEE. Do you mean the first year would be devastat-
ing to the—— :

r. HuarDp. That is correct. You need some kind of stretched-out
transitional period. I think there i3 a lot to be said for the expens-
ing concept. I do think that the most difficult problem, indeed the
only one that I see as a fundamental difficulty, is the transition
period. You just can’t widen the gap between the Government's
income and expense that fast, in one year, which is what would
happen with immediate introduction of expensing; you have to
have a phase-in.-And that really is the problem.
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Mr. FRANASIAK. Senator, may I also add that our members, at
least the ones that use ACRS to a great degree, are just simply
strapped in terms of planning and trying to plan several years in
advance as they have to do at some of these very lalf:fe capital proj-
ects. They are trying to figure out what their cashflow is going to
be, what their return on investment is going to be, and the rest.
Changing the tax law every year certainly doesn’t help them any
in this regard. And I would expect that if we change ACRS the
third time, 3 years in a row, we are going to have even more confu-
sion and probably a little bit less investment in that area.

So I would urge that we just leave it where it is for a while and
see how it works. I think that we are going to see a pickup in busi-
ness investment: we have had some. To constantly be changing the
law in this very fundamental way for something that is as impor-
tant as capital expenditures is detrimental to the long-term inter-
ests of economic growth.

Senator CHAFEE. Do you have any suggestions on how we might
pick up $72 billion in 3 years?

Mr. FraNasiak. Well, I think the fundamental point has to be
made. Once again, last year we went through an exercise of in-
creasing taxes. We were going to’ get $3 of spending cuts for every
$1 of tax increase. Many members of the business community sup-
ported that; some did not. We ended up getting substantially less
than that; we ended up getting between 40 and 50 cents——

Senator CHAFEE. I am not trying to cut you off, but could you
direct yourself to that specific question? Where do we get $73 bil-
lion? Is it 72 or 73? What'’s a billion? Make it 72. {Laughter.]

Senator DURENBERGER. You voted for it; you know.

The CHAIRMAN. We didn't vote for it. We don’t know.

Mr. FraNAsIAK. I would think one area to get a bit of revenue is
simply in terms of this economic recovery that we are beginning to
experience. Certainly everybody’s projections are being moved up,
and even the most optimistic optimists are beginning to look at

owth rates which we hadn’t seen in the last several years, the
ast couple of decades.

Senator CHAFEE. You mean the most pessimistic pessimists, I
think, not the optimistic optimists. They’ve thought it was good all:

al({{;ﬁ.
at do you say, Dr. Ture?

Dr. Ture. Your question is a difficult one, sir, because I would
very strongly urge that this is not—contrary to the budget resolu-
tion—the time to raise taxes at all. At the very least, one ought to
wait until the economy’s recovery is substantially completed, or so
solidly in place that there are no remaining doubts about its viril-
ity. There are such doubts today, and I think they are reasonable
ones.

I would suggest that your target year for reconsidering whether
or not there have to be basic adjustments in the budget magni-
tudes, particularly whether or not you have to raise taxes relative
to expenditures, 18 1986. And I wouldn’t lay a hand on it until
then—against all directives to the contrary from other committees
of the Congress.

Senator CHAFEE. Well, it wasn’t other committees; it was the
vote of Congress.
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Dr. Walker.

Dr. WALKER. Could I come in? I agree fully with Dr. Ture that
1986 is the problem period, and we may get a lot more out of eco-
nomic growth than people think. Just by the flick of the hand, in
the last few days, in the forecasts that the administration now has,
according to Dr. Feldstein yesterday, economic growth will prob-
ably reduce the 1984 deficit by $10 to $15 billion. If it's $15 billion,
that’s more than the $12 billion called for in the revenue reconcili-
ation provisions of the fiscal year 1984 budget. So I think we need .
to buy some time here. We could have a very strong, long-lasting
econQmic recovery.

I personally think that the best way to buy time is to hold off
‘any tax increases right now. I think they would be the wrong kind.
I don’t think you would get the spending restraint you need. Tax
increases might be dissipated in more spending so that you don’t
reduce the deficit. )

Senator CHAFEE. Well, I don’t think that’s a fair statement to
make. What are you saying? That if we increase taxes, that the
Congress will gobble it up in spending?

Dr. WALKER. I am saying this, that in 1974 Federal receipts were
$260 billion, with a $5 billion deficit. This year they are expected to
be $600 billion—2% times as much—with a $200 billion deficit, 40
times as much. We have had revenues almost triple, and it hasn’t
caused the deficit to go down. The other way around—if you don’t
have the spending restraint, yes, it will be gobbled up.

I favor a commission approach, Mr. Chairman. I think a blue-
ribbon bipartisan commission like the Social Security Commission
should be éstablished at the end of this year to report back in Jan-
uary 1985 when we have had time to see what we need.

Senator CHAFEE. All right, thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Do you mean you want to replace Congress with
a commission?

Dr. WALKER. No, sir, I want to recommend a commission to the
Congress, like the Social Security Commission, like you were on.

[Laughter.]

The CHalRMAN. Yes, I was on that Commission.

Well, as long as you don’t replace Congress. If you did, we wouldn’t
have anybody to kick around.

{Laughter.]

The CHAIRMAN. The chamber of commerce would be out of busi-
ness.

[Laughter.] -

The CHAIRMAN. We apFreciate your testimony. We are looking at
_ additional areas of tax reform, as we did last year, and we appreciate

the support that we had generally from the business community and
the responsible members of the business community.

But we do have a problem, you know. We can’t take the resolu-
tion that passed lightly—even though I didn't vote for it. I tend to
share the view of all of the witnesses who testified, but our side
didn’t prevail. Now, I guess we don’t go to jail if we don’t raise the
$73 billion. We are supposed to do it by July 22. We have 2 or 3
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weeks yet to work it out, so if anybody in the audience wants to
volunteer a few billion-——

[Laughter.] }

The CHAIRMAN. But no one is going to come here and do that,
and that’s why it is going to be difficult, if in fact it can be done.
We are waiting for some signal from the White House, and the
signal was the President left town, I guess. [Laughter.]

Thank you. _—

Our final panel is Edward Davey, executive direcfor and general
counsel, Association of Private Pension and Welfare Plans; and
Dallas Salisbury, executive director—do you get paid for all of this?
Coming up here?

Mr. SALISBURY. Quite dearly, Mr. Chairman.

The CHAIRMAN. Please summarize your statement if you will.

STATEMENT OF DALLAS L. SALISBURY, EXECUTIVE DIRECTOR,
EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASHINGTON, D.C.

Mr. SALISBURY. Senator, I would be pleased to make it short.
~ The CHAIrRMAN. OK, we'll go with you first, then.

~ Mr. SaLisBURY. Good morning. ’

- Statistics can be used in many ways. For example, discussion of
total employee benefits being 32 to 37 percent of compensation can
create deceptions and historic misperceptions. In 1981 tax-favored

employee benefits, for example, totaled only 8.8 percent of pay. i

Percentage and dollar figures must be considered in context. For
example, Joint Economic Committee studies indicate clearly that
tax incentives for employee benefits are among the most equitable
in the entire tax code with regard to providing benefits across the
income spectrum.

Discussion of tax expenditures as reliable dollar figures as well
can be very misleading. First, the numbers don’t take into account
changes in behavior that always accompany a change in the tax
law(,l thus overstating revenue gains from any change that might be
made.

Second, the computation approach for tax-deferred benefits ig-
nores that taxes not received this year would be received in the
future. It also biases tax expenditure estimates upward by failing
to consider rising earnings of the work force and the fact that the
pension system is not yet anywhere close to maturity.

Third, the numbers are an unreliable policy guide due to unex-
plained significant variations from year tn year, and significant in-
consistencies in calculations for different types of benefits. For ex-
ample, the difference in calculation techniques between employer
pensions and individual retirement accounts.

Fourth, in some cases, the tax expenditure numbers effectively
condemn the employer for responding to Government policy dic-
tates. For example, the Employee Retirement Income Security Act,
in the name of benefit security, required minimum funding stand-
ards. Employers responded and their increased contributions sig-
nificantly increased tax expenditures.

Fifth, the numbers confuse by lumping together private and
public employee pensions These numbers should be separated in -
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assessing any employee benefits policy, and so it should be dictated
that they be calculated with a uniform set of assumptions.

In conclusion, Senator, consideration of the effect of behavioral
changes that might accompany tax law changes, and of the struc-
ture of other tax code provisions that affect the estimates, should
be undertaken seriously.

Consideration of the life cycle structure of earnings, benefit ac-
cruals, and marginal tax rates that provide a radically different
distribution of the tax expenditures than cross-section analysis, is
essential.

Finally, inconsistencies in the actual calculation of these esti-
mates, to say nothing of the significant methodological deficiencies
in the calculation procedure; must be explored.

We are not here today to argue over whether or not there is such
a thing as a tax expenditure. As an analytic approach for the Con-
gress it may well be appropriate. We are suggesting, however, that
the concept needs to be carefully considered and that the numbers
need to be tested thoroughly for their veracity. The Congress needs
a bases of facts on which to base decisions.

The Institute currently has a major study underway looking at
many of these issues, which we will be pleased to share with the
Congress upon its completion.

Thank you.

The CHAIRMAN. Thank you, Mr. Salisbury.

[The prepared statement of Dallas L. Salisbury follows:]

STATEMENT OF DALLAS L. SALISBURY, EXECUTIVE DIRECTOR, AND SYLVESTER J.
ScHIEBER, PH. D., RESEARCH DIRECTOR

INTRODUCTION

Mr. Chairman, it is a pleasure to sappear before you today. I appear in my capac-
ity as Executive Director of the Employee Benefit Research Institute. With me is
Dr. Schieber, EBRI's Research Director. EBRI is a nonprofit, nonpartisan, public
policy research organization founded in 1978. EBRI sponsors research and educa-
tional programs in an effort to provide a sound information basis for policy deci-
sions. EBRI as an institution does not take positions on public policy issues.

We are pleased to address the Committee concerning “tax expenditures,” especial-
ly those pertaining to employee benefits. During the last two years there have been
significant changes in federal tax laws affecting employer sponsored benefit pro-

. grams and individually established retirement programs. The Economic Recov:ry
Tax Act (ERTA) of 1981 expanded the availability of Individual Retirement Ac-
counts (IRAs) to include workers already covered by a pension plan. The Tax Equity
and Fiscal Responsibility Act (TEFRA) of 1982 reduced tax-exempt contribution
limits for many private plans.

These and earlier provisions for the U. S. Tax Code have been the subject of much
discussion and debate in recent years. The dialogue has often centered on the
impact that favorable tax provisions for employee benefits have on federal tax col-
lections. Many believe that these provisions help insure the general public's welfare
during their working lives and help provide income security during retirement.
Others think they are excessive or totally unwarranted.

The discussion of these issues is now taking on a sense of heightened proportions
for two reasons. The first is that the Federal Budget continues to be plagued by un-
precedented deficits, meaning that all tax incentives will be subject to closer scruti-

" ny. The second is that cost of these tax incentives for some categories of employee

benefits have been significantly increased in the 1984 Budget over prior Budget esti-
mates. Virtually no explanation was provided for these precipitously higher esti-
mates.
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CONCEPTUAL BACKGROUND ON TAX EXPENDITURE

As the Budget of the United States Government is prepared each year a set of
‘“tax expenditure” estimates is developed by the Treasury Department and pub-
lished as part of the Budget. The “tax expenditure” concept was first laid out in
1967 by Stanley S. Surrey, the Deputy Assistant Secretary for Tax Policy at Treas-
ury from 1961 to 1969. He stated:

Through deliberate departures from accepted concepts of net income and
through various special exemptions, deductions and credits, our tax system does
operate to affect the private economy in ways that are usually accomplished by
expenditures—in effect to produce an expenditure system described in tax lan-

age.
When Congressional talk and public opinion turn to reduction and control of
Federal expenditures, these tax expenditures are never mentioned. Yet it is
clear that if these amounts were treated as line items on the expenditure side
of the Budget, they would automatically come under close scrutiny of the Con-
gress and the Budget Bureau.!

The Congressional Budget Act of 1974 (Public Law 93-344) formally institutional-
ized “tax expenditures” as Part of the regular budget document. The act defined tax
expenditures as “revenue losses attributable to provisions of the Federal tax laws
which allow a special exclusion, exemption, or deduction from gross income or
which v&trovide a special credit, a preferential rate of tax, or a deferral of tax liabili-
ty.”* Within this context, tax expenditures are defined as “‘exceptions to the normal
structure” of individual and corporate tax rates.

A problem with the concept of tax expenditures is that the tax code does not in-
clude a definition of the “normal structure” of the tax system. As the 1983 Budget
points out, the term itself is ‘“unfortunate in that it seems to imply that Govern-
ment has control over all resources. If revenues which are not collected due to ‘spe-
cial’ tax provisions represent Government ‘expenditures,” why not consider all tax
rates below 100 percent ‘special,’ in which case all resources are effectively Govern-
ment controlled?”’®* As a result the practical definitions that have arisen in the
measurement of annual tax expenditures are not always consistent within or across
categories, or from year to year.

THE MAGNITUDE OF TAX EXPENDITURES FOR VOLUNTARY EMPLOYEE BENEFIT PROGRAMS

The 1984 Budget of the United States Government submitted to the Congress by
the Reagan Administration listed ninety-five separate categories and estimates of
the related ‘tax expenditures arising from special provisions in the United States
Tax Code. Each of the special provisions in the tax code that gives rise to a tax ex-
penditure represents a decision by the Congress to provide preferential tax treat-
ment for a specific kind of activity. For example, the tax deductibility of home mort-
gage interest expenses represents a decision by the Congress to provide a tax incen-
tive for individual home ownership. This provision in the tax code does not actually
represent a direct expenditure by the Federal Government, but does result in lower
total taxes being collected under the individual income tax, all other things being
equal. The 1984 Budget estimate of the tax expenditure arising because of the de-
ductibility of mortgage interest on owner-occupied homes during fiscal 1983 is $25.1
billion dollars.* This does not mean the government will dprovi e homeowners with
$25.1 billion this year, but rather that homeowners would have to dpa $25.1 billion
more in federal income traxes if their mortgage interest were not uctible, and if
they did not change their behavior in any way relative to the tax code if this provi-
sion were eliminated.

It is not the purpose of this testimony to focus on the whole range of tax expendi-
tures listed in the Budget but rather to evaluate those that pertain to employee
benefit programs established by employers on a voluntary basis. The major catego-
ries of programs and the estimated tax expenditures related to each are shown in
Table 1. More than 90 percent of the total tax expenditures for voluntargeem loyee
benefit programs can be attributed to either pension programs or health benefit pro-
grams sponsored by employers.

! Stan}:r S. Surrey in a speech to Money Marketeers, New York City, Nov. 15, 1967,

* Special Analysis Budget of the U.S. Government Fiscal Year, 1983 (Washington, D.C.: Office
of Management and Budget, 1982) %3

1 Special Analysis Budget of the U.S. Government Fiscal Year, 1983 (Washington, D.C.: Office
of Management and Budget, 1982) %3.

¢ Special Analysis Budget of the U.S. Government Fiscal Year, 1984 (Washington, D.C.: Office
of Management and Budget, 1983) p. G-32.
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HEALTH BENEFITS TAXATION

There are basically three reasons why employers are willing to sponsor health in-
surance programs. The first reason, and this ranking does not infer that it is the
primary motivation, is that a healthy workforce will be more productive than an
unhealthy one. The second is that the employer can purchase health insurance on a
group basis and realize significant economies of scale for the group that they could
not realize as individuals. As a result, the aggregate cost of insurance is reduced for
a given level of coverage. The third reason is that the purchase price of the health
insurance is tax deductible if purchased through an employer's health benefit plan
but is not so deductible if it is purchased individually. Recently there has been con-
siderable discussion of changing the tax treatment of health benefits programs.

TABLE 1.—FEDERAL REVENUE LOSS ESTIMATES FOR “TAX EXPENDITURES” FOR SELECTED
VOLUNTARY EMPLOYEE BENEFIT PROGRAMS

[in miffior:s of doffars)

/ Fiscal years
1882 1983 1984

Exclusion of contributions 1o prepaid legal services plans $20 $25 $25
Investment credit for ESOP's ........... 1,390 1,250 1,315
Exclusion of employer contributions for medical insurance premiums and medical care............ 16,365 18,645 21,300
Exclusion of pension contributions and earnings:

Employer plans 45280 49,700 56,560

Plans for self-employed and others 2,835 3,755 4230
Premiums on group term fife insurance 2,035 2,100 2,259
Premiums on accident and disabifity insurance 120 115 120
Income of trusts lo finance supplementary unemployment benefits..................oooovoo 10 5 H

Source: Special Analysis Budget of the U.S. Government Fiscal Year, 1984 {Washington, D.C., Office of Management and Budget, 1983) p. G-32.

Probably the primary argument used today for reducing.the tax preferences for
employer-provided health insurance is that it would reduce the comprehensiveness
of insurance being provided. The literature is rich with analyses that show that
more comprehensive coverage leads to increased utilization of health care services.
It is argued that lowering the tax preferences will reduce the comprehensiveness of
coverage, and thus, utilization levels. One rationale is that lower service utilization
levels will dampen the well-known inflationary problem in health care prices.

Opponents of this logic argue that it is overly simplistic. They argue that given
the inflation rate in this segment of the economy it is unlikely many will reduce the
comprehensiveness of their coverage in response to changing ta:;greferences. This is
especially the case for hospital coverage, a prime engine in medical cost inflation.
On the other hand, physician coverage, preventive service coverage and dental and
vision care coverage, where prices have been relatively stable, may be particularly
vulnerable to changes in the tax provisions. -

Neither of these arguments is well founded in the research literature. Thus an-
other rationale may ultimately be crucial in determining the outcome of this issue.
The consideration that might ultimately be of greatest significance is the need for
added federal tax revenues. The 1984 Budget ranked the exclusion of employer
health insurance contributions fourth among potential sources of new federal rev-
enues during fiscal 1983. These revenue estimates, however, are extremely sensitive
to assumptions about egxdplg‘yer contribution rates and the particular taxing options
that are being considered. For examg]e. in a CBO analysis of various tax cap levels,
raising the cap from $1,980 to $2,160 for family coverage and from $792 to 3864 for
individual coverage, an increase of 9 percent, would reduce the potential tax reve-
nue from the cap by 22 percent.?

The sensitivity of the estimates to even relatively small changes in the level of
the proposed cap reflects the relatively narrow range of employer contributions.
There is little variance in the dollar amount of employer contributions across work-
ers’ earnings levels. That means that modest adjustments to the health benefits’ tax
cap can affect a large proportion of the workers who receive such benefits.

;. Computed from estimates presented in: Congress of the U.S. Congressional Budget Office,
“‘Containing Medical Care Costs Through Market Forces” (May 1982), p. 35.
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Because employer contributions are relatively constant, irrespective of income or
earnings level, employer contributions for health insurance benefits represents a
largerpercentage ‘addition to family income at lower income levels than for workers
who are better off. Limiting or eliminating the tax incentives for employer health
benefits, therefore, will place a relatively heavy burden on workers at lower income
levels. At the same time, it is highly questionable whether the revised tax policy
would result in less comprehensive hospital care coverage, the areas of greatest

. health care cost inflation. In any event, the marginal effect of the tax cap legisla-
tion on budget deficits of $170 to $180 billion would be minimal.

Cne concern that policymakers should have if they view changes to the tax treat-
ment of employee health benefits as a potential revenue source is that the tax ex-
‘periditure estimates are based on assumptions that behavior will not change if cur-
rent tax provisions are modified. For example, consider the case of an employer who
is providing family health insurance coverage that costs $200 per month for a mar-
ried employee. The estimates of the revenues to be gained by a tax cap generally
assume that such a cap of $170 per month, as an example, would not result in dif-
ferent health benefits provisions under the modified tax treatment. That is, that the
employer would continue to provide family health insurance that would cost $200
per month, $30 of which would be taxable income. Yet on the cost control side, pro-
ponents assume the tax cap would result in less comprehensive coverage. Less com-

rehensive coverage should be less expenseive, reducing the premium rate below
2200, possibly even to $170, thus eliminating the estimated revenue gain. Even if
the employer cost did not decline, there is the possibility that the portion of the pre-
mium that would become taxable would be shifted to another employee benefit still
receiving preferred tax treatment. In this latter case, the tax cap might have no
~effect on either revenues or behavior.

RETIREMENT PROGRAM TAX EXPENDITURES

The largest single category of tax expenditure in the 1984 Budget is that attribut-
ed to the deferral of tax on employer pension plan contributions and earnings.
- -In the case of private retirement program tax expenditures the Treasury esti-
mates the federal tax revenue losses that arise because pension and IRA contribu-
tions and the fund earnings are not taxed currently even though taxes will be paid
when benefits are ultimately paid. The theoretical basis for these estimates is that if

. employer contributions to pension trusts or individual contributions to IRAs, or in-
vestment earnings on the assets were taken as regular income, additional tax obli-
gations would arise at the time the contribution is made or when the investment
return is paid. The amount of this particular tax expenditure, however, is not
simply current reductions of tax revenues but should recognize that there will be
future tax collections at the point of distribution and thus, at least in part, repre- __ _
sents taxes deferred not taxes foregone.

Consider the case of a worker who is in the 50 percent marginal tax bracket and
is ten years from retirement. Assume this worker has $1,000 in pre-tax income that
can be invested in one of three wais: (1) a regular savings account; (2) a pension
plan; or (3) an investment vehicle where all return on the investment is ultimately. -
realized as a capital gain. Assume that the annual rate of return in each of these
options would be 10 percent per year.

If the $1,000 in pre-tax income is to be invested in a regular savings account then
taxes have te be paid on the initial income, meaning that only $500 will actually be
defosited in the account. In each year, as the account accumulates interest taxes
will also have to be paid on the annual returns. The value of the account at the end
of each year over the ten years is shown in the regular savings account column in
Table 2. At the end of ten years this account would accumulate to a value of $814.456
under the posited assumptions and would be payable to the holder without any addi-
tional tax obligations.

TABLE 2.—HYPOTHETICAL ALTERNATIVE INVESTMENTS AND RETURNS FOR A WORKER IN 50
> PERCENT TAX BRACKET

Regular Pension Tax , .
s:v‘mgs acont  expenditure in c“m’ 3
account contributions given year

PrE 42X INCOME oo $1,00000  $1,00000 .oooo.os $1,00000
Post tax income 500.00 1,000.00 $500.00 500.00
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TABLE 2.—HYPOTHETICAL ALTERNATIVE INVESTMENTS AND RETURNS FOR A WORKER IN S0
PERCENT TAX BRACKET—Continued

Value of actount at end of year:
525.00
551.25
518.81
607.75
638.15
670.05
103.55
138713
775.66
10 81445
Cash distribution 814.45
Tax tiability on final distribution.
Disposable balance 84845

1 This is the capital gains tax not regular income tax.
Source: EBRI cakculations. Assumes 10 percent annual rate of return and 50 percent marginal tax tracket in each year.

O 00 ~d O LD N e

The next column of Table 2 shows the accumulation of the $1,000 pre tax dollars
invested in a tax qualified pension plan. The difference is significant. First, the full
$1,000 can be invested and the taxes payable on the initial amount can be deferred

-until the benefits are actually distributed. Also the interest paid to the account each
year is not taxable until distribution. In the hypothetical example presented here
the $1,000 pension contribution will accumulate to a value of nearly $2,600 over the
ten years and will provide a post-tax distribution of $1,296.88. This is $482.43 more
than the post-tax accumulation under the regular savings vehicles. In other words,
37.2 percent of the pension accumulation in this example results because of the fa-
vored tax treatment accorded pensions compared to a conventional savings program.

Under the current method of computing the tax expenditures used by the Treas-
ury Department, the tax revenues foregone because pension contributions and inter-
est are not treated as regular income are estimated each year. The stream of tax
exgenditure estimates for the hypothetical case considered here are shown in Table
2. In the first year in which the deposit is made to the pension account the tax ex-
penditure is calculated to equal $500, thus actually exceeding in one year the total
added accumulation over the ten year period that is attributable to the tax deferral
on the pension accrual. This points to one potential problem in the caluclation of
tax expenditures that is evaluated in more detail later. Before turning to that dis-
cussion, however, it is instructive to consider the base against which the tax expend-
itures are estimated.

It is clear from the example described above that the tax system clearly encour-
:fes retirement accumulations in pensions verus regular interest bearing accounts,

1 other things being equal. However, it is unrealistic to assume that if the pension
preferences in the tax code were eliminated all expected pension contributions
woiild end up in conventional savings vehicles. For example, the right-hand column
in Table 2 shows the potential post-tax accrual the hypothetical worker described
above could acquire if the initial post-tax $500 were invested in an asset that did not
pay a regular dividend but rather provided its return through the increasing value
of the asset itself. In this case the post-tax disposable balance from the initial $500
investment after ten years would be $1,137.50 or within $60 of the post-tax accrual
under the pension option.

This does not mean that if pension contributions and interest accruals became
taxable that all pension contributions would flee to accounts providing their pri-
mary returns throuﬁh tax-exempt interst or capital gains. But significant portions of
these accounts might flee to other activities that are favored by the tax code. For
higher income individuals, in particular, this could be expected because the size of
their savings over time makes it worthwhile to seek those opportunities that will
minimize their tax liabilities on investment income. In this sense the estimated tax
expenditures accruing to high income individuals through their pension participa-
tion are greatly exaggerated.
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Middle-income individuals who have significantly lower tax rates during retire-

ment than during their working careers receive much greater advan rom the
tax treatment of pensions, on the other hand. For example in the hypothetical case
considered earlier, if the marginal tax rate is 20 ‘rercentage points lower in retire-
ment than during the working career then the disposable retirment benefits pro-
vided br the pension increase by more than $500 to $1,815.63. In this case the pref-
erential tax treatment of the pension would account for 56 percent of the retirement
benefit relative to the accumulation under a regular savings account. The elimina-
tion of preferential tax provisions for pensions will leave middle income workers
with less adequate retirement benefits because they will not be able to adjust their
investment . portfolio in the sophisticated manner that higher income individuals
can.
There i8 no doubt that federal tax Kglicy has contributed to the expansion of the
nsion system. There is not doubt that in the short term, the tax preferences af-
orded retirement programs do cost the federal government some tax revenues. The
conclusion that the number showing :é) in the annual Federal Budget is a fair rep-
resentation of the pension system to federal taxpayers, however is improper.

METHODOLOGICAL PROBLEMS IN RETIREMENT PROGRAM TAX EXPENDITURE ESTIMATES
The world is not quite as neat as the simple example discussed above and thus,

the actual estimation of tax expenditures for retirement programs is quite compli-
cated. First, Treasury estimates the foregone taxes from exemption of employer pen-
sion contributions, personal IRA contributions and the interest earned on these
funds. From this foregone collections estimate Treasury subtracts the estimated tax
collections on pension benefits paid in the current year. The net difference is what
they currently call the estimated tax expenditure resulting from the tax treatment
of retirement programs.

This calculation procedure would result in a $500 tax expenditure in the first
time period in the example cited above. The computation methodology does not con-
sider that if taxes were now collected on pension contributions and trust fund inter-
est accruals that this would necessarily result in a reduction in the taxes to be paid
in the future when benefits are disbursed.

From a purely conceptual basis the tax expenditure estimates in this instance are
flawed because the estimation procedure does not even attempt to account for the
significant difference in the tax collections on current benefits paid and the time
discounted value of futire tax collections based on current contributions under
these plans. From a more practical policy analysis perspective, the estimates are
further flawed because of the totally unexplained variations in estimates from year
to year. Each of these problems is dxscusse(i in more detail below.

n the simple example used above it was ible to show how the tax expendi-
tures arise and how they are measured. If the tax-expenditure concept is to have
any semblance of validity in the context of pensions, then the annual measurement
of these expenditures should estimate the differences in the value of a person’s life-
time tax obligations that arise because part of earnings can be deferred as a pension
contribution. In the aggregate, foregone revenues in the current time frame should
be adjusted to account for the present value of future collections that will result
because the pensions funded today will ultimately be taxed. In the current Treasury
estimates of tax expenditures for retirement programs the foregone revenues are es-
timated on the basis of one set of individuals and the tax collections on pension
benefits are estimated on a totally differrent set of individuals. This procedure up-
wardly biases the estimated tax expenditure for two reasons.

The first is that current workers will have higher real earnings levels over their
lifetime than current beneficiaries. It is this lphenomenon that raises the real level
of Social Security and pension benefits alike for succeeding cohorts of retirees. As a
result, the marginal tax rates that will be paid on pension benefits earned today
will be higher than the marginal tax rates on benefits that are paid today. Underes-
timating the marginal tax rates that will apply to currently earned benefits will
overestimate the magnitude of tax expenditures.

The second reason that current estimation techniques result in baised estimates
of retirement program tax expenditures is that the pension system in this country is
not yet mature. For example, consider the case of a new pension plan in a firm with
middle age and younger workers. For several years the employer will make contri-
butions, representinﬁ foregone tax collections in the calculation, but no benefits will
be paid, and thus, there are no offsetting tax revenues collected that enter the tax
expenditure calculation. If the ex‘penditure was estimated by subtracting future dis--
counted taxes on pensions from foregone taxes on current trust fund contributions
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and interest it would make no difference if there were beneficiaries or not. The ma-
turity of the pension system would not be important if the tax expenditures were
estimated as in the h{pothetica] example, but it is critically important given the
actual method of calculation. _

Table 3, based on tabulation of information that plan sponsors filed with the IRS
(Form 5500) in compliance with ERISA for the 1977 plan year, indicates a clear rela-
tionship between plan age and beneficiaries in defined-benefit plans. Defined-benefit
plans cover two-thirds of private plan participants and an even larger segment of
the public plan members. Among other things, Form 5500 requires reporting the
“effective plan date” or date the plan was set up.

It also requires that the number of active ﬁarticipants in the plan and the
number of beneficiaries be reported. The age of the plan can be calculated from the
effective plan date. As expected, most of the young plans have more workers per
beneficiary than older plans do. Less than 10 percent of the plans that had been
created in the previous five years reported fewer than five workers per retired bene-
ficiary. For plans operating twenty-five years or longer, nearly 49 percent had fewer
than five active participants per geneficiary. The changes in this relationship with
increasing plan age are too consistent to be coincidental. At the other end of the
participant/beneficiary range, the pattern is comparably consistent. More than 55
percent of plans less than five years old had twenty or more active workers per ben-
eficiary, while less than 11 percent of the oldest plans reporting had as many as
twenty participants per beneficiary.

TABLE 3.—WORKING PARTICIPANTS PER BENEFICIARY IN DEFINED BENEFIT PENSION PLANS WITH
MORE THAN 100 ACTIVE PARTICIPANTS DURING 1977 BY PLAN AGE

Plan age

Tl fess o sq0 s 1620 a5 OF o
yes YR yeas  yeas yers o known

— Total plans {number) 22467 4092 5418 3839 3008 2258 3628 224
Working participants  Per beneficiary (Percentage of -
plans):

Two or less . 55 19 21 34 10 105 120 76
More than 2, up to 5 198 75 102 172 279 313 369 29
More than 5, up to 10 201 107 174 235 259 249 231 29
More than 10, up to 20 <154 131 196 193, 157 121 94 125
More than 20 300 555 397 267 169 144 108 263

113 109 99 67 67 717 98

Unknown 1 9.3

1 {ncludes pians with no beneficiaries reports.
Source: EBRI tabulations of 1977 plan disclosure data sutmitted to IRS in compliance with ERISA

Undoubbed}y many of the older plans in Table 3 with high worker/beneficiary
ratios are in firms that are expanding. High worker/beneficiary ratios will continue
as some plan sponsors continue to expand in the future, but such sponsors will still
have increasing numbers of beneficiaries over the years. This relationship of plan
age and beneficiary rates becomes particularly significant in comparison with de-
fined-benefit plan creation data.® Using 1977 as the reference year, use it corre-
sponds with the ERISA data, the universe of private defined-benefit programs grew
by 218,487 plans in the previous twenty years; 32.0 percent of this growth occurred
between 1973 and 1977 and 72.7 percent between 1968 and 1977. If all 28,169 tax
qualified plans in existence at the end of 1955 were assumed to be defined-benefit
Elana, which is-certainly not the case, 62.7 percent of all defined-benefit plans would

ave been less than ten years old at_the end of 1977. The defined-benefit pension
system in this country today is still quite young. As the system matures, the ratio of
workers to beneficiaries will markedly decline, much as the ratio of workers to
beneficiaries in the Social Security program declined during the 1950s and 1960s.?

SThese data are spelled out in detail in Sylvester J. Schiebe.", Social Security: Perspectives on
Preserving the System (Washington, D.C.: The Employee Benefit Research Institute, 1982) p. 52.
"For example, the percentage of workers particiggtin in Social Security during 1940 was
about 25 times the percentage of elderly receiving benefits in that year. As the program ma-
Continued
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The ratio will decline not because of fewer covered workers, but because of more
beneficiaries. The relativel¥ small number of beneficiaries today, however, results in
significant overestimates of retirement program tax expenditures.

is bias in the tax expenditure estimates will decline, to some extent, as pro-
grams mature but can never be totally resolved because of the wage growth phe-
nomenon cited earlier.

UNEXPLAINED VARIATIONS IN THE ESTIMATES

One of the problems with the estimates of tax exenditures arising from the special
tax provisions for retirement programs is precipitous changes in the estimates from
year to year that are not explained. As an example of this inconsistency Table 4
shows the tax expenditure estimates due to the tax treatment of employer spon-
sored plans included in the last four Federal Budgets.

TABLE 4.—FEDERAL REVENUE LOSS ESTIMATES FOR “TAX EXPENDITURES” DUE TO NET EXCLUSION
OF PENSION CONTRIBUTIONS AND EARNINGS PRESENTED IN SELECTED FEDERAL BUDGETS

[Doftars in milfions}
Fiscal year
1980 1981 1582 1983 1984
1981 Budget...: $12,925  $i4,740
1982 Budget 19,785 23,605  $27,905 ..o,
1983 Budget... - 23,390 25765  $27,500 .
1984 Budget 45,280 49,700  $56,560

MSoulf;zes Special Analysis G of the Budget of the US. Government for fiscal years 1981-84 (Washington, D.C.: Office of Management and
get).

The 1981 Budget estimate of this particular tax expenditure for fiscal year 1981
was $14.7 billion. The 1982 Budget estimated the 1981 fiscal year tax expenditure
for the identical category of plans at $23.6 billion—a 60 percent increase. There was
absolutely no explanation in the Budget documents explaining the changed estimate
from one Budget to the next. The only explanation that we have found for the 1980
and 1981 Budget differences is by Munnell who writes that the “Revised estimates
employ higher, and therefore more realistic, marginal tax rate assumptions. These
indicate a substantially larger tax expenditure for private plans.” ® The explanation
that higher marginal rates were used to generate the 1982 Budget estimates is plau-
sible. at i8 interesting is that there is absolutely no 2published documentation on
the actual rates used to generate either the 1951 or 1982 Budget estimates. Not only
does Munnell ignore this completely throughout her book on private pensions but
she also fails to explain her conclusion that the higher tax rate assumptions used in
the 1982 Budget estimate are “therefore more realistic.” There is certainly no a
priori reason to believe that any set of assumptions is more realistic than another
without an analytical basis on which to evaluate them. Such analysis was not avail-
able to compare the 1981 and 1982 Budgets. There is also a lack of analysis explain-
ing even greater discrepancies bétween the 1983 and 1984 Budgets. The estimated
fiscal 1982 tax expenditure due to net exclusion of employer pension contributions
and trust fund earnings was 75.7 percent higher in the 1984 Budget than in the
1983 Budget. The projected growth in this category of tax expenditure during fiscal
1983 was 254.8 percent higher in the 1984 Budget than in the prior Budget's esti-
mate. Again, none of the Budget materials ore other public documents explain the
revised estimates. -

Through an arduous process of telephone discussions with various staff at the
Treasury Department a general explaination of the revised fiscal 1983 and 1984 esti-
mates in the 1984 Budget has been pieced together. One reason for the difference in
the two Budgets is that the analyst who did the 1983 Budget estimates retired and a
new analyst prepared the 1984 Budget estimate. The new analyst has been able to
" partially clarify the discrepency. The difference in the estimafes for fiscal 1982.is

tured, this difference declined to less than 4 times in 1950 and then ually moved toward and
reached equality in the mid-1970's. It took Social Security about 35 years until beneficiaries
made up a segment of the retired population that was comparable to the segment of the work-
force that was contributing to the program. - .

® Alicia H. Munnell, The Ecqnomics of Private Pensions {(Washington, D.C.: The Brookings In-
stitution, 1982) p. 44.
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$19.515 billion (i.e., $45.280-$25.765). Of this, $17.135 billion is attributable to higher
estimated contributions and pension trust earnings. The remaining $2.380 billion in
the higher tax expenditure estimate from tlh.e 1984 Budget is attributable to changes
in the tax rate assumptions. )

It appears the primary reason for the significantly (some would say astronomical-
ly) higher estimate of employer contributions and pension trust earnings is that fed-
eral civilian and state and local pension plans were included in the tax expenditure
calculations for the first time. It is interesting that adding the tax expenditures at-
tributable to public plans covering about 15 percent of the U.S. workforce can in-
crease the tax expenditure estimate by more than two thirds. This element of the
revised tax expenditure estimate can be better understood by looking at recent
annual contributions to pension trusts in the various sectors.

Table 5 includes recent annual contributions to privately sponsored retirement
programs, state and local plans and the federal Civil Service Retirement System.
While the latter does not include all federal civilian pension costs it does capture at
least 90 percent of these costs and is sufficient for this comparative analysis. What
is immediately apparent is that adding in the public employer plan contributions
increases the previously considered employer contribution in 1981 by 63.5 percent
(i.e., $38.26/$60.26). As stated above the 1983 Budget estimate of retirement plan re-
lated tax expenditures in 1982 was $25.8 billion. The 1984 Budget tax expenditure
estimate was $17.1 billion higher (or 66.3 percent) because of added trust fund con-
tributions and interest income considered. It a?pears that virtually all of this ad-
justment can be laid directly to the inclusion of the public plans for the first time.

TABLE 5.—EMPLOYER CONTRIBUTIONS TO RETIREMENT PROGRAMS FOR SELECTED PRIVATE AND

PUBLIC EMPLOYER PLANS

ol
.. ey (POl qainons) PO cBiion) (P'éuw")m (Bitions)

Year: -
1970 $13.0 66.3 - $4.6 235 $2.0 10.2 $196
1971 . 15.0 65.5 5.2 227 2.7 118 229
1972 17.8 66.2 58 216 33 123 269
1973 20.7 663 6.6 21.2 39 125 31.2
1974 24.2 65.8 18 21.2 48 13.0 36.8
1975 276 63.6 91 210 6.7 154 434
1976 330 64.0 107 2.7 19 15.3 516,
1977 384 639 124 206 9.3 155 60.1
1978 40 64.0 13.7 199 11.0 16.0 68.7
1979 489 63.5 153 199 128 16.6 170
1980 54.7 623 17.5 199 156 178 87.8
1981 0.2 61.2 200 203 182 18.5 984

Sources: Private plan contributions from_U.S Department of Commesce, The National Income and Product Accounts, 1948-1574 and Revised
Estimates of the Nabonal income Product Accounts (July 1982); State and local plan_contribuations from U.S. Bureau of the
Finances of W Retirement Systems of State and Local Governments, 1970-71; 1972-73; 1873-14; 1975-76; 1976-77; 1971-18; 1978-79;
1979-80; 1980-81. Table 2; Federal Civil Sarvice Plan Coniributions from U.S. Office of Personnel Management, Federal Fringe Benefit facts 1980,
1980, tae 5-1, p. 15; and unpublished data from the Office of Personnel Management.

The remaining $2.4 bi*lion discrepancy in the 1983 and 1984 Budget estimates of
retirement program tax expenditures for 1982 was attributed to changes in the tax
rate assumptions. At first blush one might think that the effects of the Economic
Recovery Tax Act of 1981 would be to reduce the tax rates considered for estimating
these tax expenditures. Alsc the reductions in the contribution limits and other pro-
visions in the Tax Equal and Fiscal Responsibility Act of 1982 should reduce the
gens;‘on contributions and accruals for some individuals in the high marginal tax

rackets.

Finally, the recommendation of the National Commission on Social Security

_Reform to tax Social Security benefits that was implemented in the Social Security
legislation passed by Congress will raise marginal tax rates for many elderly pen-
sion recipients. Because the adjusted gross income thresholds at which Social Secu-
rity benefits become taxable are not indexed the marginal tax rates of pension re-
cipients should increase gradually in the future. Higher marginal tax rates among
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pension recipients should reduce future pension tax expenditure estimates under
the current estimation methodology.

The assignment of pension contributions across individuals in the Treasury’s Tax
Model has not been publicly described, making it difficult to understand the reasons
for or mechanics of adjusting tax rates for purposes of these calculations, however.
The analyst who generated the pension tax expenditure estimates for the 1984
Budget did not know how such contributions were assigned in the model when we
called to ascertain such information. Nor was he able to provide such documenta-
tion in time for development of this discussion. -

One possible reason for using higher tax rate assumptions in the 1984 Budget cal- .
culations than used a year earlier is the inclusion of public workers, expecially
those employed by the Federal government. ‘“The mean annual earnings from the
total civilian population employed full time in 1977 was approximately $13,849. The
mean annual salary level of Federal employees covered by CSRS in April was
$16,000.” ®* Inclusion of federal workers with their higher than average earnings
may account for the revised tax rate assumptions used to calculate the pension tax
expenditures in the 1984 Budget.

INCONSISTENCIES IN IRA ANDPENSION TAX EXPENDITURE ESTIMATES

The Special Analysis G in the Federal Budget does not include separate estimates
of the tax expenditures that are attributable to IRAs. The IRA related tax expendi-
tures are embedded in a broader category of ‘‘retirement plans for. self-employed
and others.” Table 6 shows the tax expenditure extimates for this broader category
from the last four Federal Budgets. One _might have expected significant increases
in the tax expenditure estimates between the 1982 and 1983 Budgets; in particular,
because of the passage of ERTA which roughly doubled IRA eligibility for 1982. Yet
this 1982 tax expenditure estimate only increased by 11 percent between the two
annual Budgets. In fact, the 1984 Budget estimate of the 1982 fiscal year tax ex-
penditure was only 23 percent greater than the 1982 Budget and 12.5 percent great-
er than the 1981 estimate in the 1981 Budget.

TABLE 6.—FEDERAL REVENUE LOSS ESTIMATES FOR “TAX EXPENDITURES” DUE TO NET EXCLUSION
OF CONTRIBUTIONS TO RETIREMENT PLANS FOR THE SELF-EMPLOYED AND OTHERS PRESENTED IN
SELECTED FEDERAL BUDGETS —

[Doftars in bitfions)
Fiscal yer
— 1980 1981 1982 1883 1984
1981 Budget $2,125  $2,520
1982 Budget 1,925 2,105  $2,305 rveesisiiasases
1983 Budget 2,170 2560  $3,760 ..o
1984 Budget 2,835 3755  $4,230

mmededeSthqulﬂl—“(Vllalﬂum.ﬂ.c.:Ofﬁe!dﬂalmmentmd

Even the 1983 Budget estimates might be understood since that Budget was pre-
pared well before any substantive information on 1982 IRA utilization levels was
available. But by the time the 1984 Budget was prepared there was evidence availa-
ble suggesting that 1982 IRA utilization in response to ERTA jumped eignificantly
over prior years. For example, EBRI released the data in Table 7 in a news release
on November 19, 1982. This information was picked up quickly in both the trade
press and the conventional media. This includes such newspapers as USA Today
and The Washington Post. Table 7 shows that the IRA contributions during fiscal
1982 had to have been at least $21 billion.

? Final report of the Universal Social Securit, Goveraﬁ?e Study Group, The Desirability and
Feasibility of Social Security Coverage for Ernployees of Federal, State and Local Government
and Private, Nonprofit Organizations (Washington, D.C. 1980), p. 31.
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TABLE 7.—ASSETS IN INDIVIDUAL RETIREMENT ACCOUNTS, 1981-82

[Cotars in bilfions)
Financial insittion Yearend 1981 A 30,1982 June 30,1982 9,30

Commercial banks * ) $1.0 $13.0 $149 $16.2
Mutual savings banks * 34 45 5.8 5.9
Savings and foans !........ 292 163 na. na.
Mutual funds 2.6 40 43 50
Credit uniens 0.2 05 na. na.
Life insurance company. 33 na. 1.a. na.

Total assets 25.7 3416 461 346.5

1 {RA and Keogh deposits.

2 Estir:ated'.wg

3 Basefine estimates using fatest available date for each institutional category. The estimates provide a minimum total asset amount, which may
under report the actual amount of tolal assets outstanding.

Sources: EBRI labulations of data provided hr' Federal Reserve Board, Nalional Association of Mutual Savings Banks, National Credit Union
!Mrmmstntm, Federal Home Loan Bank Board, U.S. League of Savings Associations, Investment Company Institute and American Council of Life
nsurance.

In the preparation of the 1983 Budget, the 1981 expenditure for private plans was
estimated at $23.4 billion (see Table 4) on contributions of $60.2 billion (see table 5)
and income on the trust funds. According to Munnell the average marginal tax rate
of workers covered by a pension used to compute the pension tax ex?enditure was
something in excess of 23 percent.!® If the average marginal tax rate of 23 percent is
:fplied to the minimum of $21 billion in IRA contributions then the foregone feder-

tax would be around $4.8 billion for fiscal 1982. Given higher rates of IRA utiliza-
tion among upper income individuals this assumed marginal tax rate is likely to be
quite low, understating foregone tax revenues in the current period. Few individuals
are yet receiving significant IRA based annuities so the tax collections on such an.
nuities cannot explain the discrepancy between the $4.8 billion estimated here and
the $2.8 billion estimated in the 1984 Budget. The discrepancy is even harder to ec-
oncile when the Bud%et’s inclusion of Keogh plans is considered.

By _the end of the 1982 tax year in mid-April of 1982, the same sources which ﬂ:‘;o-
vided the information for the compilation of Table 7 were reporting total IRA bal-
ances of $80 billion. That means that within the 1982 tax year new.IRA contribu-
tions equaled at least $50 billion. The Treasury Department uses an average mar-
ginal tax rate of approximately 30 percent to estimate the pension tax expenditures
and slightly lower rates-to estimate the IRA related expenditures. Assuming a rate
of 28 percent would yield an IRA tax expenditure for the 1982 tax year of at least
$14 billion. Moving from a tax year period to a fiscal year period would allow some
slight variation from this estimate for fiscal 1983. However, the tax year versus
fiscal year discrepancy should have very little effect on the fiscal 1984 or subsequent
fiscal year estimates.

OTHER ISSUES

The abstract concept of tax expenditures has been applied to private pensions for
some years now. The application of the concept has not recognized that the imple-
mentation of ERISA’s minimum funding standards has excalated private employer’s
contribution rates in many instances. The more :apid funding of ﬁension obligations
in compliance with federal law has contributed to the growth in the tax expenditure
estimates. By enhancing the “Retirement Income Security,” provided by pensions,
the primary goal of ERISA, plan security is now beciglg jeopardized because the re-
sulting increase in tax expenditures heightens political pressure to reduce contribu-
tion levels. The tax expenditure concept-is now being applied to state and local and
federal civilian plans as well. The military retirement program is still not included
in the 1984 Budget estimates of tax expenditures for employer sponsored retirement

rograms. The estimates does include some amount attributed to military disability
nefits—but they make up-only about 9 percent of the military retirement pro-
gram. The military retirement program paid $31.7 billion in benefits during fiscal

10 Alicia H. Munnell, The Economics of Private Pensions (Washington, D.C.: The Brookings
Institution, 1982) p. 44 Munnell explains that the 23 percent rate was used to prepare the esti-
mate for the 1981 Budget but that higher marginal rates were used in preparing the estimate
for subsequent budgets.
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1981 and thus is the second largest pension plan in the United States, behind the
Civil Service Retirement System. In combination the federal civilian and military
retirement &'ograma cover about 5 percent of the total U.S. work force and paid
retiremle‘!nt nefits in 1979 exceeding the benefits paid by all private pension pro-
grams.

Why then, if including the federal civilian retirment program so significantly af-
fects the tax expenditure estimates isn’t the military retirement program included?
One reason is that the military retirement 'pr am is totally unfunded with out-
standing unfunded liahilities at the end of fiscal 1981 of $476.9 billion. Under the
computation method used to estimate them no tax expenditure arises in this case.
There is no contribution to or interest paid to a trust fund since none exists. The
benefits paid are all taxable since the program is noncontributory.

Since the funding pattern of the glan doesn’t fit the mold assumed by the compu-
tation method then the “tax expenditure” is ignored. In fact, the Civil Service plan
is also largely financed on a pay-as-you-go basis. If these two retirement plans had
met their normal cost contribution plus the 40 year annual amortization schedule
stigulated in ERISA as the minimum funding requirement for private plans estab-
lished before 1974, the total employer contribution to these two plans would have
been $89.2 billion during fiscal 1981.'2 This is 48.56 percent more than the total em-

loyer contribution that went to all private plans in 1981 shown in Table 5 earlier.
n other words, only one-fifth ($18.2 billion) of the federal contribution that would
be required of private plans under ERISA is considered in the tax expenditure esti-
mates when the Treasury Department estimates these for federal plans. If the esti-
mates of tax expenditures are to be consistent, then the federal plans’ tax expendi-
ture estimates should be generated on a basis consistent with those used to estimate
the private plan number. Because of the significant differences in plans across the
various sectors and the role of government sponsorship or regulation, the tax ex-
pe_nditt:ni estimates should be presented separately for federal, state and local, and
private plans.

RELATIONSHIP TO OTHER TAX EXPENDITURE CATEGORIES

Each of the tax expenditures is calculated on an item by item basis at the margin.
That is, each is considered to be an “exceptions to the normal structure” of taxes,
but is calculated as though all other exceptions are part of the normal structure for
pur, of deriving the estimate. This ignores the extent to which one “exception”
.might be magnified because of the existence of others.

or example, consider the case of a 66 Jear-old single man who received $8,400 imr
Social Security benefits during 1982 and an additional $8,400 in pension benefits.
Assume there was no other income received and no special deductions considered
for calculating tax liability. This person would have adjusted gross income of $8,400
under current law. He would be eligible for a double exemption since he was over
age 65 and so his taxable income would be $6,400. Schedule X of 1982 Federal
Income Tax Tables indicates a tax liability of $592.

Assume as an alternative, that this man had not enjoyed the double exemptions
for being over age 65 or the nontaxability of Social Security benefits. These two pro-
visions of the tax law are considered to be “exceptions to the normal structure’’ be-
cause tax expenditures ar calculated for them as well. The Treasury analysts use
the actual $592 in taxes paid on current benefits to estimate pension tax expendi-
tures. However, if these other two “exceptions to the normal structure’”’ of taxes did
not exist then the man's 1982 tax liability would be $2,546.

It is clear that other “exceptions to the normal structure” give rise to large por-
tions of tax expenditures attributed to pensions because they drastically lower mar-
ginal tax rates for the elderly. The utility of the pension tax expenditures estimate
then, is extremely limited unless considered in the broader context of other tax pro-
visions. Yet virtually no analysis of this kind is now available. N

CONCLUSIONS

A thorough analysis and discussion of the tax expenditure numbers that are pub-
lished in the Budget each year is needed. Consideration of the structure of other tax
code provisions that affect the estimates should be undertaken. Consideration of the
life cycle structure of earnings, benefit accruals and marginal tax rates that provide

1 EBRI issue brief NoG. 10 “Federal Pensions.” (Washington, D.C.: EBRI, July 1982) p. 5.

11This is based on actuarial reports on the Civil Service Retirement System and militaz re-
tirement program filed with the United States Congress in compliance with Public Law 95-595
for fiscal year 1981.

24-865 0—88——19 -
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a radically different distribution of the tax expenditures than cross sectional analy-
ses is essential. Finally, inconsistencies in the actual calculation of these estimates,
to say nothing of the significant methodological deficiencies in the calculation proce-
dure must be explored.??

The current budget situation certainly warrants concern. There is no segment of
the budget or tax code that should be beyond scrutiny, and that includes employee
benefits. But, policy makers must understand that employee benefit incentives are

~ crucial to the long-term welfare of broad cross sections of society. The Institute

offers its assistance in evaluating the ramifications for future generations of pro-
grlsam participants and tax payers of both current tax incentives and reform propos-

STATEMENT OF EDWARD J. DAVEY, EXECUTIVE DIRECTOR AND
GENERAL COUNSEL, ASSOCIATION OF PRIVATE PENSION AND
WELFARE PLANS, WASHINGTON, D.C.

Mr. DAveEy. Mr. Chairman and members of the committee:.

My name is Ed Davey, executive director of the Association of
Private Pension and Welfare Plans. I am accompanied today by our
counsel, Ted Rhodes.

We appreciate this opportunity to appear before the committee
to give our views on the tax expenditure budget. This is our third
appearance before this committee over the last 2 weeks, and we are
gratified to have this dialog with both you and your staff and hope
that if there are any provisions relating to employee benefit mat-
ters in the proposed tax legislation that we can continue the dialog.

The private pension system is one of the most successful exam-
ples of private initiative achieving a fundamental economic and
social objective. The private pension system provides retirement se-
curity for millions of past and current workers, represents an im-
portant source of capital for the development of the Nation’s com-
merce, industry, housing, and services, and a major factor in job
creation and stability. \

The Nation’s policy since World War II has been to encourage
and foster the development of the private pension system through
tax exemption on contributions and earnings.

The tax incentives have worked extremely well and by 1982 esti-
mates are that there will be 745,000 plans holding $750 billion in
assets, and with 50 million covered workers and 10 million benefici-
aries.

The cost of this system in terms of a tax expenditure is estimated
to be substantial. The dramatic increase in the tax expenditure for
the private pension system from fiscal year 1983 to fiscal year 1984,
which Dallas has pointed out, has led many in the pension commu-
nity to worry that 