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MISCELLANEOUS TAX BILLS VIII

TUESDAY, JUNE 24, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.
(chairman of the subcommittee) presiding.

[The press release announcing this hearing, the bills S. 1614, S.
2075, S. 2493, S. 2547, S. 2646, S. 2660, S. 2757, S. 2766, S. 2783, S.
2784, H.R. 5391 and joint committee print describing the above bills
follow:]

(1)
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Press Release #H-32

PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
Juhe 6, 1980 UNITED STATES SENATE

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT

2227 DIRKSEN SENATE OFFICE BLDG.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS HEARINGS ON MISCELLANEOUS TAX BILLS

Senator Harry F. Byrd, Jr., Chairman of the Subcommittee on
Taxation and Debt Management of the Senate Committee on Finance announced
today that the Subcommittee will hold a hearing on Tuesday, June 24, 1980,
on miscellaneous tax bills.

The hearing will begin at 2:00 p.m. in Room 2221 of the Dirksen
Senate Office Building.

The following measures, of qeneral application unless otherwise
specified, will be considered. Revenue estimates and any particular
taxpayers affected by this legislation, in addition to taxpayers listed
below, will be furnished at the hearing.

S. 1614 -- Introduced by Senator Bentsen. Would exempt
holdings of independent local newspapers from the
tax on excess business holdings of private founda-
tions.

S. 2075 -- Introduced by Senator Gravel. Would include in the
definition of an affiliated group for purposes of
the transportation excise tax, unions and their
tax-exempt trusts and wholly owned corporations.
Amounts paid to one member of a group by another
member of that group for air transportation, would
be exempt from the tax.

S. 2493 -- Introduced by Senator Glenn. Would extend the time
for payment of the manufacturers excise tax on tires,
tubes, etc., until 90 days after the close of the
month in which the article is sold.

S. 2547 -- Introduced by Senator Gravel and others. Would permit
certain facilities constructed to comply with beverage
container laws to be financed with tax-exempt bonds.

S. 2646 -- Introduced by Senator Boren. Would exclude from
income certain interest earned on savings accounts
of up to $100,000 provided the principal is
used for designated investment purposes.

S. 2660 -- Introduced by Senator Moynihan. Would permit cities
which consist of more than two counties to finance
facilities which decompose garbage and recapture the
gaseous byproducts. The principal beneficiary would
be the City of New York.

S. 2757 -- Introduced by Senators Bentsen, Danforth, Heinz and
Stevenson. Would provide special provisions for the
taxation of export trading companies.

S. 2766 -- Introduced by Senator Gravel. Would eliminate the
two county rule and the public use test with respect
to the issuance of tax-exempt bonds to finance
hydroelectric facilities.

S. 2783 -- Introduced by Senators Wallop and Garn. Would expand
the definition of oil shale property eligible for the
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energy investment tax credit to include equipment
used in hydrogeneration or a similar upgrading
process.

S. 2784 -- Introduced by Senator Gravel. Would change the
effective date for amendments made by the Crude
Oil Windfall Profit Tax Act of 1980 relating to
the investment tax credit for coke ovens. The
bill would make the effective date September 30,
1978 rather than December 31, 1979.

H.R. 5391 -- (S. 2485 introduced by Senator Long.) Would amend
the provisions relating to the imposition of
second tier taxes on private foundations.

Witnesses who desire to testify at the hearing must submit
a written request, including a mailing address and phone number, to
Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen
Senate Office Building, Washington, D. C. 20510, by no later than
the close of business on June 17, 1980.

Consolidated Testimony.--Senator Byrd also stated that the
Committee urges all witnesses who have a common position or the
same general interest to consolidate their testimony and designate
a single spokesman to present their common viewpoint orally to the
Committee. This procedure will enable the Committee to receive a
wider expression of views than it might otherwise obtain. The Chair-
man urges very strongly that all witnesses exert a maximum effort,
taking into account the limited advance notice, to consolidate and
coordinate their statements.

Legislative Reorganization Act.--Senator Byrd stated that the
Legislative Reorganization Act of 1946, as amended, requires all
witnesses appearing before the Committees of Congress "to file in
advance written statements of their proposed testimony, and to limit
their oral presentations to brief summaries of their argument."

Witnesses scheduled to testify should comply with the
following rules:

(1) A copy of the statement must be filed by noon the day
before the day the witness is scheduled to testify.

(2) All witnesses must include with their written statement
a summary of the principal points included in the state-
ment.

(3) The written statements must be typed on letter-size
paper (not legal size) and at least loo copies must be
suUbitted by the close of business the day before the
witness is scheduled to testify.

(4) Witnesses are not to read their written statements
to the Subcommittee, but are to confine their oral
presentations to a summary of the points included in
the statement.

Written Statements.--Witnesses who are not scheduled to make
an oral presentation, an3 others who desire to present their views to
the Subcommittee, are urged to prepare a written statement for submission
and inclusion in the printed record of the hearings. These written
statements should be typewritten, not more than 25 double-spaced pages
in length, and mailed with five (5) copies to Michael Stern, Staff
Director, Conittee on Finance, Room 2227, Dirksen Senate Office Building,
Washington, D. C. 20510, not later than July 11, 1980.

P.R. # H-32
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96TH CONGRESSS S.1614
To amend the Internal Revenue Code of 1954 to exempt holdings in independent
local newspapers from taxes on excess business holdings of private foundations.

IN THE SENATE OF THE UNITED STATES

AUGUST 1 (legislative day, JuA 21), 1979
Mr. BENTSEN introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to exempt hold-

ings in independent local newspapers from taxes on excess
business holdings of private foundations.

1 Be it enacted by the Senate and House of Representa.

2 ties of the United States of America in Congress assembled,

3 That (a) paragraph (4) of section 4943(d) of the Internal Rev-

4 enue Code of 1954 (relating to taxes on excess business hold-

5 ings) is amended-

6 (1) by striking out "or" at the end of subpara-

7 graph (A),
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2

1 (2) by striking out the period at the end of sub-

2 paragraph (B) and inserting in lieu thereof ", or", and

3 (3) by inserting after subparagraph (B) the follow-

4 ing new subparagraph:

5 "(0) an independent local newspaper busi-

6 ness (as defined in paragraph (5))."

7 (b) Subsection (d) of section 4943 of such Code is

8 amended by adding at the end thereof the following new

9 paragraph:

10 "(5) INDEPENDENT LOCAL NEWSPAPER BUSI-

11 NESS.-For purposes of paragraph (4)-

12 "(A) IN GENERAL.-The term 'independent

13 local newspaper business' means-

14 "(i) a proprietorship which publishes an

15 independent local newspaper;

16 "(ii) a partnership which publishes an

17 independent local newspaper and which has

18 none of its outstanding partnership interests

19 traded in an established securities market;

20 and

21 "(iii) a corporation which publishes an

22 independent local newspaper and which has

23 none of its outstanding capital stock traded

24 in an established securities market.
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1 "(B) INDEPENDENT LOCAL NEWSPAPER.-

2 The term 'independent local newspaper' means a

3 newspaper publication which is not one of a chain

4 of newspaper publications and which has all of its

5 publishing offices (containing its principal edi-

6 torial, reportorial, circulation, and business staff)

7 in a single city, community, or metropolitan area,

8 or, on January 1, 1979, within one State.

9 "(C) A CHAIN OF NEWSPAPER PUBLICA-

10 TIONS.-The term 'a chain of newspaper publica-

11 tions' means two or more newspaper publications

12 which are not published in a single city, commu-

13 nity, or metropolitan area or, on January 1,

14 1979, within one State and are controlled, direct-

15 ly or indirectly, by the same person or persons."

16 (c) The amendments made by this Act shall apply to

17 taxable years ending after the date of the enactment of this

18 Act.
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96TH CONGRESS-1T8BIN Se20751lsT SBSSiON •*

To amend the Internal Revenue Code of 1954 to include as an affiliated group for
purposes of the transportation excise tax union locals and their tax-exempt
trusts and wholly owned corporations, and for other purposes.

IN THE SENATE OF THE UNITED STATES
DBCEMBER 4 (legislative day, NOVEMBER 29), 1979

Mr. GRAVEL introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to include as an

affiliated group for purposes of the transportation excise tax
union locals and their tax-exempt trusts and wholly owned
corporations, and for other purposes.

1 Be it enacted by the Senate and House of Representa.

2 ties of the United States of America in Congress assembled,

3 That (a) subsection (b) of section 4284 of the Internal Reve-

4 nue Code of 1954 (relating to excise tax on transportation by

5 air for members of affiliate group) is amended by striking out

6 everything after the words "'affiliated group"' and inserting

7 in lieu thereof:
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2

1 "(1) has the meaning assigned to such term by

2 section 1504(a) except that all corporations shall be

3 treated as includible corporations (without any exclu-

4 sion under section 1504(b)), and

5 "(2) shall include a labor organization exempt

6 under section 501 together with the following organi-

7 zations:

8 "(A) any trusts, also exempt under section

9 501, which are established for the sole and exclu-

10 sive benefit of the members of such labor organi-

11 zation and their families and dependents; and

12 "(B) any corporations wholly owned by a

13 trust described in subparagraph (A).".

5
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96TH CONGRESS
2D SESSION S.2493

To amend the Internal Revenue Code of 1954 to adjust the time for payment of
manufacturers excise tax on tires, tubes, and tread rubber.

IN THE SENATE OF THE UNITED STATES
MARCH 28 (legislative day, JAmABY 3), 1980

Mr. GLENN introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of -1954 to adjust the

time for payment of manufacturers excise tax on tires,
tubes, and tread rubber>

1 Be it enacted by the Senate and House of Representa-

2 tives of the United State8 of America in Congress assembled,

3 SECTION 1. IN GENERAL.

4 Section 6302 of the Internal Revenue Code of 1954

5 (relating to mode or time of collection of taxes) is amended by

6 redesignating subsection (d) as subsection (e) and by inserting

7 after subsection (c) the following new subsection:
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1 "(d) TIME FOR PAYMENT OF MANUFACTURERS

2 ExcisE TAX ON TIRES, TUBES, ETc.-The tax imposed by

3 section 407 1(a) (relating to manufacturers excise tax on tires,

4 tubes, and tread rubber) shall be due and payable 90 days

5 after the last day of the month in which the manufacturer,

6 producer, or importer of articles subject to tax under that

7 section sells such articles.".

8 SEC. 2. EFFECTIVE DATE.

9 The amendments made by the first section of this Act

10 shall apply to tires, tubes, and tread rubber sold on or after

11 the first month beginning after the date of enactment of this

12 Act.
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96TH CONGRESS
2D SESSION S. 2547

To amend the Internal Revenue Code of 1954 with respect to State or local
government obligations issued to finance certain beverage container facilities
the construction of which is made necessary by an antidisposable beverage
container law.

IN THE SENATE OF THE UNITED STATES

APRIL 3 (legislative day, JANUARY 3), 1980

Mr. GRAVEL (for himself, Mr. HATFIELD, Mr. LEVIN, and Mr. HAYAKAWA)
introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 with respect to

State or local government obligations issued to finance cer-

tain beverage container facilities the construction of which
is made necessary by an antidisposable beverage container

law.

- 1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,
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1 SECTION 1. QUALIFIED BEVERAGE CONTAINER FACILITIES.

2 (a) IN GENERAL.-Paragraph (4) of section 103(b) of

3 the Internal Revenue Code of 1954 (relating to certain

4 exempt activities) is amended--

5 (1) by striking out "or" at the end of subpara-

6 graph (G),

7 (2) by striking out the period at the end of sub-

8 paragraph (H) and inserting in lieu thereof a comma

9 and "or", and

10 (3) by inserting after subparagraph (H) the follow-

11 ing new subparagraph:

12 "(I) qualified beverage container facilities.".

13 (b) QUALIFIED BEVERAGE CONTAINER FACILITY DE-

14 FINED.-Subsection (b) of section 103 of such Code is

15 amended by redesignating paragraph (9) as paragraph (10),

16 and by inserting after paragraph (8) the following new para-

17 graph:

18 "(9) QUALIFIED BEVERAGE CONTAINER FACILI-

19 TIEs.-For purposes of this section-

20 "(A) IN GENERAL.-The term 'qualified bey-

21 erage container facility' means a beverage con-

22 tainer facility-

23 "(i) the construction, reconstruction,

24 erection, or acquisition of which occurs

25 during the period beginning on the date of

26 enactment of a beverage container law appli-
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a 3
1 cable to containers in connection with which

2 such facility is used and ending on the date

3 which is 2 years after the effective date of

4 such law,

5 "(ii) which does not replace an existing

6 beverage container facility, and

7 "(iii) which is used in connection with a

8 beverage container law.

9 "(B) BEVERAGE CONTAINER FACILITY.-

10 The term 'beverage container facility' means the

11 initial supply of refillable beverage containers and

12 shells, plus any facility used by a distributor or

13 bottler of beverages-

14 "(i) in the collection, sorting, handling,

15 or storage of beverage containers,

16 "(ii) in the cleaning and processing of

17 refillable beverage containers, or

18 "(iii) for the manufacture of metal bev-

19 erage container tops with nondetachable

20 opening devices where a beverage container

21 law requires them.

22 "(C) BEVERAGE CONTAINER LAW.-The

23 term 'beverage container law' means a law

24 which- _

6-91 0-80-2
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1 "(i) requires the purchaser of beverages

2 sold in containers to pay a deposit or fee to

3 the seller in connection with the purchase of

4 such beverages,

5 "(ii) prohibits or discourages the sale of

6 beverages in nonreturnable containers, or

7 "(iii) prohibits or discourages the sale of

8 beverages in metal containers unless the con-

9 tainers have nondetachable opening de-

10 vices.".

11 SEC. 2. EFFECTIVE DATE.

12 (a) IN GENERAL.-The amendments made by section 1

13 of this Act shall apply with respect to obligations issued after

14 December 31, 1979.

15 (b) SPECIAL RULEs.-The cost of a qualified beverage

16 container facility described in section 103(b)(4)(I) of the In-

17 ternal Revenue Code of 1954 shall be treated as an amount

18 which is chargeable to capital account. Such a facility shall

19 not be treated as a facility not described in section 1.103-

20 8(a)(5)(iv) of the Income Tax Regulations solely because the

21 facility was used by a substantial user (within the meaning of

22 such regulations) before the date of issue of the State or local

23 obligation used to provide the facility if-

24 (1) a bond resolution was adopted, or other simi-

25 lar official action was taken, by the issuer of the obli-
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1 gations before the commencement of the construction,

2 reconstruction, erection, or acquisition of such facility,

3 and

4 (2) such obligations are issued no later than one

5 year after the date of enactment of this Act.
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96TH CONGRESS -
2D SESSION S o UL .

To amend the Internal Revenue Code of 1954 to provide for the exclusion from
income of interest on certain savings.

IN THE SENATE OF THE UNITED STATES

MAY 2 (legislative day, JANUABY 3), 1980

Mr. BOREN introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide for the

exclusion from income of interest on certain savings.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE.

4 This Act may be cited as the "Save America Savings

5 Account Act of 1980".

6 SEC. 2. EXCLUSION OF CERTAIN INTEREST FROM INCOME.

7 (a) IN GENERAL.-Part III of subchapter B of chapter

8 1 of the Internal Revenue Code of 1954 (relating to items

9 specifically excluded from gross income) is amended by rede-
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1 signating section 128 as section 129, and by inserting after

2 section 127 the following new section:

3 "SEC. 128. CERTAIN INTEREST.

4 "(a) IN GENERAL.-In the case of an individual, gross

5 income shall not include amounts received as qualified inter-

6 est for the taxable year.

7 "(b) LIMITATION.-Subsection (a) shall not apply with

8 respect to any qualified interest paid with respect to amounts

9 on deposit in excess of $100,000 for the taxable year.

10 "(C) APPLICATION WITH SECTION 116.-Amounts ex-

11 cluded from gross income under subsection (a) shall be in

12 addition to any amounts excludible under section 116 for the

13 taxable year.

14 "(d) QUALIFIED INTEREST DEFINED.-For the pur-

15 pose of this section-

16 "(1) IN GFNERAL.-The term 'qualified interest'

17 means interest described in subparagraph (A) or (B) of

18 section 116(c)(1) which is paid at a rate not in excess

19 of 7 percent per year, but only if the principal with re-

20 spect to which the interest is payable-

21 "(A) is held on deposit for not less than 1

22 year, and

23 "(B) is used (exclusive of reserve require-

24 ments imposed by law) for the purpose of making

25 qualified loans.
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3

1 "(2) QUALIFIED LOAN.-The term 'qualified loan'

2 means a loan-

3 "(A) for any of the following purposes:

4 "(i) the purchase of owner-occupied

5 residential property,

6 "(ii) the operation of a trade or busi-

7 ness, or

8 "(iii) the operation of a farm for farming

9 purposes (within the meaning of section

10 2032A(e)(5)); and

11 "(B) the rate of interest payable on which

12 does not exceed by more than 21/2 percentage

13 points the rate of interest paid on the amounts

14 from which the loan is made.

15 "(3) LOANS TO ACQUIRE CERTAIN REAL PROP-

16 ERTY NOT TO QUALIFY.-No loan, other than for the

17 purchase of owner-occupied residential property, shall

18 be treated as a qualified loan if it is used, in part or in

19 whole, for the purchase of land.".

20 (b) CLERICAL AMENDMENT.-The table of sections for

21 such part is amended by striking out the last item and insert-

22 ing in lieu thereof the following:

"Sec. 128. Certain interest.
"Sec. 129. Cross references to other Acts.".
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1 SEC. 3. PENALTY FOR FAILURE TO MEET QUALIFIED LOAN

2 REQUIREMENTS.

3 Any person who-

4 (1) uses the proceeds of a qualified loan (as de-

5 fined in section 128(d)(2) of the Internal Revenue

6 Code of 1954) for a purpose other than a purpose de-

7 scribed in section 128(d)(2)(A) of such Code, or

8 (2) charges interest at a rate in excess of the rate

9 permitted on such loans under section 128(d)(2)(B) of

10 such Code,

11 shall be guilty of a violation of section 7201 of such Code

12 relatingg to attempt to evade or defeat tax).

13 SEC. 4. EFFECTIVE DATE.

14 The amendments made by section 2 shall apply with

15 respect to taxable years beginning after December 31, 1979.



20

96TH CONGRESS
2D SESSION S 2660

To clarify the definition of the term "local furnishing" in the Internal Revenue
Code of 1954.

IN THE SENATE OF THE UNITED STATES

MAY 6 (legislative day, JANUARY 8), 1980
Mr. Morut introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL
To clarify the definition of the term "local furnishing" in the

Internal Revenue Code of 1954.

1 Be it enacted by the Senate and House of Representa-

2 tive of the United States of America in Congress assembled,

3 SECTION 1. Section 103(b) of the Internal Revenue

4 Code of 1954 (relating to projects for which tax-exempt "in-

5 dustrial development bonds" may be issued) is amended by

6 inserting the words "or gas" between "energy" and "from"

7 in the last sentence of paragraph (4).

8 SEC. 2. The amendment made by this Act shall apply to

9 obligations issued after the date of enactment.
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96TH CONGRESS S 27
2D SESSION J*)J

To encourage exports and the expansion of export trade services by providing for
special provisions on taxation of export trading companies.

IN THE SENATE OF THE UNITED STATES

MAY 22 (legislative day, JANUARY 3), 1980
Mr. BENTsEN (for himself, Mr. STEVENSON, Mr. HEINZ, and Mr. DANFORTH)

introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL
To encourage exports and the expansion of export trade services

by providing for special provisions on taxation of export
trading companies.

I Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. (a) Paragraph (3) of section 992(d) of the

4 Internal Revenue Code of 1954 (relating to ineligible corpo-

5 rations) is amended by inserting before the comma at the end

6 thereof the following: "(other than a financial institution

7 which is a banking organization as defined in section

8 105(a)(1) of the Export Trading Company Act of 1980 in-
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1 vesting in the voting stock of an export trading company (as

2 defined in section 103(5) of the Bport Trading Act of 1980)

3 in accordance with the provisions vf section 105 of such

4 Act)".

5 (b) Paragraph (1) of section 993(a) of the Internal Reve-

6 nue Code of 1954 (relating to qualified export receipts of a

7 DISC) is amended-

8 (1) by striking out "and" at the end of subpara-

9 graph (G),

10 (2) by striking out the period at the end of sub-

11 paragraph (H) and inserting in lieu thereof "and", and

12 (3) by adding at the end thereof the following new

13 subparagraph:

14 "(I) in the case of a DISC which is an

15 export tradingg company (as defined in section

16 103(5) of the Export Trading Company Act of

17 1980), or which is a subsidiary of such a compa-

18 ny, gross -receipts from the export of services pro-

19 duced in the United States (as defined in section

20 103(3) of such Act) or from export trade services

21 (as defined in section 103(4) of such Act).".

22 (c) The Secretary of Commerce, after consultation with

23 the Secretary of the Treasury, shall develop, prepaie', and

24 distribute to interested parties, including potential exporters,

25 information concerning the manner in which an export trad-

N
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1 ing company can utilize the provisions of part IV of sub-

2 chapter N of.chapter 1 of the Internal Revenue Code of 1954

3 (relating to domestic international sales corporations), and

4 any advantages or disadvantages which may reasonably be

5 expected from the election of DISC status or the establish-

6 ment of a subsidiary corporation which is a DISC.

7 (d) The amendments made by this section shall apply

8 with respect to taxable years beginning after December 31,

9 1980.

10 SUBCHAPTLA S STATUS FOR EXPORT TRADING

11 COMPANIES

12 SEC. 2. (a) Paragraph (2) of section 1371(a) of the In-

13 ternal Revenue Code of 1954 (relating to the definition of a

14 small business corporation) is amended by inserting ", except

15 in the case of the shareholders of an export trading company

16 (as defined in section 103(5) of the Export Trading Company

17 Act of 1980) if such shareholders are otherwise small busi-

18 ness corporations for the purpose of this subchapter," after

19 "shareholder".

20 (b) The first sentence of section 1372(e)(4) of such Code

21 (relating to foreign income) is amended by inserting ", other

22 than an export trading company," after "small business

23 corporation".

24 (c) The amendments made by this section shall apply

25 with respect to taxable years beginning after December 31,

26 1980.
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96TH CONGRESS
2D SESSION *

To amend the Internal Revenue Code of 1954 with respect to the treatment of
interest on bonds sold to finance the construction of hydroelectric facilities.

IN THE SENATE OF T1HE UNITED STATES

MAY 28 (legislative day, JANUARY 3), 1980

Mr. GRAVEL introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
.To amend the Internal Revenue Code of 1954 with respect to

the treatment of interest on bonds sold to finance the con-
struction of hydroelectric facilities.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. TAX EXEMPT FINANCING FOR HYDROELECTRIC

4 FACILITIES.

5 (a) SHORT TITLE.-This Act may be cited as the

6 "Hydropower Development Act of 1980".

7 (b) ELIGIBILITY FOR TAX EXEMPT FINANCING.-Sub-

8 section (b) of section 103 of the Internal Revenue Code of
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2

1954 (relating to interest on certain governmental obliga-

tions) is amended-

(1) by striking out "qualified hydroelectric gener-

ating facilities" in paragraph (4)(H) and inserting in

lieu thereof "facilities the primary purpose of which is

the generating of hydroelectric power"; and

(2) by striking out paragraph (9) and redesignat-

ing paragraph (9) as paragraph (8).

SEC. 2. EFFECTIVE DATE.

The amendments made by this Act shall apply with re-

spect to obligations issued after the date of enactment of this

Act.
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96"TH CONGRESS S 2783
2D SESSION S. • 83

To amend the Internal Revenue Code of 1954 with respect to the treatment of
certain shale oil property as energy property for purposes of the energy
investment credit.

IN THE SENATE OF THE UNITED STATES

JUNE 4 (legislative day, JANUARY 3), 1980
Mr. WALLOP (for himself and Mr. GARN) introduced the following bill; which was

read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 with respect to

the treatment of certain shale oil property as energy prop-
erty for purposes of the energy investment credit.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. TREATMENT OF CERTAIN SHALE OIL PROPERTY

4 AS ENERGY PROPERTY.

5 (a) IN GENERAL. -Paragraph (7) of section 480) of the

6 Internal Revenue Code of 1954 (relating to energy property)

7 is amended to read as follows:
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1 "(7) SHALE OIL PROPERTY.-The term 'shale oil

2 property' means property used in the production or ex-

3". traction of oil from oil-bearing shale rock, including

4 property used for hydrogenation (or for a similar proc-

5 ess subsequent to retorting), but not including property

6 used for refining.".

7 (b) CONFORMING AMENDMENT.-Clause (v) of section

8 480)(2)(A) of such Code (relating to definition of energy prop-

9 erty) is amended by striking out "equipment" and inserting in

10 lieu thereof "property".

11 SEC. 2. EFFECTIVE DATE.

12 The amendments made by section 1 shall apply to peri-

13 ods after December 31, 1980, under rules similar to the rules

14 of section 48(m) of the Internal Revenue Code of 1954.
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96TH CONGRESS
2D SESSION S.2784

To amend the Crude Oil Windfall Profit Tx Act of 1980 with respect to the
effective date for changes in the investment credit relating to coke ovens.

IN THE SENATE OF THE UNITED STATES

JUNE 4 (legislative day, JANUARY 3), 1980
Mr. GRAVEL introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL
To amend the Crude Oil Windfall Profit Tax Act of 1980 with

respect to the effective date for changes in the investment
credit relating to coke ovens.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That subsection (j) of section 222 of the Crude Oil Windfall

4 Profit Tax Act of 1980 (relating to effective dates) is

5 amended-

6 (1) by striking out "paragraph (2)" in paragraph

7 (1) and inserting in lieu thereof "paragraphs (2) and

8 (3)", and
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1 (2) by adding at the end thereof the following new

2 paragraph:

3 "(3) COKE OVENS.-The amendments made by

4 paragraphs (1) and (2) of subsection (b) shall apply to

5 periods after September 30, 1978, under rules similar

6 to the rules of section 48(m) of such Code.".

66-91 0-80-38
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IN THE SENATE OF TIlE UNITED STATES

MAY 22 (legislative day, JANUARY 3), 1980

Read twice and referred to the Committee on Finance

AN ACT
To amend chapter 42 of the Internal Revenue Code of 1954

with respect to the determination of second tier taxes.

I Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE; AMENDMENT OF 1954 CODE.

4 (a) SHORT TITLE.-This Act may be cited as the

5 "Chapter 42 Second Tier Tax Correction Act of 1980".

6 (b) AMENDMENT OF 1954 CODE.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or

8 repeal is expressed in terms of an amendment to, or repeal of,

9 a section or other provision, the reference shall be considered
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1 to be made to -a section or other provision of the Internal

2 Revenue Code of 1954.

3 SEC. 2. DATE FOR DETERMINING AMOUNT OF SECOND TIER

4 TAXES.

5 (a) SUBSTITUTION OF TAXABLE PERIOD FOR CORREC-

6 TION PEBRIOD.-The following provisions are each amended

7 by striking out "correction period" and inserting in lieu

8 thereof "taxable period":

9 (1) Section 4941(b)(1) (relating to additional taxes

10 on self-dealer).

11 (2) Section 4941(e)(2)(B) (defining amount in-

12 volved).

13 (3) Section 4942(b) (relating to additional tax on

14 failure to distribute income).

15 (4) Section 4943(b) (relating to additional tax on

16 excess business holdings).

17 (5) Section 4944(b)(1) (relating to additional taxes

18 on investments which jeopardizes charitable purpose).

19 (6) Section 4945(b)(1) (relating to additional taxes

20 on taxable expenditures).

21 (7) Section 4951(b)(1) (relating to additional taxes

22 on self-dealer).

23 (8) Section 4951(e)(2)(B) (defining amount in-

24- evolved .
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1 (9) Section 4952(b)(1) (relating to additional taxes

2 on taxable expenditures).

3 (10) Section 4971(b) (relating to additional tax on

4 failure to meet minimum funding standards).

5 (11) Section 4975(b) (relating to additional taxes

6 on disqualified persons).

7 (12) Section 4975(f)(4)(B) (defining amount in-

8 volved).

9 (b) DEFINITION OF TAXABLE PERIOD.-

10 (1) Paragraph (1) of section 4941(e) (defining tax-

ii able period) is amended to read as follows:

12 "(1) TAXABLE PERIOD.-The term 'taxable

13 period' means, with respect to any act of self-dealing,

14 the period beginning with the date on which the act of

15 self-dealing occurs and ending on the earliest of-

16 "(A) the date of mailing a notice of defi-

17 cieney with respect to the tax imposed by subsec-

18 tion (a)(1) under section 6212,

19 "(B) the date on which the tax imposed by

20 subsection (a)(1) is assessed, or

21 "(C) the date on which correction of the act

22 of self-dealing is completed."

23 (2) Paragraph (1) of section 4942(j) is amended to

24 read as follows:
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1 "(1) TAXABLE PERIOD.-The term 'taxable

2 period' means, with respect to the undistributed income

3 for any taxable year, the period beginning with the

4 first day of the taxable year and ending on the earlier

5 of-

6 "(A) the date of mailing of a notice of defi-

7 ciency with respect-to the tax imposed by subsec-

8 tion (a) under section 6212, or

9 "(B) the date on which the tax imposed by

10 subsection (a) is assessed."

11 (3) Paragraph (2) of section 4943(d) is amended to

12 read as follows:

13 "(2) TAXABLE PERIOD.-The term 'taxable

14 period' means, with respect to any excess business

15 holdings of a private foundation in a business (,nter-

16 prise, the period beginning on the first day on which

17 there are excess holdings and ending on the earlier

18 of-

19 "(A) the date of mailing of a notice of defi-

20 ciency with respect to the tax imposed by subsec-

21 tion (a) under section 6212 in respect of such

22 holdings, or

23 "(B) the date on which the tax imposed by

24 subsection (a) in respect of such holdings is as-

25 sessed."



34

1 (4) Paragraph (1) of section 4944(e) is amended to

2 read as follows:

3 "(1) TAXABLE PERIOD.-The term 'taxable

4 period' means, with respect to any investment which

5 jeopardizes the carrying out of exempt purposes, the

6 period beginning with the date on which the amount is

7 so invested and ending on the earliest of-

8 "(A) the date of mailing of a notice of defi-

9 ciency with respect to the tax imposed by subsec-

10 tion (a)(1) under section 6212,

11 "(B) the date on which the tax imposed by

12 subsection (a)(1) is assessed, or

13 "(C) the date on which the amount so invest-

14 ed is removed from jeopardy."

15 (5) Paragraph (2) of section 4945(i) is amended to

16 read as follows:

17 "(2) TAXABLE PERIOD.-The term 'taxable

18 period' means, with respect to any taxable expenditure,

19 the period beginning with the date on which the tax-

20 able expenditure occurs and ending on the earlier of-

21 "(A) the date of mailing a notice of defi-

22 ciency with respect to the tax imposed by subsec-

23 tion (a)(1) under section 6212, or

24 "(B) the date on which the tax imposed by

25 subsection (a)(1) is assessed."
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(6 ) Paragraph (1) of section 4951(e) is amended to

2 read as follows:

3 "(1) TAXABLE PERIOD.-The term 'taxable

4 period' means, with respect to any act of self-dealing,

5 the period beginning with the date on which the act of

6 self-dealing occurs and ending on the earliest of-

7 "(A) the date of mailing a notice of deficien-

8 cy with respect to the tax imposed by subsection

9 (a)(1) under section 6212,

10 "(B) the date on which the tax imposed by

11 subsection (a)(1) is assessed, or

12 "(C) the date on which correction of the act

13 of self-dealing is completed."

14 (7) Paragraph (2) of section 4952(e) is amended to

15 read as follows:

16 "(2) TAXABLE PERIOD.-The term 'taxable

17 period' means, with respect to any taxable expenditure,

18 the period beginning with the date on which the tax-

19 able expenditure occurs and ending on the earlier of-

20 "(A) the date of mailing a notice of deficien-

21 cy with respect to the tax imposed by subsection

22 (a)(1) under section 6212, or

23 "(B) the date on which the tax imposed by

24 subsection (a)(1) is assessed."
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I - (8) Paragraph (3) of section 4971(c) is amended to

2 read as follows:

3 "(3) TAXABLE PERIO.-The term 'taxable

4 period' means, with respect to an accumulated funding

a deficiency, the period beginning with the end of the

6 plan year in which there is an accumulated funding de-

7 ficiency and ending on the earlier of-

8 "(A) the date of mailing of a notice of defi-

9 ciency with respect to the tax imposed by subsec-

10 tion (a), or

11 "(B) the date on which the tax imposed by

12 subsection (a) is assessed."

13 (9) Paragraph (2) of section 4975(0 is amended to

14 read as follows:

15 "(2) TAXABLE PERIOD.-The term 'taxable

16 period' means, with respect to any prohibited transac-

17 tion, the period beginning with the date on which the

18 prohibited transaction occurs and ending on the earliest

19 of-

20 "(A) the date of mailing a notice of deficien-

21 cy with respect to the tax imposed by subsection

22 (a) under section 6212,

23 "(B) the date on which the tax imposed by

24 subsection (a) is assessed, or
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1 "(C) the date on which correction of the pro-

2 hibited transaction is completed."

3 (c) TECHNICAL AMENDMENTS.-

4 (1) Subsection (e) of section 4941 is amended by

5 striking out paragraph (4).

6 (2) Subsection (j) of section 4942 is amended-

7 (A) by striking out paragraph (2),

8 (B) by striking out "paragraph (5)" in para-

9 graph (3)(B)(i) and inserting in lieu thereof "para-

10 graph (4)",

11 (C) by redesignating paragraph (4) as para-

12 graph (2), and

13- (D) by redesignating paragraphs (5) and (6)

14 as paragraphs (4) and (5), respectively.

15 (3) Subsection (d) of section 4943 is amended by

16 striking out paragraph (3) and by redesignating para-

17 graph (4) as paragraph (3).

18 (4) Subsection (e) of section 4944 is amended by

19 striking out paragraph (3).

20 (5) Subsection (e) of section 4951 is amended by

21 striking out paragraph (4) and by redesignating para-

22 graph (5) as paragraph (4).

23 (6) Subsection (0 of section 4975 is amended bA

24 striking out paragraph (6).

25 (d) CLERICAi, AMNENI)MENT.-
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1 (1) Clause (ii) of section 4942(g)(2)(C) is amended

2 by striking out "the initial correction period provided

3 in subsection (j)(2)" and inserting in lieu thereof "the

4 correction period (as defined in section 4962(e))".

5 (2) Subparagraph (A) of section 4943(d)(3) (as re-

6 designated by subsection (c)) is amended by striking

7 out "4942(j)(5)" and inserting in lieu thereof

8 "4942(j)(4)".

9 (3) Subsection (e) of section 6213 (relating to sus-

10 pension of filing period for certain excise taxes) is

11 amended by striking out "section 4941(e)(4)" and all

12 that follows through the end of such subsection and in-

13 serting in lieu thereof "section 4962(e)."

14 (4) Subsection (g) of section 6503 (relating to sus-

15 pension of running of period of limitation pending cor-

16 rection) is amended by striking out "section

17 4941(e)(4)" and all that follows through the end of

18 such subsection and inserting in lieu thereof "section

19 4962(e)."

20 (5) Section 6503 is amended by redesignating

21 subsection 0j) as subsection (i). -

22 (6) The amendments made by sections 1203(h)(1)

23 and 1601(0(2) of the Ta.x Reform Act of 1976, and the

24 amendment made by section 362(d)(5) of the Revenue

25 Act of 1978, shall be deenW(I to he ai hm, nlinels to
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section 6503(i) of the Internal Revenue Code of 1954

(as redesignated by paragraph (5)).

SEC. 3. TAX COURT TO DETERMINE WHETHER TAXABLE

EVENT HAS BEEN CORRECTED.

Subsection (c) of section 6214 (relating to determina-

tions by Tax Court) is amended by adding at the end thereof

the following new sentence: "The Tax Court, in redetermin-

ing a deficiency of any second tier tax (as defined in section

4962(b)), shall make a determination with respect to whether

the taxable event has been corrected."

SEC. 4. ABATEMENT OF TAX WHERE THERE IS CORRECTION

DURING CORRECTION PERIOD.

(a) IN GENERAL. -Chapter 42 is amended by adding at

the end thereof the following new subchapter:

"Subchapter C-Abatement of Second Tier Taxes Where

There Is Correction During Correction Period

"See. 4961. Abatement of second tier taxes where there is correc-
tion.

"See. 4962. Definitions.

"SEC. 4961. ABATEMENT OF SECOND TIER TAXES WHERE

THERE IS CORRECTION.

"(a) GENERAL RULE.-If any taxable event is correct-

ed during the correction period for such event, then any

second tier tax imposed with respect to such event (including

interest, additions to the tax, and additional amounts) shall

not be assessed, and if assessed the assessment shall be
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1 abated, and if collected shall be credited or refunded as an

2 overpayment.

3 "(b) SUPPLEMENTAL PROCEEDIN.-If the determina-

4 tion by a court that the taxpayer is liable for a second tier tax

5 has become final, such court shall have jurisdiction to con-

6 duct any necessary supplemental proceeding to determine

7 whether the taxable event was corrected during the correc-

8 tion period. Such a supplemental proceeding may be begun

9 only during the period which ends on the 90th day after the

10 last day of the correction period. Where such a supplemental

11 proceeding has begun, the reference in the second sentence of

12 section 6213(a) to a fimal decision of the Tax Court shall be

13 treated as including a final decision in such supplemental pro-

14 ceeding.

15 "(c) SUSPENSION OF PERIOD OF COLLECTION FOR

16 SECOND TIER TAX.-

17 "(1) PROCEEDING IN DISTRICT COURT OR COURT

18 OF CLAIMS.-If, not later than 90 days after the day

19 on which the second tier tax is assessed, the first tier

20 tax is paid in full and a claim for refund of the amount

21 so paid is filed, no levy or proceeding in court for the

22 collection of the second tier tax shall be made, begun,

23 or prosecuted until a final resolution of a proceeding

24 begun as provided in paragraph (2) (and of any supple-

25 mental proceeding with respect thereto under subsec-
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1 tion (b)). Notwithstanding section 7421(a), the collec-

2 tion by levy or proceeding may be enjoined during the

3 time such prohibition is in force by a proceeding in the

4 proper court.

5 "(2) SUIT MUST BE BROUGHT TO DETERMINE LI-

6 ABILITY.-If, within 90 days after the day on which

7 his claim for refund is denied, the person against whom

8 the second tier tax was assessed fails to begin a pro-

9 feeding described in section 7422 for the determination

10 of his liability for such tax, paragraph (1) shall cease to

11 apply with respect to such tax, effective on the day fol-

12 lowing the close of the 90-day period referred to in

13 this paragraph.

14 "(3) SUSPENSION OF RUNNING OF PERIOD OF

15 LIMITATIONS ON COLLECTION.-The running of the

16 period of limitations provided in section 6502 on the

17 collection by levy or by a proceeding in court with re-

18 spect to any second tier tax described in paragraph (1)

19 shall be suspended for the period during which the

20 Secretary is prohibited from collecting by levy or a

21 proceeding in court.

22 "(4) JEOPARDY COLLECTION.-If the Secretary

23 makes a finding that the collection of the second tier

24 tax is in jeopardy, nothing in this subsection shall pre-

25 vent the immediate collection of such tax. _
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1 "SEC. 4962. DEFINITIONS.

2 "(a) FIRST TIER TAX.-For purposes of this sub-

3 chapter, the term 'first tier tax' means any tax imposed by

4 subsection (a) of section 4941, 4942, 4943, 4944, 4945,

5 4951, 4952, 4971, or 4975.

6 "(b) SECOND TIER TAx.-For purposes of this sub-

7 chapter, the term 'second tier tax' means any tax imposed by

8 subsection (b) of section 4941, 4942, 4943, 4944, 4945,

9 4951, 4952, 4971, or 4975.

10 "(c) TAXABLE EVENT.-For purposes of this sub-

11 chapter, the term 'taxable event' means any act (or failure to

12 act) giving rise to liability for tax under section 4941, 4942,

13 4943, 4944, 4945, 4951, 4952, 4971, or 4975.

14 "(d) CORRECT.-For purposes of this subchapter-

15 "(1) IN OENERAL.-Except as provided in para-

16 graph (2), the term 'correct' has the same meaning as

17 when used in the section which imposes the second tier

18 tax.

19 "(2) SPECIAL RULES.-The term 'correct'

20 means-

21 "(A) in the case of the second tier tax im-

22 posed by section 4942(b), reducing the amount of

23 the undistributed income to zero,

24 "(B) in the case of the second tier tax im-

25 posed by section 4943(b), reducing the amount of

26 the excess business holdings to zero, and
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1 "(C) in the case of the second tier tax im-

2 posed by section 4944, removing the investment

3 from jeopardy.

4 "(e) CORRECTION PERIOD.-For purposes of this sub-

5 chapter-

6 "(1) IN GENERAL.-The term 'correction period'

7 means, with respect to any taxable event, the period

8 beginning on the date on which such event occurs and

9 ending 90 days after the date of mailing under section

10 6212 of a notice of deficiency with respect to the

11 second tier tax imposed on such taxable event, ex-

12 tended by-

13 "(A) any period in which a deficiency cannot

-14 be assessed under section 6213(a) (determined

15 without regard to the last sentence of section

16 4961(b)), and

17 "(B) any other period which the -Secretary

18 determines is reasonable and necessary to bring

19 about correction of the taxable event.

20 "(2) SPECIAL RULES FOR WHEN TAXABLE

21 EVENT OCCuRS.-For purposes of paragraph (1), the

22 taxable event shall be treated as occurring-

23 "(A) in the case of section 4942, on the first

24 day of the taxable year for which there was a fail-

25 ure to distribute income,
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1 "(B) in the case of section 4943, on the first

2 day on which there are excess business holdings,

3 "(C) in the case of section 4971, on the last

4 day of the plan year in which there is an accumu-

5 lated funding deficiency, and

6 "(D) in any other case, the date on which

7 such event occurred."

8 (b) CIVIL ACTIONS FOR REFUNDS. -Paragraph (1) of

9 s action 7422(g) (relating to special rules for certain excise

10 taxes imposed by chapter 42 or 43) is amended to read as

11 follows:

12 "(1) RIGHT TO BRING ACTIONS.-

13 "(A) IN GENERAL.-With respect to any

14 taxable event, payment of the full amount of the

15 first tier tax shall constitute sufficient payment in

16 order to maintain an action under this section

17 with respect to the second tier tax.

18 "(B) DEFINITIONS.-For purposes of sub-

19 paragraph (A), the terms 'taxable event', 'first tier

20 tax', and 'second tier tax' have the respective

21 meanings given to such terms by section 4962."

22 (C) CLERICAL AMENDENT.-The table of subchapters

23 for chapter 42 is amended by adding at the end thereof the

24 following new item:

"S'1CIIAPIFUR ('. Abatemi1enti of second lir t eq,. where, tihrv k
correction clu ring correcio i eril."
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1 SEC. 5. EFFECTIVE DATES.

2 (a) FIRST TIER TAXES.-The amendments made by

3 this Act with respect to any first tier tax shall take effect as

4 if included in the Internal Revenue Code of 1954 when such

5 tax was first imposed.

6 (b) SECOND TIER TAXEs.-The amendments made by

7 this Act with respect to any second tier tax shall apply only

8 with respect to taxes assessed after the date of the enactment

9 of this Act. Nothing in the preceding sentence shall be con-

10 strued to permit the assessment of a tax in a case to which,

11 on the date of the enactment of this Act, the doctrine of res

12 judicata applies.

13 (c) FIRST AND SECOND TIER TAx.-For purposes.of

14 this section, the terms "first tier tax" and "second tier tax"

15 have the respective meanings given to such terms by section

16 4962 of the Internal Reveniue Code of 1954.

Passed the House of Representatives May 20, 1980,

Attest: EDMUND L. HENSHAW, JR.,
Clerk.

By THOMAS E. LADD,

Assistant to the Clerk.

"8-1 0-80-4
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Present: Senators Byrd, Nelson, and Gravel.
Senator BYRD. The hour of 2 o'clock having arrived, the commit-

tee will come to order.
The committee today will consider nine Senate tax bills and one

House measure.
The Joint Committee on Taxation has prepared a description of

these measures, which also provides revenue estimates andidenti-
fies the taxpayers affected by the proposals. This pamphlet, pre-
pared by the joint committee, shall be included at this point in the
record.

[The material referred to follows:]
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INTRODUCTION

The bills described in this pamphlet have been scheduled for a hear-
ing on June 24, 1980, by the Senate Finance Subcommittee on Taxa-
tion and Debt Management Generally. There is one bill that has been
passed by the House of Represeistatives (H.R. 5391) and 10 Senate
bills (S. 1614, S. 2075, S. 2493, S. 2547, S. 2646, S. 2660, S. 2757, S. 2766,
S. 2783, and.S. 2784) described in the pamphlet.

The first part of the pamphlet is a summary of the bills presented in
bill numerical order. This is followed by a more detailed description
of the bills, setting forth present law, the issues involved, an explana-
tion of the bills, the effective (lates, and the estimated revenue effects.

(1)
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I. SUMMARY

1. H.R. 5391

Second Tier Tax Correction Act of 1980

Under present law, a two-tier excise tax system is applicable to pri-
vate foundations, employee benefit trusts, and black lung benefit
trusts, with respect to prohibited acts of these organizations. The
second-tier excise tax is not imposed if the prohibited act is corrected
within a correction period. The Tax Court has held that it lacks
jurisdiction to redetermine a deficiency for a second-tier tax because
the tax is not imposed until after its decision is final.

Under the bill, the second-tier excise tax would be imposed before any
litigation begins (in order to insure that the Court will have juris-
diction) but would be forgiven if the prohibited act is corrected within
a correction period.

2. S. 1614-Senator Bentsen

Local Newspaper Exemption From Foundation Business Holding
Provisions

Under present law, private foundations are limited in their percent-
age ownership in a business enterprise. The bill would exempt hold-
ings in an independent local newspaper business from these resbric-
tions. -

3. S. 2075-Senator Gravel

Definition of An Affiliated Group for Purposes of the Air
Transportation Excise Taxes

Present law provides an exception from the air passenger ticket. and
air freight waybill excise taxes for air transportation provided by a
member of an affiliated group of corporations to another mefiiber of
the affiliated group, where the aircraft so used is not available for
hire by persons who are not 'members of the affiliated group. The non-
commercial aviation fuels taxes apply for fuel used in such instances.

The bill would expand the definition of an affiliated group to also
include a tax-exempt labor organization and its tax-exempt trusts
(and any wholly-owned corporations of such trusts) established for
the sole and exclusive benefit of the members of such labor organiza-
tion and their families and dependents.

4. S. 2493-Senator Glenn

Extension of Time for Payment of Manufacturers Excise Tax
on Tires, Inner Tubes, and Tread Rubber

Under present law, an excise tax is imposed upon the sale of certain
tires, inner tubes, and tread rubber by the manufacturer, producer.

(8)
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or importer. This tax generally is payable soon after such items are
sold.

The bill would allow manufacturers, producers, and importers of
taxable tires, inner tubes, and tread rubber to postpone payment of
the excise tax upon the sale of items until 90 days after the last day
of the month in which the item was sold.

5. S. 2547-Senators Gravel, Hatfield, Levin, and Hayakawa

Tax Exemption for Industrial Development Bonds for Beverage
Container Facilities

Under present law, tax-exempt industrial development bonds
(IDBs) may be used to provide solid waste disposal facilities. The term
"solid waste" is defined by Treasury regulations to mean garbage, re-
fuse or other discarded materials which have no market or other value
at the place they are located.

Refillable beverage containers do not, in general, qualify as solid
waste. As a result, tax-exempt financing is generally not available for
facilities used in the collection and processing of such containers.

The bill would allow tax-exempt IDBs to be used to finance the acqui-
sition of beverage container facilities for use in a State or locality that
has enacted a law which -requires a deposit on the bottles, discourages
the sale of beverages in nonreturnable bottles, or prohibits or discour-
ages the sale of beverages in metal container without nondetachable
opening devices. The facilities that may be financed under the bill are:

(1) refillable beverage containers;
(2) property used in the collection, sorting or handling of

beverage containers;
(3) property used in the cleaning and processing of refillable

beverage containers; and
(4) property used for the manufacture of metal beverage con-

tainer tops with nondetachable opening devices.

6. S. 2646-Senator Boren

Save America Savings Account Act of 1980

Under present law, an individual may exclude from gross income up
to $200 ($400 on a joint return) of dividends and interest received in
calendar years 1981 and 1982. (For 1980 and years after 1982, the exclu-
sion is for up to $100 of dividends for each individual.)

The bill would allow an additional exclusion for qualified interest
received on deposits held for not less than one year of up to $100,000
where the deposits are used to make loans for the purchase of owner-
occupied -residential property, the operation of a trade or business, or-
the operation of a farm for farming purposes. The rate of interest on
the deposit may not exceed 7 percent and the rate of interest on the
loan may not exceed the rate of interest on the deposit by more than
21/2 percentage points.
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7. S. 2660-Senator Moynihan

Tax Exemption for Industrial Development Bonds for Facilities
for the Local Furnishing of Gas

Under present law, tax-exempt industrial development bonds
(IDBs) may be used to provide facilities for the local furnishing of
gas. Such a facility is defined as property for the furnishing of gas
which is part of a system providing service to the general populace
in a service area comprising no more than two contiguous counties.
The bill would amend the definition of facilities for the local furnish-
ing of gas to include property for the. furnishing of gas which is part
of a system providing service to the general populace in a service area
comprised of a city and one contiguous county.

8. S. 2757-Senators Bentsen, Stevenson, Heinz, and Danforth

Taxation of Export Trading Companies

In the case of a Domestic International Sales Corporation (DISC)
which is also an export trading company (as defined in the com-
panion bill, the Export Trading Company Act of 1980 (S. 2718)) the
bill would expand the definition of qualifying DISC income to include
the export of certain U.S. services and the performance of services
which facilitate the export of U.S. goods and services. The bill would
also allow a banking organization which invests in the voting stock of
an export trading company to qualify as a DISC.

Under present law, a subchapter S corporation may not have cor-
porate shareholders and may not derive more than 80 percent of its
gross receipts from foreign sources. Under the bill, a subchapter S cor-
poration which is also a-n export trading company may have corporate
shareholders as long as they qualify as subchapter S corporations.
Also under the bill, such dual status corporations are exempt from the
foreign income limitation.

9. S. 2766-Senator Gravel

Tax Exemption for Industrial Development Bonds for Facilities
the Primary Purpose of Which Is the Generating of Hydroelec-
tric Power

Under present law, tax-exempt industrial development bonds
(IDBs) may be used to provide financing for the installation of elec-
trical generating equipment at, and the rehabilitation of, an existing
dam. Tax-exempt IDBs may also be used to provide financing for the
installation of electrical generating equipment at a site which does not
involve the impoundment of water. However, in order to qualify for
tax-exempt financing, the facility must have an installed capacity of
less than 125 megawatts, the facility must be owned for tax purposes
by a State or local government, and the facility must satisfy the "public
use" requirement.

The bill would allow tax-exempt IDBs to be used to provide facili-
ties the primary purpose of which is the generating of hydroelectric
power.
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10. S. 2783-Senators Wallop and Garn

Definition of Shale Oil Equipment for the Energy
Investment Credit

In addition to the generally applicabie 10-percent investment tax
credit, the Energy Tax Act of 1978 provided a 10-percent energy in-
vestment credit for shale oil equipment. The latter credit applies to
equipment for producing or extracting shale oil from shale rock, but
generally not to equipment for use in upgrading the extracted liquid.

The bill woull expand the definition of shale oil equipment to in-
clude equipment used to upgrade shale oil.

S. 2784-Senator Gravel

Effective Date of the Energy Investment Credit for Coke Ovens

Under the Crude Oil Windfall Profit Tax Act of 1980, the 10-
percent energy investment credit for alternative energy property was
extended to equipment used to produce cokq and coke gas for periods
after December 31, 1979.

Under the bill, the credit for equipment used to produce coke and
coke gas would apply retroactively with respect. to periods after Sep-
tember 30, 1978 (the general effective date for the Energy Tax Act
of 1978, under which the energy tax credit was enacted).
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II. DESCRIPTION OF BILLS

1. H.R. 5391

Second Tier Tax Correction Act of 1980

Present law
Under present law, the Internal Revenue Code contains nine sec-

tions which impose a two-tier excise tax system to insurn the com-
pliance of private foundations 1 pension trusts 2 and black lung bene-
fit trusts3 with certain provisions of the Code. Under each of the sec-
tions, a first-tier excise tax is imposed automatically if the foundation
or trust engages in a prohibited act (such as self dealing between a
disqualified person and a private foundation), and a much larger
second-tier excise tax is imposed for failing to correct tho prohibited
act within a "correction period." The "correction period" ends after
the time a court decision as to whether the taxpayer is liable for the
second-tier tax becomes final. This system is designed to provide an
adequate opportunity for court review and correction of the transac-
tion before the Internal Revenue Service can impose the second-tier
tax. The second-tier taxes are intended to be sufficiently high to compel
voluntary compliance (at least after court review) with these
provisions.

In a recent case,4 the Tax Court held that it lacked the authority to
redetermine a deficiency of a second-tier tax with respect to an act of
self dealing by a private foundation under Code section 4941 (b). The
Court found that because the second-tier tax is not "imposed" until
after its decision is final, it did not have jurisdiction to redetermine
a. deficiency of that tax. In addition, the Court noted that the "amount
involved" (upon which the amount of tax is based) cannot be deter-
mined until after the decision has become final.

Issue -
The issue is whether the two-tier excise tax system for prohibited

acts by private foundations, pension trusts, and black lung trusts

'The provisions relating to private foundations are Code sections 4941 (self-
dealing), 4942 (failure to distribute income), 4943 (excess business holdings),
4944 (jeopardy investments), and 4945 (taxable expenditures). These provisions
were added by the Tax Reform Act of 1969.

' The provisions relating to pension trusts are Code sections 4971 (minimum
funding) and 4975 (prohibited transactions). These provisions were added by the
Employee Retirement Income Security Act of 1974.

'The provisions relating to black lung benefit trusts are Code sections 4951
(self-dealing) and 4952 (taxable expenditures). These provisions were added by
the Black Lung Benefits Revenue Act of 1977.

'Adams v. Commissioner, 72 T.C. 81 (1979). This decision was followed in two
subsequent cases: Larchmont v. (ommiasioner, 72 T.C. 131 (1979), and H. Fort
Flowers Foundation v. (Jomissioner, 72 T.C. 399 (1979).
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should be amended in order to insure the courts have jurisdiction to
enforce the second-tier taxes.

Explanation of the bill
Under the bill, the second-tier excise tax would be imposed at the end

of the taxable period (i.e. the time the Internal Revenue Service mails
a notice of deficiency to the taxpayer with respect to the first-tier tax
or when the first-tier tax is assessed if no deficiency notice is mailed).
However, the second-tier tax would not be assessed if the taxpayer files
a petition with the Tax Court to redetermine that tax and the taxpayer
corrects the prohibited act by the end of the correction period. Under
the bill, the correction period would end when the decision of the Tax
Court becomes final (under Code sec. 7481), except that it would be
extended by any period the IRS determines is reasonable and necessary
to bring about correction (Code sec. 4962 (e)).

The bill also would provide for a supplemental proceeding by the
Court to determine whether the taxpayer corrected the prohibited act
within the correction period, if the Court previously determined that
the second-tier tax was properly imposed.

Thus, where the taxpayer petitions the Tax Court t0 redetermine a
second-tier tax, the tax would not be assessed unless the Court decides
either in reviewing imposition of the tax, or in a supplemental pro-
ceeding on the timehness of a correction, that the taxpayer has engaged
in an act giving rise to a first-tier tax and that the act was not timely
corrected.

In refund cases, the bill would suspend the collection of any second-
tier excise tax which was assessed (for example, because a notice of de-
ficiency was mailed and no petition was filed with the Tax Court) until
the taxpayer completes its administrative and judicial refund pro-
cedures. Thus, a taxpayer may obtain U.S. district court or Court
of Claims review of issues involving the second-tier tax without first
being required to pay the second-tier tax.5

Finally, the bill would fix the amount of the second-tier taxes on
self-dealing (Code see. 4941, 4951, and 4975) on the date the second-
tier tax is imposed.

(An identical bill, S. 2485, was introduced by Chairman Russell B.
-- Long.)

Effective date
The bill would apply to second-tier taxes assessed after the date of

enactment of the bill (except in cases where a court decision with
respect to that tax is final on that date).

Revenue effect
The bill is not expected to have any effect on budget receipts.

" Under Treasury regulations, the correction period is extended during the
pendency of refund proceedings. Under Code section 7422(g) (1), the Jurisdiction
requirement that a taxpayer pay the second-tier tax is waived.
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2. S. 1614-Senator Bentsen

Local Newspaper Exemption From Foundation Business
Holdings Provision

Present Law
The Tax Reform Act of 1969 imposed an excise tax upon the excess

business holdings of a private foundation (Code sec. 4943). Gen-
erally, under the excess business holdings provisions, the combined
ownership of a business by a private foundation and all disqualified
persons cannot exceed 20 percent of the voting stock of the business
(35 percent if other persons have effective control of the business).

The 1969 Act provided that, if a private foundation and disqualified
persons together had holdings on May 26, 1969, in excess of the per-
mitted amounts under the general rules, then those holdings could be
retained if they consisted of not more than 50 percent of the business.
If the combined holdings exceeded 50 percent of the business on that
date, then over a transitional period the combined holdings have to be
reduced to 50 percent (ultimately to 35 percent if the disqualified
persons hold, in the aggregate, no more than 2 percent of the business;
if they hold more than 2 percent, then the combined holdings may con-
tinue to be as much as 50 percent, of which the foundation itself may
hold no more than 25 percent).

Issue
The issue is whether ownership by a private foundation in an in-

dependent local newspaper business should be exempted from the
excess business holdings provision of present law.

Explanation of the bill
The bill provides that an independent local newspaper business

would not be treated as a business enterprise for purposes of the
excess business holdings provision (Code sec. 4943). Thus, there would
be no limitation on the percentage interest in such an enterprise that
a foundation may own.

An independent local newspaper business means a business (whether
organized as a corporation, partnership, or proprietorship), no inter-
ests in which are traded in an established securities market, which pub-
lishes an independent local newspaper. An "independent local news-
paper" is defined as a newspaper publication which is not a member of
a "chain of newspaper publications" and which has all of its publish-
ing offices in a single city, community or metropolitan area, or, as of
January 1, 1979, within one State. A "chain of newspaper publica-
tions" is defined as two or more newspaper publications under common
control on January 1, 1979, and which are not published in a single
city, community, or metropolitan area.
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The principal beneficiary of this bill is Houston Endowment,
Inc., which owns the Houston Chronicle. However, it is expected that
other taxpayers owning newspapers would benefit from enactment of
the bill.

Effective date
The bill would apply to taxable years ending after the date of enact-

ment of the bill.
Revenue effect

It is estimated that the bill would reduce income tax liability by
$10 million per year. After approximately five years, it is estimated
that the bll would reduce estate tax liability by $100 million per year.
There would be a negligible impact in fiscal year 1981.



56

3. S. 2075-Senator Gravel

Definition of an Affiliated Group for Purposes of the Air
Transportation Excise Taxes

Present law
The excise taxes on air passenger tickets (under Code sec. 4261) 1 and

air freight waybills (under Code see. 4271)2 apply to commercial
aviation; that is, as a business of transporting persons or property for
compensation or hire by air.

Code sections 4281 and 4282 provide two exceptions to the air pas-
senger and air freight taxes. Code section 4281 provides that the taxes
do not apply to transportation by an aircraft having a maximum take-
off weight of 6,000 pounds or less, except when the aircraft is operated
on an established line. Code section 4282 provides for an exception for
certain air transportation provided for other members of an affiliated
group. This exception is applicable for air transportation provided by
a member of an affiliated group 3 to another member of the affiliated
group where the aircraft so used is not available for hire by persons
who are not members of the affiliated group.

The aviation fuels taxes for noncommecrial aviation (under Code
see. 4041 (c).) apply in such instances where the transportation taxes
do not apply.

Issue
The issue is whether the affiliated group exception from the air

transportation excise taxes for controlled corporations should be ex-
panded to include a tax-exempt labor organization and exempt trusts
(or corporations owned by the trust) established for the sole and ex-
clusive benefit of the members of such labor organizations and their
families and dependents.

Explanation of the bill
The bill would expand the affiliated group exception from the air

transportation excise taxes for controlled corporations to also include

The air passenger ticket tax presently is 8 percent through June 30, 1980, and
5 percent beginning on July 1, 1980. However, legislation is currently pending
(H.R. 7477 as passed by the House of Representatives on- June 17, 1980) to extend
the 8-percent rate through September 30, 1980. The Finance Committee, on
June 10, 1980, approved the substance of the 3-month extension. In addition, a
Ways and Means Committee amendment, to be offered to H.R. 6721. would
extend the 8-percent rate through September 30, 1982, and at 5 percent thereafter.

I The air freight waybill tax presently is 5 percent through June 30, 1980, and
Is scheduled to expire on July 1, 1980. However, H.R. 7477 would extend the
present 5-percent tax through September 30, 1980. In addition, the Ways and
Means Committee amendment to H.R. 6721 would extend the 5-percent tax
through September 30, 1985.

SsAffiliated group" is a group of corporations connected through common stock
ownership (as defined in Code sec. 1504(a), except that, for purposes of the
transportation tax exception, all such corporations are treated as the includible
corporation, without any exclusion under Code sec. 1504(b) ).
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tax-exempt labor organizations (under Code sec. 501) and their tax-
exempt trusts (and any wholly-owned corporations of such trusts) es-
tablished for the sole and exclusive benefit of the members of such
labor organization and their families and dependents.

Effective date
The bill would be effective upon the date of enactment.

Revenue effect
This bill is estimated to have an insignificant revenue effect.
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4. S. 2493-Senator Glenn

Extension of Time for Paying Excise Tax on Tires, Inner Tubes,
and Tread Rubber

Present law
Under present law, a manufacturers excise tax is imposed upon the

sale of certain tires, inner tubes and tread rubber (Code see. 4071).
Under Code section 6302(a), the mode and time for collecting all

manufacturers excise taxes is established by Treasury Regulations.
Uiider the regulations generally applicable to the payment of manu-
facturers excise taxes (Treas. Regs. sec. 48.6302(c)-1), if an indi-
vidual's liability for taxes reportable on a quarterly excise tax return
(Form 720) exceeds $100 for any calendar month (other than tho
last month bf a calendar quarter), then the amount of such liability
must be deposited at an authorized depository, or at the Federal Re-
serve Bank serving the area in which the individual is located, on or
before the last day of the month following the month for which the
liability exceeds $100. In the case of the last month of a calendar
quarter (and where the taxes for the quarter are less than $100), the
taxes must be paid by the last day of the month following the close of
the calendar quarter.

If an individual's liability for taxes reportable on a quarterly excise
tax return exceeded $2,000 for any month in the preceding calendar
quarter, then taxes for the following quarter (regardless of amount)
must be deposited on a semi-monthly basis. Taxes which are payable
semi-monthly must be deposited by the 9th day following the semi-
monthly period to which the taxes relate. Generally, a semi-monthly
period means the first 15 days of a calendar month or the portion of a
calendar month following the 15th day of the month. Thus, taxes for
the first 15 days of a calendar month must be paid by the 24th of that
month, and taxes for the period after the 15th of a calendar month
must be paid by the 9th of the following month.

In addition, if the semi-monthly period is within either of the first
two months of the quarter, any underpayment of excise taxes for a
month must be deposited by the 9th day of the second month following
the month of the underpayment. Underpaymnents in the third month
of the quarter must be deposited by the end of the first month after
the end of the quarter.

The regulations contain no special rules to defer payment of the
excise tax with respect to items sold on credit. However, Code section
4216(c) provides that, in the case of an installment sale and title does
not pass until some future date, the tax is paid as installments are
received.

Issue
The issue is whether the payment of the manufacturers excise tax

on tires, inner tubes, and tread rubber should be delayed until 90 days
after the end of the month in which the item is sold, i.e., for up to
4 months after a sale of and payment for the article.
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Explanation of the bill
The bill would eliminate the Secretary's general regulatory author-

ity, under Code section 6302 (a), as to the payment of the excise tax
imposed on tires, inner tubes and tread rubber, by providing that
such tax is payable 90 days aiter the last day of the month in which
the manufacturer, producer, or importer sells taxable articles.

Effective date
The provisions of the bill would apply to tires, inner tuberi, and

tread rubber sold on or after the first month beginning after the date
of enactment.

Revenue effect
It is estimated that this bill would reduce budget receipts by $190

million in fiscal year 1981 and by less than $5 million annually there-
after. (The fiscal year 1981 estimate is based on the assumption that
this bill would be enacted after August 31, 1980.)
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5. S. 2547-Senators Gravel, Hatfield, Levin, and Hayakawa

Tax Exemption for Industrial Development Bonds for Beverage
Container Facilities

Present law
Under present law, interest on State and local government obliga-

tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development 'bonds (IDBs). A State or local gov-
ernment bond is an IDB if (1) all or a major portion of the proceeds
of the issue are to be used in any trade or business of a person other
than a State or local government or tax-exempt organization, and (2)
payment of principal or interest is secured by an interest in, or derived
from payments with respect to, property or borrowed money used
in a trade or business.

An exception to the denial of tax exemption for interest on IDBs
applies in the case of IDBs which are used to provide solid waste dis-
posal facilities. Solid waste disposal facilities are defined in Treasury
regulations as property used or the collection storage, treatment,
utilization, processing, or final disposal of solid waste.-A facility
which disposes of solid waste by reconstituting, converting, or other-
wise recycling it into material which is not solid waste will qualify
as a solid waste disposal facility if 65 percent of the material intro-
duced into the recycling process is solid waste (Treas. Reg. sec. 1.103-(f)T(2) (ii)).

TheIntrnal Revenue Code does not define the term "solid waste."
However, the legislative history of the IDB exception for solid waste
disposal facilities indicates that the term has the same meaning as it
had in the Solid Waste Disposal Act. In that Act, solid waste was de-
fined as "garbage, refuse, and other discarded solid materials." The
legislative history of that Act states that "solid wastes include a great
variety of things that individuals, manufacturers, commercial estab,
lishments, and communities discards as no longer useable."

The Treasury Regulations, which define the term "solid waste",
provide that solid waste means garbage, refuse, and other discarded
materials so long as it is property which is useless, unused, unwanted,
or discarded solid material which has no market or other value at
the place it is located (Treas. Reg. sec. 1.103-8(f) (2) (ii)).

As a result of the existing definition of the term "solid waste",
facilities used in connection with returnable beverage containers will
not, in general, qualify as solid waste disposal facilities.

Issue
The issue is whether tax-exempt IDBs should be allowed to be used

to finance the acquisition of refillable beverage containers, property
used in the collection, sorting, or handling of beverage containers,
property used in the cleaning and processing of refillable beverage
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containers, and property used for the manufacture of metal beverage
container tops with nondetachable openings in States or localities
which prohibit or discourage the use of nonreturnable bottles or metal
containers without nondetachable opening devices.

Explanation of the bill
The bill provides that interest on IDBs used to provide qualified

beverage container facilities would be exempt from Federal income
taxation. Beverage container facilities covered by the bill are: (1) the
initial supply of refillable beverage containers and s!.ells and (2) any
facility used by a distributor or bottler of beverages (a) in the col-
lection, sorting, or handling of beverage containers,' (b) in the clear-
ing and processing of refillable beverage containers, or (c) for the

manufacture of metal beverage container tops with nondetachable
opening devices.

A beverage container facility would be treated as a qualified bever-
age container facility where three requirements are met. First, the
construction, reconstruction, erection, or acquisition of the facility
must occur during the two-year period beginning on the effective date
of a "beverage container law." Second, the facility must not replace
an existing beverage container f -cility. Finally, the facility must be
used in connection with a "beverage container law."

The bill defines a "beverage container law" as a law which (1)
requires the purchaser of beverages sold in containers to pay a de-
posit or fee to the seller in connection with the purchase of such bever-
ages, (2) prohibits or discourages the sale of beverages in nonreturn-
able containers, or (3) prohibits or discourages the sale of beverages
in metal containers unless the containers have nondetachable opening
devices.

Effective date
The bill would apply to obligations issued after December 31, 1979.

In addition, the bill would allow the refinancing of existing conven-
tionally financed beverage container facilities where (1) a bond reso-
lution was adopted or other similar official action was taken by the
issuer prior to the commencement of the construction, erection, or
acquisition of the facility, and (2) the obligations are issued no later
than one year after the date of enactment.

Revenue effect
It is estimated that this bill would reduce budget receipts by $10

million in fiscal year 1981, $20 million in 1982, $40 million in'1983,
$60 million in 1984, and $70 million in 1985.

'This provision apparently is not restricted solely to refillable beverage con-
tainers. Thus, tax-exempt financing may be available under the bill with respect
to this type of equipment which is used in conjunction with "throw-away" bottles
and cans.

66-691 0-80-5
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6. S. 2646-Senator Boren

Save America Savings Account Act of 1980

Present law
In calendar years 1981 and 1982, an individual may exclude from

gross income up to $200 of dividend and interest income ($400 on a
joint return) (Code sec. 116). The exclusion for dividends, which has
been in the Code since 1954, generally applies to dividends paid by
domestic corporations.1 The exclusion for interest was enacted in the
Crude Oil Windfall Profit Tax Act of 1980 and applies generally to
most domestic sources of interest income.

Issue
The issue is whether an additional exclusion from gross income

should be provided for interest received on deposits which are used
to make loans for specifically designated purposes (i.e., for home
ownership, trade or business, or farming purposes) where the rate of
interest on the deposit does not exceed a designated amount (i.e., 7 per-
cent) and the lower interest rate is flowed through to the borrower.

Explanation of the bill
Under the bill, amounts received as qualified interest for the taxable

year would be excluded from gross income. The exclusion would not
apply to interest income received with respect to amounts on deposit in
excess of $100,000 for the taxable year. The amounts excluded from
gross income under this proposal would be in addition to any amounts
excludable under present law (Code sec. 116).

Qualified interest is defined as interest which is paid at a rate of 7
percent or less, but only if the principal on which the interest is earned
(1) is held on deposit for not less than 1 year and (2) is used for the
purpose of making qualified loans.

A qualified loan is a loan made for (1) the purchase of owner-
occupied residential property, (2) the operation of a trade or business,
or (3) the operation of a farm for farming purposes. The rate of
interest payable on a qualified loan could not be more than 21/2 per-
centage points above the rate of interest paid on the deposits from
which the loan is made.

A qualified loan is not a loan used, in whole or in part, for the pur-
chase of land, other than for the purchase of owner-occupied residen-
tial property.

Effective date
The bill would apply with respect to taxable years beginning after

December 31, 1979.
I For 1980 and years after 1982, the general exclusion is for up to $100 of divi-

dends received by an individual. Married couples filing joint returns may exclude
up to $W of dividends (up to $100 for each person).



63

Revenue effect
It is estimated that the bill would reduce calendar year liability

and fiscal year receipts as follows:

(Millions of dollars)

1980 1981 1982 1983 1984 1985

Calendar---------- 10,360 11,603 12,996 14,555 16,302 18, 258
Fiscal----- -- ------- (1) 12, 100 12, 787 14, 438 16, 302 17, 036

1 Less than $5 million.
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7. S. 2660-Senator Moynihan

Tax Exemption for Industrial Development Bonds for Facilities
for the Local Furnishing of Gas

Present law
Under present law, interest on State and local government obliga-

tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local gov-
ernment bond is an IDB if (1) all or a major portion of the proceeds
of the issue are to be used in any trade or business of a person other
than a State or local government or tax-exempt organization, and (2)
payment of principal or interest is secured by an interest in, or derived
from payments with respect to, property or borrowed money used in a
trade or business.

An exception to the denial of tax exemption for Interest on IDBs
applies in the case of IDBs which are used to provide exempt activity
facilities. Such facilities include facilities for the local furnishing of
electric energy and gas (Code sec. 103(b) (4) (E)).

A facility for the furnishing of electric energy or gas is defined in
Treasury regulations as property for the furnishing of electric energy
or gas_ which is part of a system providing service to the general popu-
lace in a service area comprising no more than two contiguous coun-
ties. (Treas. Reg. sec. 1.103-8(f) (2) (iii)). In the Revenue Act of 1978,
the definition of a facility for the local furnishing of electric energy
was modified to also include property for the furnishing of electric
energy which is part of a system which provides electric energy to the
general populace in a service area comprising no more than a city and
one contiguous county.

Issue
The issue is whether the definition of a facility for the local furnish-

ing of gas should be amended to include a facility for the furnishing
of gas which is part of a system which provides service to the general

- populace in an area comprising no more than two contiguous counties
or a city and one contiguous county.

Explanation of the bil
The bill provides that the local furnishing of gas from a facility

would include the furnishing solely within the area comprising of a
city and one contiguous county. Under the bill, tax-exempt financing
would be made available in the case of a facility for the furnishing of
gas (which otherwise meets the requirements of Code see. 103) pro-
vided that the service area of the facility comprised no more than two
contiguous counties or a county and one contiguous city.

The principal beneficiaries of the bill woun t be the Brooklyn Union
Gas Company and the Consolidated Edison Corporation.
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Effective date
The bill would apply to obligations issued after the date of enact-

inent.
Revenue effect

It is estimated that this bill would reduce budget receipts by $2 mil-
lion in fiscal year 1981, $4 million in 1982, $8 million in 1983, $11 mil-
lion in 1984. and $14 million in 1985.
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8. S. 2757-Senators Bentsen, Stevenson, Heinz, and Danforth

Taxation of Export Trading Companies

Present law
Dome8tic Intei-nationua Sale8 Corporation (DISC)

Under present law, a DISC is allowed to defer an incremental por-
tion of its export income. This export income includes sales, invest-
ment, and services income which result from certain defined export
operations of the DISC. With respect to services, this deferrable
export income can be for: (1) services related and subsidiary to the
sale or other disposition of export property by the DISC, (2) engi-
neering or architectural services for foreign construction projects,
or (3) managerial services which further the production of export
receipts for the DISC. Income from other serVices, irrespective of
its relationship to export income, is not deferrable export income
under the DISC provisions.

Under present law, not all corporations are eligible to be treated
as DISCs. Financial institutions, including banks and organizations
carrying on banking activities, are not. eligible to be DISCs.
Subchapter S corporations

In order for a corporation to qualify as a subchapter S corporation,
it must meet several criteria. One of these criteria is that the subchap-
ter S corporation may not have any corporate shareholders during the
taxable year. If any of the subchapter S corporation's stock is acquired
)y a corporation during the taxable year, its subchapter S status is

terminated for that year and all future years. However, in the fifth
year (or earlier year if the Commissioner consents) following the
year of termination, the corporation may re-elect subchapter S
status if it meets the eligibility requirements for such year.

Another subchapter S requirement that must be met under present
law is that the corporation cannot have more than 80 percent of its
gross receipts from foreign sources. Failure to meet this requirement
will also result in termination of Subchapter S status.

Background
This bill contains the tax provisions that relate to the companion

bill, the Export Trading Company Act of 1980 (S. 2718), which was
reported (S. Rept. No. 96-735) by the Senate Committee on Banking,
Housing and Urban Affairs on May 15, 1980. The Act is intended to
increase U.S. exports of products and services by encouraging ex-
port trade services to LT.S. producers and suppliers. The Act states
that, if exporters are to be successful in promoting IT.S. exports, they
must be able to draw on the resources, expertise, and knowledge of the
U.S. banking system. The principal means by which the bill (S. 2718)
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attempts to accomplish this end is to amend the banking laws of the
United States to allow banks to hold voting stock in an export trading
company.

Issues
The issues presented by this bill are:

(1) Whether a banking organization which invests in an ex-
port trading company should be allowed to be a DISC;

(2) Whether the category of deferrable DISC income should
be expanded to include income from the export of certain. U.S.
services and the performance of services which facilitate the ex-
port of U.S. goods and services;

(3) Whether subchapter S corporations which also qualify. as
export trading companies should be exempt from the require-
ments that subchapter S corporations may not have corporate
shareholders and cannot, have more than 80 percent of their gross
receipts from foreign sources.

Explanation of the bill
Pome8tic Internotional Sale8 (orporation

In the ease of a corporation which is both a DISC and an export
trading company,1 the bill expands the category of deferrable DISC
income to include the export of "services produced in the United
States" and "export trade services". "Services produced in the United
States" are defined in the companion bill (see. 103(a) (3)) as con-
sulting, management, amusement, etc.. services where at least half of
the income is attributable to IT.S. citizens or is otherwise attributable
to the United States. "Export trade services" are defined in the com-
panion bill (see. 103(a) (4)) as consulting. marketing, financing, etc..
activities which facilitate the export of goods or services produced in
the United States. Essentially. the bill would allow most, if not all, of
the export related activities and services of the dual status corpora-
tion to be treated as deferrable DISC income, even if the activities or
services are performed in the United States.

The bill would also allow a banking organization which invests in
the voting stock of an export trading company to be eligible to be
treated as a DISC. The export financing activities of such an organi-
zation could qualify as deferrable DISC income. (The expansion of
the DISC provisions to include banks and income from banking activi-
ties is intended to augment the provisions of the companion bill, S.
2718. which attempts to make banking facilities more available to
export trading companies in order to increase their export operations,)

The bill also directs the Secretary of Commerce to prepare and dis-
seminate information to exporters on the advantages and disadvan-
tages of establishing a DISC.
Subehapter S corporations

The bill would allow an export trading company with corporate
shareholders to qualify as a subchapter S corporation as long as the
corporate shareholders are also subchapter S corporations.

IUnder the companion bill (S. 2718), an export trading company includes any
corporation which exports or facilitates the export of U.S. goods and services.
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Also, for corporations that are both subchapter S corporations and
export trading companies, the bill eliminates the requirement that a
subchapter S corporation cannot have more. than 80 percent of its
gross receipts from foreign sources. (This is intended to allow such a
dual status corporation to maximize its export activities without
jeopardizing its subchapter S status.)

Effective date
The provisions of the bill would apply to taxable years beginning

after December 31, 1980.
Revenue effect

The Department of Treasury has estimated that the bill would re-
duce calendar year 1981 liabilities by $300 to $700 million.
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9. S. 2766-Senator Gravel

Tax Exemption for Industrial Development Bonds for Facilities
the Primary Purpose of Which is the Generating of Hydro-
electric Power

Present law
Under present law, interest on State and local government obliga-

tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local
government bond is an IDB if (1) all or a major portion of the pro-
ceeds of the issue are to be used in any trade or business of a person
other than a State or local government or tax-exempt organization,
and (2) payment of principal or interest is secured by an interest in,
or derived from payments -vith respect to, property or borrowed money
used in a trade or business.

An exception to the denial o- tax exemption for interest o- IDBs
applies in the case of IDBs which are used to provide exempt. activity
facilities. Such facilities include qualified hydroelectric generating
facilities (Code sec. 103(b) (4) (H)).

Under this provision, tax-exempt IDBs may be used to provide
(1) equipment for generating electric energy from water, and (2)
structures for housing such equipment, fish passageways, and dam
rehabilitation property, where four conditions are satisfied. First, such
facilities must be owned for tax purposes by a State or local govern-
mental unit. Second, such facilities must be located at the site of an
existing dam or at a site which does not involve the impoundment of
water. Third, the installed generating capacity of the generating
equipment may not exceed 125 megawatts. Finally, the output of the
facility must be available for use by members of the general public.
In the case of a facility with an installed capacity of more than 25
megawatts but less than 125 megawatts, only a portion of the cost of
the facility may be provided with tax-exempt IDBs.

The exception for qualified hydroelectric generating facilities was
enacted as part of the Crude Oil Windfall Profit Tax Act of 1980.
That Act, as originally passed by the Senate, would have allowed the
use of tax-exempt financing for facilities the primary function of
which is the generating of hydroelectric power, except for existing
facilities whose construction-i'egan before October 25, 1979, and whose
installed capacity is more than 25 megawatts. Thus, the Senate ver-
sion of the Act would have allowed tax-exempt financing for all new
hydroelectric dams, for the installation of qualifying property at and
the rehabilitation of existing dams which would have an installed
generating capacity of less than 25 megawatts, and for qualifying
property at a site which did not involve the impoundment of water.
The Senate amendment did not, however, allow the use of tax-exempt
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financing for "pumped storage" facilities. In the conference on that
Act, the provisions of the Senate amendment dealing with new dams
were deleted.

Is8ue
Tile issue is whether tax-exempt IDBs should be allowed to be used

to finance all hydroelectric generating facilities.
Explanation of the bill

The bill provides that interest on Il)Bs used to provide'-facilities
the primary purpose of whidh is the generation of hydroelectric lower
would be exempt from Federal income taxation.

(It is understood that the sponsor of the bill intends that the hydro-
electric facilities covered by the bill would automatically meet the
public purpose requirement whether or not the output of the -facility
is made available for use by members of the general public.)

Effective date
The bill would apply to obligations issue(l after the date of

enactment.
Revenue effect

It is estimated that this bill would reduce budget receipts by $20
million in fiscal year 1981, $40 million in 1982, $70 million in 1983,
$100 millioii in 1984, and $140 million in 1985. (This assumes that
"puml)ed storage" facilities are not covered by the bill.)
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10. S. 2783-Senators Wallop and Garn

Definition of Shale Oil Equipment for the Energy Investment
Credit

Present law
In addition to the generally applicable 10-percent investment tax

credit, the Energy Tax Act of 1978 provided a 10-percent energy in-
vestment credit for shale oil equipment (Code sec. 48(1) (7)). The
latter credit is generally available for property placed in service and
expenditures incurred through December 31, 1982. In addition, the
energy investment credit for shale oil equipment is available after
1982 and before 1991 where the following specified affirmative com-
mitments are undertaken with respect to qualified property that in-
volves long-term projects: (1) all engineering studies for the project
have been completed, and all Federal, State, and local environmental
and construction permits have been applied for, prior to 1983 and (2)
binding contracts have been made prior to 1986 to acquire or construct
at least 50 percent of all equipment that is designed esl)ecially for the
project (Code sec. .16(a) (2) (C) (iii)).

-The term "shale oil equipment" means equipment for producing'or
extracting kerogen from oil shale. (Kerogen is the liquid hydrocarbon
extracted from sedimentary rock known as oil shale, and is referred to
as shale oil.) The term "shale oil equipment" does not include, equip-
ment for hydrogeneration, refining, or other processes subsequent to
retorting. (Retorting is the process of extracting kerogen from oil
shale; hydrogenation is a post-retort process, whereby pressurized
kerogen reacts with hydrogen gas in the presence of a catalyst for the
purpose of purifying the kerogen. Prior to hydrogenation, shale oil
is a viscous, and frequently impure, liquid. As such, it generally is not
of pipeline quality.) Shale oil equipment includes such equipment
involved in either surface or in 8itu processes. In the latter instance.
shale oil equipment includes that used to create the underground
cavity. In either case, equipment for supplying water, and for treating
and handling spent shale rock, is included in the definition of shale
oil equipment.

Also, under present law, a deduction for percentage depletion is
allowed for 15 percent of the gross income from the extraction of oil
shale. For this purpose, gross income includes any increment in value
through the retorting stage, but does not include any increment in
value attributable to hydrogenation, refining, or any other process
subsequent to retorting (Code secs. 613(b) (2) (b) and (c) (4) (H)).

Issue
The issue is whether the definition of shale oil equipment which is

eligible for the additional energy investment credit should be extended
to include property used for hydrogenation (or similar processes)
subsequent to retorting.
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Explanation of the bill
The bill would extend the definition of shale oil equipment for pur-

poses of the energy investment credit to include equipment used in
hydrogenation or similar processes subsequent to retorting. However,

the bill would not expand the definition of shale oil equipment to
equipment used to refine shale oil.

Effective date
The bill would apply to periods after December 31, 1980.

Revenue effect
It is estimated that this bill would reduce fiscal year budget receipts

by less than $5 million in 1981, $9 million in 1982, $31 million in 1983,
$52 million in 1984, and $72 million in 1985.

Prior Congressional consideration
During the 94th Congress, Title XX of the Tax Reform Act of

1976, as reported by the Senate Finance Committee and passed by the
Senate (S. Rept. No. 94-938, 94th Cong., 2d Sess. 568-569 (1976)),
and H.R. 6860, as reported by the Senate Finance Committee, would
have allowed an increased investment credit of 12 percent for shale
oil conversion equipment. The credit would have applied to equip-
ment for purifying kerogen. Title XX was not included in the Tax
Reform Act of 1976.
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11. S. 2784-Senator Gravel

Effective Date of the Energy Investment Credit for Coke Ovens

Present law
The Energy Tax Act of 1978 provided an additional 10-percent in-

vestment credit for certain alternative energy property effective for
periods after September 30, 1978. As enacted, that Act specifically ex-
cludedoil and gas equipment. including that equipment used to pro-
duce coke or coke gas, from the new energy investment credit. How-
ever, in the consideration of that Act, an amendment was added on the
Senate floor that would have allowed the energy investment credit for
this type of equipment. This amendment was deleted from the Act by
the Conference Committee.

The Crude Oil Windfall Profit Tax of 1980 made equipment used to
produce coke or coke gas eligible for the energy investment credit.
This extension was effective for periods after December 31, 1979. The
extension covers expenditures for new coke ovens and costs incurred
in the reconstruction or rehabilitation of existing coke ovens to produce
coke and coke gas for use as a fuel or feedstock. In addition, qualifying
enuinment includes required pollution control equipment and related
on site equipment to liandle. store, and prepare coal for use in coke
ovens.

Issue
The issue is whether the energy investment credit for coke ovens and

related expenditures should N, available with respect to qualifying
investments~fade after September 30. 1978 and before 1980.

Explanation of the bill
The bill would make the provisions contained in the Crude Oil

Windfall Profit Tax Act of 1980 with respect to coke ovens and re-
lated expenditures effective for mualifyin, investments made after
qe,)tember 30, 1fqZQ. This is the effective date applicable to the energy'
credit for alternative energy property investments under the Energy
Tax Act of 1978.

Effective date
The change in the eective date would become effective on the date

of enactment.
Revenue effect

It is estimated that the bill will reduce budget receipts by $50 mil-
lion in fiscal year 1981. $3 million in lf$2. and an insignificant amount
thereafter. (This estimate assumes enactment. after September 15,
1980.)
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Senator BYRD. Now, I will list the bills by number. S. 1614,
introduced by Senator Bentsen; S. 2075, introduced by Senator
Gravel; S. 2493, introduced by Senator Glenn; S. 2547, introduced
by Senator Gravel; S. 2646, introduced by Senator Boren; S. 2660,
introduced by Senator Moynihan; S. 2557, introduced by Senators
Bensten, Danforth, Heinz, and Stevenson; S. 2766, introduced by
Senator Gravel; S. 2783, introduced by Senators Wallop and Garn;
S. 2784, introduced by Senator Gravel, and H.R. 5391 and S 2485,
the latter being introduced by Senator Long. I

Senator Glenn was listed to testify at this point.-He is not here. I
note that the Senator from Illinois, Mr. Stevenson, is present.

Senator Stevenson, would you want to present your comments at
this point?

STATEMENT OF HON. ADLAI E. STEVENSON, A U.S. SENATOR
FROM THE STATE OF ILLINOIS

Senator STEVENSON. Thank you, Mr. Chairman.
I will be brief. May I submit my full statement for your record?
Senator BYRD. Yes. It will be included in the record, Senator

Stevenson.
Senator STEVENSON. Mr. Chairman, the Congress has come, I

believe, to recognize that the continuing deep trade deficit of the
United States is both a reflection and a cause of its decline as a
great industrial power, and of continuing inflation, rising unem-
ployment and recession.

Consequently, the Senate Banking Committee has reported legis-
lation which would facilitate the creation of trading companies.
Other nations have them. These trading companies could help to
assure the representation of all products of all American compa-
nies in all parts of the world, including small companies which all
too often nowadays are not involved in trade.

This legislation, which has the support of many of our colleagues,
the President's Export Council, the administration, and other orga-
nizations, includes two tax provisions, and it would be my intention
if we can get this bill brought up on the floor to strike those
provisions so that the bill can move ahead.

Senator BYRD. Excuse me. Is this S. 2757?
Senator STEvEsoN. Well, I am coming to that, Mr. Chairman.

Yes, that is what I am here to testify on. But the tax provisions
which I would strike from the trading company legislation have
been introduced separately as S. 2757, and it is our hope that if
struck from the export trading company legislation, which is
S.2718, that this committee could act soon and favorably on S.
2757, which has been introduced by Senator Bentsen as well as
other members of this committee.

We feel that those tax provisions are critical to the success of
this whole endeavor, namely, the creation of great American trad-
ing companies.

In brief, they would make the trading companies, companies
organized principally for exporting, for trade, eligible for DISC
provisions, including exports of services, and also for subchapter S
treatment, and both of those provisions are, as I say, in our opin-
ion, important to the success of American trading companies.
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They would provide financial incentives and help companies to
absorb the original start-up costs which we anticipate for these
trading companies.

Trading companies have been extremely successful in other coun-
tries. There is no reason they couldn't be equally successful in the
United States. Our failure to encourage them puts us at a severe
disadvantage in a very competitive world.

With trading companies, the increased exports and therefore the
increased profitability of American companies should mean in-
creased revenues for the Federal Government, and so, in time, the
net effect for the budget should be a positive one.

We would be very grateful for your sympathetic consideration for
these provisions which now, as I say, are in S. 2757, before this
committee.

Senator BYRD. Thank you very much, Senator Stevenson.
I take it that the current DISC provisions do not permit the

development of export trading companies.
Senator STEVENSON. You are correct, basically for the reason

that we envision exports of services. This is increasingly a service
oriented economy. We have services to export. We feel that these
services should be eligible for DISC treatment, as well as the
services which the trade companies can render to exporters. We
also want to insure that export trading companies with bank inves-
tors are not disqualified from DISC benefits.

Those are the two main reasons why we feel that the DISC
provisions need to be modified.

Senator BYRD. Thank you, Senator Stevenson.
There is a rollcall in progress on the Afghanistan resolution, so

you and I had best leave at this point. The committee will stand in
recess temporarily.

Senator STEVENSON. Thank you, sir.
[The prepared statement of Senator Stevenson follows:]
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June 24, 1980

TESTIMONY OF SENATOR ADLAI E. STEVENSON BEFORE THE
SENATE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

In January 1978, the Senate Subcommittee on

International Finance commenced a year-long study of U.S.

export policy. The conditions which prompted that study --

a rapidly mounting trade deficit and the declining competitiveness

of U.S. industry in international and domestic markets --

are more apparent today. The merchandise trade deficit

has soared to an annual rate of more than $40 billion.

U.S. goods and services represent an ever smaller share

of the world market.

The report issued by the Subcommittee recommended

a number of measures to-improve U.S. competitiveness abroad.

These recommendations included the establishment of

export trading companies which would provide a broad

range of export services to U.S. producers, thus linking

potential U.S. exporters with overseas markets. The Sub-

committee also recommended the use of tax incentives, such

as expanding the export benefits of DISC, to enable U.S.

producers to compete with their foreign competitors in

the world market.

S. 2757, which amends the subchapter S and DISC

provisions of the Internal Revenue Code, represents an

important step in providing such incentives to export

trading companies. Under the bill, the subchapter S

provisions of the Code would be amended to except export
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trading companies from the requirement that at least 20

percent of annual income be derived from sources within

the U.S. and that all shareholders of a corporation

electing subchapter S treatment be individuals. (The

trading company must, however, otherwise be eligible

for subchapter S treatment.) This would enable export

trading companies to pass through initial start up

losses to their shareholders.

The amendments to the DISC provisions of the Code

will insure that bank investments in export trading companies

will not disqualify these companies from using DISCIs.

In addition, receipts from the export of services

produced in the U.S. and export trade services would be

eligible for DISC treatment as qualified export receipts.

It is not the intent of this bill to expand DISC

benefits for income from the export of goods and services

by captive trading companies. Thus, in order to qualify

for these benefits, an entity must be organized and operated

principally for the purposes of exporting goods and ser.,ices

produced in the United States and facilitating the exportation

of goods and services by unaffiliated persons.

Treasury has indicated that it is difficult to

estimate the revenue cost of extending DISC benefits to

the "services produced in the United States" and "export

trade services" of these DISC's. However, givcn the

limitations impos ed on eligible export receipts, the actual

6-41 0-80--6
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revenue cost is likely to be relatively modest. Moreover,

it is important to take into account offsetting revenues

which-would be generated by increasing the incentives

to export products and services of unaffiliated entities.

If this measure succeeds in its objective, the net effect
th e

on revenues will be positive. More important,/competitiveness

of U.S. goods and services in the world market will be

greatly improved.

LWhereupon, a brief recess was taken.]
nator BYRD. The committee will come to order.

Senator Boren, would you like to present your proposal now?
STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR FROM

THE STATE OF OKLAHOMA
Senator BOREN. Thank you very much, Mr. Chairman.
I appreciate the opportunity to appear before you, and I might

ask consent that I just hit the high lights of my testimony and
submit the rest for the record, to conserve your time.

Senator BYRD. Very good, sir.
Senator BOREN. As the chairman knows, he and I have shared a

deep concern over the state of the economy in this country for
many months. I first stated that concern in a speech on the floor of
the Senate in April. At that time, the prime interest rate had hit
close to 20 percent. Individual savings were at the lowest in 30
years, and the rate of savings in the United States significantly
trailed other major industrialized cour tries of the world.

Again in the month of May I pointed with alarm at the statistics
which showed an ever declining economy. On May 2, the Com-
merce Department had reported that the leading economic indica-
tors had plunged 2.6 percent in March, the most in 5 years, and the
third largest decline in the history of the Consumer Price Index.

The Department also reported that new orders flowing to the
Nation's factories fell by one-tenth of 1 percent in March, the
largest drop in 8 months. Federal forecasters were expressing pub-
licly doubts that the consumer price increases would slow by the
summer, and that this year's retail ,limb could top 14 percent,
which would far outstrip the officially estimated 12.8 percent.

Mr. Chairman, it is now the 24th of June, and if one were to scan
the headlines of the economic reporting services of this country,
there might be some occasion for slightly rising optimism. For
example, one national publication headlined an article yesterday
saying that the grip of the recession could be easing, and those who
want to see improvement by searching somewhat diligently seem to
be able to find it in recent days.

Morgan Guaranty Trust has lowered the prime rate to 11.5 per-
cent. Several savings and loan associations have dropped the home
loan rates to 12 percent.

The word comes increasingly from sources from within the ad-
ministration that some sort of tax cut may be attempted this year.
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But let us not be fooled. Let us not believe that the road to
recovery is in fact before us. Behind the optimistic headlines, there
is still the grim reality of an economy in very serious trouble.

Last Friday, the Commerce Department reported that new fac-
tory orders for durable goods fell, as seasonally adjusted, 7.3 per-
cent, the fourth consecutive monthly decline. Earlier this week
came the report that personal income had increased by a very,
very small amount in May after declining a like amount in the
previous month.

To top off the discouraging news of last week, the Commerce
Department'o preliminary estimate was that economic output is
dropping at an unusually sharp 8.5 percent annual rate in the
current quarter, and this, of course, is the second sharpest quarter-
ly decline since the depression.

I mention these things as a counterbalance to the optimistic
news that may well come today as the administration releases
their latest set of economic indicators. We are not out of the woods.
We have serious problems that demand action.

I believe that S. 2646, which we have entitled the Save America
Savings Account Act of 1980, is a framework within which we can
construct a solid response to the economic problems which I have
outlined. This bill will provide a needed safety net.

It roposes the establishment of a special tax-exempt Save Amer-
ica Savings Account to create a pool of money which could be
loaned by financial institutions to farmers, small businessmen, and
prospective homeowners.

These accounts would be offered through local banks and finan-
cial institutions, and would pay 7 percent interest. An individual
could place no more than $100,000 in such accounts. These ac-
counts would be attractive, Mr. Chairman, I think, because in
many cases 7 percent return tax-free would give the saver more
than a 14 percent return, for example, on which a tax is levied, of
course, depending upon the tax rate of the individual saver in-
volved.

In return, the banks and financial institutions which offer these
tax exempt lower interest savings accounts would agree to loan the
deposits in these accounts at not more than 9.5 percent interest, to
be used for operating and capital costs of businesses or for home
purchases, and the loans would not be made for ordinary consumer
purchases.

So, the concept is that the financial institution would pay inter-
est at a relatively low rate, but it would be tax exempt, making it
attractive, and then that the financial institution would agree to
turn around at roughly a 2.5-percent markup for its own costs and
loan that back out for inventory financing and for business invest-
ment purposes.

Above all, Mr. Chairman, I think the Save America Savings
Account concept will encourage people to save. I will remind the
committee that individual savings in the United States are their
lowest in 30 years, that they do lag significantly behind other
major industrialized nations.

For example, the Japanese save 22 percent of their personal
after tax income; the Germans, 14 percent; the French, 16 percent.
In the fourth quarter of 1979, the savings rate in the United States



80

hit an all-time low of 3.9 percent. As a result, productivity in this
country is on the decline, and business in general does not have
sufficient access to needed capital.

If our savings ratio continues to lag behind others, and our
capital formation remains stunted, it is not a question of whether
other nations will pass us by in productivity, but merely a question
of how soon will it happen.

I would like to say that while I strongly believe in the basic
concepts underlying this bill, Mr. Chairman, I fully recognize that
the details that would be required to implement this concept
remain to be worked out. To that end, I would welcome the sugges-
tions of the chairman and other members of the committee or
others to suggest how we could address the current problem and
try to prevent any future recurrence of the grave economic difficul-
ties that we have been passing through.

The long-range problem of increasing the savings ratio must be
addressed. In addition, there must be safety nets to keep key areas
of our economy from collapsing, if interest rates as high as those
prevailing a few months ago should recur. Small businesses cannot
finance inventories at interest rates like those prevailing just 2 or
3 months ago. Small farmers, home builders, and others were
brought to the verge of bankruptcy, with a damaging effect on
some financial institutions which could have set off a panic had
they been driven over the brink.

Now, Mr. Chairman, I would say that concerns me very much. I
realize the underlying problem with the interest rates was caused
by the inflation and I realize that is caused by unbalanced budgets
and excessive consumption of our resources by the public sector,
but I am very concerned about what could have happened a couple
of months ago had the high interest rates continued, and had small
businesses started to fail, had the withdrawal rates in some of our
financial institutions, savings and loans, for example, continued to
the point that some of those became insolvent or in an unhealthy
situation financially, if some of them had actually gone under, a
panic could have ensued.

Mr. Chairman, we still do not have sufficient safety nets to
protect us in the future if this kind of situation should recur. I
certainly don't pretend to have all the ansWers.

Perhaps this proposal could be modified to allow for a sliding
scale, depending upon prevailing interest rates. Seven percent is
certainly not a magic figure. Perhaps it could trigger at only cer-
tain levels, if interest rates reached certain levels. As I have said
previously, I invite the suggestions of the committee.

I realize also that this bill, even if it succeeded in attacking the
two major problems about which I have spoken, would only be a
small step in the right direction toward attacking our basic eco-
nomic problems.

Not until we balance the Federal budget and begin to shift
resources from the public to the private sector will we ever begin
to get at the root causes of our declining productivity.

In the meantime, Mr. Chairman, members of the committee, I
believe that something along the lines suggested in this bill could
prevent grave economic problems, while we hopefully go to work
on the basic changes that need to be made.
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Senator BYRD. Thank you, Senator Boren.
Do you have an estimate as to the revenue loss?
Senator BOREN. I do not have an exact estimate. I think the

committee staff has been trying to work through one. It could be
very significant. We could be talking in the range of $10 billion,-
depending upon how many people took advantage of this kind of
action. Of course, really, the only thing we have to go on now are
projections based upon our estimate on the small savers' exemption
adopted by the committee earlier, where we acted on the $200.

So, it is pretty hard to know at this point how much it would be.
Senator BYD. But you think it would run in the neighborhood of

$10 billion?
Senator BOREN. I think it could. I think one of the things that

might be considered, and I don't know the full implications of this,
is that by providing a pool of capital, if people really did respond to
it, and if we did allow people to put up to $100,000 in these
accounts, which would be $7,000 a year-tax-free, could very well
contribute a pool, a very stable pool of money as compared with
some of the other sources that might be available through subsi-
dized mortgage rates, bonds, and other proposals.

I think it would have to be viewed& in conjunction with some of
these, as to which means would be the most effective at the lowest
cost of providing a pool of capital.

Senator BYRD. Thank you, Senator Boren.
[The prepared statement of Senator Boren follows:]

STATEMENT OF SENATOR DAVID L. BOREN

Mr. Chairman, let me say at the outset how much I appreciate the kindness and
courtesy of the distinguished Chairman, my good friend, the Senator from Virginia,
Senator Harry Byrd in setting aside time for a hearing on this important issue. I
appreciate very much the thoroughness and diligence with which you have ap-
roached issues of taxation and economic policy in this Subcommittee. It is well

own that few Subcommittees in the Congress work as hard as does this Subcom-
mittee and its Chairman. So I thank you again for allowing me to appear before you
today.

As the Chairman knowslh9 and I have shared a deep concern over the state of
the economy in this country for many months. I first stated that concern in a
speech on the Floor of the Senate in April. At that time, the prime interest rate had
hit 20 percent, individual savings were at the lowest in 30 years and the rate of
savings in the United States significantly trailed other major industrialized coun-
tries in the world.

Again, in the month of May, I pointed with alarm at the statistics which showed
an ever-declining economy. On May 2nd, the Commerce Department had reported
that the leading economic indicators had plunged 2.6 percent in March, the most in
5 years, and the third largest decline in the hist f the Consumer Price Index.

The Department also reported that new orders flowing to the Nation's factories
fell by Yio of 1 percent in March, the largest drop in 8 months. Federal forecasters
were expressing publicly doubts that the consumer price increases would slow by
the summer and that this year's retail climb could top 14 percent, which would far
outstrip the officially estimated 12.8 percent. The analysts around the country were
saying privately that the basic inflation rate would hang somewhere between 10 and
12 percent.

Mr. Chairman, it is now the 24th of June and if one were to scan the headlines of
the economic reporting services of this country, there might be some occasion for
slightly rising optimism. For example, one national publication headlined an article
yesterday, saying that the grip of recession could be easing, and those who want to
see improvement, by searching somewhat diligently, seem to be able to find it in
recent days.

Morgan Guaranty Trust has lowered the prime rate to 11 percent and several
savings and loan associations have dropped home loan rates to 12 percent. The word
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comes increasingly from sources from within the Administration that some sort of
tax cut may be attempted this year.

But let us not be fooled, Mr. Chairman. Let us not believe that the road to
recovery is, in fact, before us. Behind the optimistic headlines there is still the grim
reality of an economy in serious trouble.

Last Friday, the Commerce Department reported that new factory orders for
durable goods fell a seasonally adjusted 7.3 percent in May, the fourth consecutive
monthly decline and the steepest since the 9 percent drop in December of 1974.

Earlier in the week came a report that personal income increased only Y/o of 1
percent in May, after declining by a like amount the previous month-housig
starts continue to decline, the latest statistic shows a plunge of 11 percent to the
lowest level since July of 1975, which, Mr. Chairman, you will recall was the bottom
of the last recession.

To top off the discouraging-news of last week, the Commerce Department's
preliminary estimate was that economic output is dropping at an unusually sharp
8.5 percent annual rate in the current quarter. Mr. Chairman, that is the second
sharpest quarterly decline since the depression.

I mention these things, Mr. Chairman, as a counter-balance to the optimistic news
that may well come today as the Administration releases their latest set of econom-
ic indicators.

We are not out of the woods. We still have serious problems, that demand serious
action. I believe that S. 2646, the Save America Savings Account Act of 1980, is a
framework within which we can construct a solid response to the economic prob-
lems I have outlined.

This bill will provide a needed safety net. It proposes-the establishment of special
tax-exempt "Save America" savings accounts to create a pool of money which could
be loaned by financial institutions to farmers, small businessmen and prospective
homeowners.

These accounts, to be offered through local banks and financial institutions, would
pay sevenpercent interest. An individual could place no more than $100,000 in such
accounts. These accounts would be attractive. In many cases a seven percent return,
tax free, would give the saver more than a 14 percent return on which a tax is
levied.

In return, banks which offer these "Save America" savings accounts would agree
to loan the deposits in these accounts at not more than 9 percent interest to be
used for operating and capital coots of businesses for home purchases. The loans
would not be made for ordinary consumer purchases.

Above all else, Mr. Chairman, the gave America Savings Account will encourage
more people to save. I would remind the Committee that individual savings in the
United Sttes are not only the lowest in 30 years, but lag significantly behind most
of the other major industrialized nations in the world. For example the Japanese
save 22 percent of their personal aftertax income. Germans save 14 percent and the
French save 16 percent. In the fourth quarter of 1979 the saving rate in the United
States hit an all time low of 3.9 percent. As a result, productivity in this country is
on the decline and business in general does not have sufficient access to needed
capital.

If our savings ratio continues to lag behind others and capital formation remains
stunted, it is not a question of whether other nations will pass us by in productivity,
but merely a question of how soon it will happen.

I would like to say that while I strongly believe in the basic concept underlying
this bill, I fully recognize that the details that will be required to implement this
concept remain to be worked out. To that end, I would certainly welcome the
suggestions of the Chairman or other members of the Committee, or outside agents
who seek, as do we, to both address ourselves to the current problem and, equally
important, try and prevent any future recurrence of these grave economic difficul-
ties.

The long range problem of increasing the savings ratio must be addressed. In
addition, there must be safety nets to keep key areas of our economy from collaps-
ing if interest rates as high as those prevailing a few months ago should recur.
Small businesses cannot finance inventories at interest rates like those prevailing
just three months ago. Small farmers, homebuilders, and others were brought to the
verge of bankruptcy with a damaging effect on some financial institutions which
could have set off a panic had they been driven over the brink. We still do not have
sufficient safety nets to protect us in the future and to provide reasonr4ble interest
rates for necessary business purposes as opposed to general increased :n consumer
pressures to spend which increase inflation.

I do not pretend to have all of the answers. Perhaps this proposal could be
modified to allow for a sliding scale depending upon prevailing interest rates.

1
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Perhaps it could trigger only at certain levels for interest rates. As I said previously,
I invite the suggestions of the Committee.

I have no pride of authorship in this proposal. My strong motivation is a belief
that the Congress owes it to the country to deal with this problem on an urgent
basis.

I also realize, Mr. Chairman, that this bill, even if it succeeded in attacking the
two major problems about which I have spoken, would only be a small step in the
right direction toward attacking our basic economic problems. Not until we balance
the federal budget and begin to shift resources from the public to the private sector
will we ever begin to get at the root causes of our declining productivity.

In the meantime, Ibelieve that something along the lines suggested in this bill
will prevent grave economic problems while we hopefully go to work on the basic
changes that need to be made. I

Senator BYRD. Senator Nelson has a bill similar to this. We were
going to hear Senator Glenn. Senator Glenn, how is your time
situation?

Senator GLENN. Whatever the committee wants to do is fine with
me.

Senator BYRD. All right. Senator Glenn, we will set this issue
aside temporarily, and come back to it after hearing the Senator
from Ohio.

Senator GLENN. My testimony will just take a few minutes.
Senator BYRD. We are glad to have you, Senator Glenn.

STATEMENT OF HON. JOHN GLENN, U.S. SENATOR FROM THE
STATE OF OHIO

Senator GLENN. Thank you very much.
Mr. Chairman, I appreciate very much this opportunity to

appear before the Subcommittee on Taxation and Debt Manage-
ment of the Senate Finance Committee to testify in favor of S. 2493,
which I introduced on March 28, 1980.

S. 2493 is a bill to amend the Internal Revenue Code so as to
allow for the deferral of the payment of the Federal excise tax on
tires, tubes, and tread rubber. At present, manufacturers must pay
an excise tax of 10 cents a pound for the tires and tubes and
cents a pound for tread rubber which they produce.

This tax must be paid to the Treasury twice monthly. These
twice monthly payments must be made even though the manufac-
turers generally do not receive payment from their customers for
up to 90 days after the sale to them.

The disparity between the payment of the tax and the receipt of
revenue has exacerbated an already serious cash flow problem
which the tire manufacturers are experiencing. The excise tax
payments which the tire manufacturers must make are consider-
able.

In 1979, the tire industry paid $878 million to the U.S. Treasury
due to the tire excise tax. With an average financing period of 90
days, and with the prime rate at 12 percent, the cost of financing
the excise tax payments is running at an annual pace in excess of
$25 million.

If the excise tax payments could more closely coincide with the
customer payments to the manufacturers, the excise tax financing
expenses could be substantially reduced or eliminated.

S. 2493 seeks to achieve that result by changing the time for
payment of the excise tax from the present twice monthly to 90
days after the end of the month in which the product is sold by the
manufacturer.
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Mr. Chairman, I would emphasize, this will not change in any
way the amount of tax paid. It will only change the timing of the
payment. It is my hope that this legislation can help to reduce the
financing expenditures for an industry which is undergoing very
severe financial difficulties, layoffs, plant closings due to the down-
turn in domestic automobile sales.

I respectfully request that the Finance Committee consider and
favorably report out this important legislation at the earliest possi-
ble time.

Mr. Chairman, I appreciate your consideration in letting me give
my testimon at the present time.

The president of the Rubber Manufacturers Association will be
testifying later on this afternoon, Mr. Mac Lovell. I regret I will
not be able to remain and introduce him to the committee, but he
will be giving his testimony later on this afternoon.

I would only emphasize once again that what I am proposing
with this bill would in no way change the amount of the tax paid
to the Federal Government, only the timing of the payments to
coincide with the time period that the manufacturers normally are
paid by their customers.

I thank the committee for its consideration.
Senator BYRD. Thank you, Senator Glenn.
The prepared statement of Senator John Glenn follows:]

STATEMENT BY SENATOR GLENN BEFORE THE SENATE SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT CONCERNING S. 2493.

Mr. Chairman, I appreciate this opportunity to appear before the Subcommittee
on Taxation and Debt Management of the Senate Finance Committee to testify in
favor of S. 2493, which I introduced on March 28, 1980.

S. 2493 is a bill to amend the Internal Revenue Code so as to allow for the
deferral of the-payment of the Federal excise tax on tires, tubes, and tread rubber.

At present, manufacturers must pay an excise tax of 10 cents a pound for the
tires and tubes, and 5 cents a pound for tread rubber which they produce. This tax
must be paid to the Treasury twice monthly. This is the case even though the
manufacturers generally do not receive payment from their customers for up to 90
days after sale to them. The disparity between the payment of the tax and the
receipt of revenue has exacerbated an already serious cash flow problem which the
tire manufacturers are experiencing.

The excise tax payments which the tire manufacturers must make are consider-
able. In 1979 the tire industry paid $878 million to the U.S. Treasury due to the tire
excise tax. With an average financing period of 90 days ifid with the prime rate at
twelve percent the cost of financing the excise tax payments is running at an
annual pace in excess of $25-million.

If the excise tax -payments could more closely coincide with the customer pay-
ments to the manufacturers, the excise tax financing expenses could be substantial-
ly reduced or eliminated. S. 2493 seeks to achieve that result by changing the time
for payment of the excise tax from the present twice monthly, to 90 days after the
end of the month in which the product is sold by the manufacturer.-This will not
change the amount of tax paid, but only the timing of the payment.

It is my hope that this legislation can help to reduce financing expenditures for
an industry which is undergoing severe financial difficulties, layoffs, and plant
closing, due to the downturn in domestic automobile sales.

I respectfully request that the Fina.nce Committee consider and favorably report
out this important legislation at the earliest possible time.

Thank you.

Senator BYRD. At this time, we will depart slightly from the
regular order, and-I will ask Mr. Max Karl, chairman of the board
of MGIC Investment Corp. of Milwaukee, Wis., if he would come to
the table, and Mr. W. C. Smith, president, Franklin Town Reality,
Inc., Pittsburgh, Pa.
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Senator Nelson has legislation which I understand is similar to
Senator Boren's, and it would be good, I think, if these two meas-
ures could be considered together. The record will reflect this revi-
sion.

Senator Nelson?

STATEMENT OF HON. GAYLORD NELSON, U.S. SENATOR FROM
THE STATE OF WISCONSIN

Senator NELsON. Mr. Chairman, last April I introduced S. 2560.
This measure would provide an exclusion from gross income for
interest and dividends earned on savings deposits which are used
by the deposit institution for residential mortgage lending pur-
poses. I will ask, in order to economize on time, Mr. Chairman, and
recognizing that you have a number of witnesses here, I will simply
ask that my statement which covers the situation on housing in
the State of Wisconsin, the number of housing starts in particular,
and some explanation of the proposal, simply be printed in full in
the record as though read in order to save time.

Senator BYRD. Without objection, it is so ordered.
Senator NELSON. We have two witnesses today who are experts

and who are well. acquainted with the housing business. Mr. Max
Karl is primarily engaged in the business of providing mortgage
insurance for residential housing loans. Mr. Smith is a Pittsburgh
builder, developer, and realtor, who has long been active in making
more housing available at lower cost for our Nation's young home-
buyers. So, Mr."Chairman, I would ask that this be printed in the
record and that we move to Mr. Karl's statement.

Senator BYRD. Very well. Mr. Krl?
[The prepared statement of Senator Nelson follows:]

STATEMENT OF SENATOR GAYLOR NELSON
Mr. Chairman, this afternoon the Subcommittee on Taxation & Debt Management

will receive testimony on a number of miscellaneous tax bills. Among the subjects to
be considered today is legislation designed to help the ailing housing and construc-
tion industries.

This past April I introduced the Home Mortgage Assistance Act of 1980, S. 2560.
This measure would provide an exclusion from gross income for interest and divi-
dends earned on savings deposits which are used by the deposit institution for
residential mortgage lending purposes.

Mr. Chairman, inflation is dealing a crippling blow to our Nation's economy.
Nowhere is this clearer than in the housing industry which is dominated by small
businesses. It is a victim of a vicious inflationary spiral and extraordinary and
oppressive interest rates.

Builders and subcontractors are on the verge of bankruptcy. In my state of
Wisconsin housing starts are down 90 to 95 percent across the state. The National
Association of Home Builders estimates Wisconsin faces the loss of 42,000 construc-
tion jobs in 1980. Widespread unemployment will kill our chances to balance the
budget. A one percentage point increase in the unemployment rate increases the
federal deficit by some $ 5 billion as tax revenues decline and unemployment
payments increase. Millions of young American families have been priced out of the
housing market, many of them permanently.

Today's real estate markets, which should be running at peak capacity to supply
an ever-growing need, are instead being crushed under the weight of inflation.
Construction declines, high mortgage interest rates, faltering consumer incomes and
the decline of new home sales are all serious problems which must be solvedimmediately. --

The basic problem is how to provide an adequate supply of money sufficient to
meet the needs for investment in housing at a price which will enable- the customers
to purchase the housing they need.
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The Home Mortgage Assistance Act, by giving a total tax free treatment to
interest earned by depositors on deposits used for residential mortgage purposes (the
same tax free treatment given municipal bond interest), solves the problem.

This proposal, by giving an "after tax" advantage to the depositor, where the
deposits are used for residential mortgage purposes, establishes a constant spread or
differential in favor of such deposits. It will allow savings institutions to pay a
reasonable interest rate on their deposits which would be equivalent to a much
higher taxable interest rate. This, in turn, will allow the institutions to originate
mortgage loans at a much lower and more reasonable rate.

Under this bill, a tax exemption would apply to all deposits used for residential
mortgage purposes. A residential mortgage deposit account would be established in
any savings institution and funds would be segrepated internally for residential
mortgage purposes. The only requirement is record keeping and identification for
tax purposes.

A strong inflow of savings would bring our economy back to the two million
housing start level which has often been defined as a minimum need for this
country. A substantial increase in housing activity will put more construction trades
people to work, produce more housing related jobs, etc. It will also contribute
significantly to our attempts in balancing the federal budget.
Mr. Chairman, we are pleased to have with us today two witnesses who are well

acquainted with the problems confronting the housing and construction industries.
Mr. Max Karl is chairman of the Board and chief executive officer of MGIC

Investment Corporation. Mr. Karl's company is primarily engaged in the business of
providing mortgage insurance for residential housing loans. He has first hand

owledge of the many economic difficulties of the home building industry and he is
in a unique position to understand the concerns of the Nation's potential homebuyers.VMr. e.rs Smith is a Pittsburgh builder, developer and realtor who has long been

active in making more housing available at a lower cost to our Nation's young
homebuyers.

I look forward to reviewing the testimony of these distinguished gentlemen.

STATEMENT OF MAX KARL, CHAIRMAN OF THE BOARD, MGIC
INVESTMENT CORP., MILWAUKEE, WIS.

Mr. KARL. Mr. Chairman, members of the committee, I ask leave
to file my full statement, and I offer in testimony a shorter version
of it.

Senator BYRD. It will be received. You may proceed.
Mr. KARL. Twenty-three years ago I founded Mortgage Guaranty

Insurance Corp., which is the principal subsidiary of MGIC Invest-
ment Corp., and is the nation s first and largest private mortgage
insurer of this modern era. It is really the private counterpart of
-the FHA.

That organization and the industry which it spawned have
placed over 4 million deserving families into homes of their own.
Typically, these families had relatively modest incomes at or below
125 percent of the median income, and they were really in need of
help because of their small down payments. Our industry to date
has insured over $150 billion of home loans.

Senator NELSON. $150 billion?
Mr. KARL. $150 billion. And in so doing, competes very success-

fully with the FHA on a private basis.
As a result of this experience, I have been a long-time student of

tlirift and home ownership in the United States and throughout
the world. What I see today distresses me greatly. The Nation and
the world face a debilitating capital shortage. A decade of rapid
growth. In many nations, an accelerating,,,inflation has reduced
savings flows grievously. Nowhere is this more evident than in the
United States.After avergig over 6 percent of disposable income during most
of the post World War II period, personal savings have declined
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dramatically in the last 5 years, down from 7.5 percent to 8.5
percent. The U.S. record compares poorly with that of other west-
ern nations, many of which have provided tax incentives for sav-
ings.

The latest data show a 9 percent savings rate in Canada, a 17-
percent savings rate in France, 14 percent in Germany, 25 percent
in Japan, and-

Senator NELSON. These are percentages of disposable income?
Mr. KARL. Of disposable income. And 17 percent in the United

Kingdom. And that compares to our 3.5 percent.
The decline in the personal savings rate holds dire consequences

for virtually every aspect and segment of our economy, but no
sectors are hit harder than housing, and the financial intermediar-
ies that provide residential mortgage finance.

An increase in the level of savings and investments are critical
to controlling the inflationary forces which grip this Nation, pol-
lute the national currency, and endanger our competitiveness in
world markets.

Senate bill 2560, introduced by Senator Gaylord Nelson, recog-
nizes this fact, and provides incentives for thrift which in my
judgment will work to permanently increase the rate of personal
savings. S. 2560, the Home Mortgage Assistance Act, would chan-
nel these new savings funds toward the housing industry. This is
important both in the short run and in the long run. Housing
today is in desperate straits. )

Housing starts have fallen below the 1 million level. Actually,
they are at 920,000 units. It is the second lowest level recorded
since this data series began in -1945. Unemployment in residential
construction and related trades is rising, and today exceeds 17
percent, or 1.4 million workers, according to the National Associ-
ation of Homebuilders.

Even with mortgage interest rates falling back to the 12-percent
level, we find relatively few buyers. Potential homeowners are
understandably reluctant to take on the big monthly payments
associated with these high interest rates. Unprecedented numbers
of loan applicants find they cannot qualify for a mortgage loan at
current interest rates.

The twin problem of mortgage money availability and afforda-
bility are long term in nature and need to be addressed with long-
term solutions. We need to face these problems now before they are
further aggravated by demographic forces.

The largest number of first-time home buyers today are between
the ages of 25 and 34. Americans in that age bracket will grow
from 36 million this year to over 41 million in 1990. The effect of
higher interest rates on monthly mortgage payments and the
annual income requirements for home ownership is dramatic. Pur-
chase of the average home, the average home, $69,400, which is
what-

Senator NELSON. Is that the nationwide average?
Mr. KARL. That $69,400 is as of last March. That was determined

to be the average cost of housing.
Senator NELSON. Nationwide?

.Mr. KARL. Nationwide. At a 12-percent interest rate, that would
require an income of $30,864 to carry a $643 monthly payment.

/
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Now, at 8 percent, the monthly payment would be only $458, or
$185 less per month. That would require, for qualification purposes,
a $21,984 income. That is for the same house.

Senator NELSON. You mean, the income required at 12 percent
would be $30,000?

Mr. KARL. To qualify, yes. In order to qualify, you would have to
have $30,864 at 12 percent, but only $21,984 at 8 percent, and by
the way, the average income is $21,350. The Conference Board
came out with those statistics. So, the $21,900 which qualifies for
an 8 percent loan is just about the average household income.

Now, the higher rate, the 12-percent rate, excludes 15 million
households from purchasing a house today. Prominent housing
economists agree that the nation needs 2.2 million new housing
units per year throughout the decade of the 1980's to meet housing
demand.

To the extent that the housing finance infrastructure is unable
to support that level of construction, scarcity will prevail in both
ownership and rental units. Any shortfall of supply can cause
inordinate housing price increases, as was the case in the late
1970's. Since S. 2560 would raise new funds and stabilize housing
output, it clearly has the potential to keep demand and supply in
better balance and hold down price rises.

Some critics may view this plan as inflationary. In reality, the
opposite is true. While it is granted that new housing can have
some inflationary impact in the year of construction, it should be
noted that it has adampening effect for many years afterward.
Building equity in a home is anti-inflationary, as it diverts funds
from the spending stream.

The extremely low level of personal savings today is both a cause
and a result of inflation. To the extent that the plan proposed here
is successful in increasing the rate of personal savings, it will draw
funds away from personal consumption, and have a decidedly infla-
tionary impact. The principal benefits offered to the economy by
the proposed plan are an increased level of savings and added
stability in the housing sector.

During recent recessions, housing has been highly volatile. The
valleys have been 50 percent below the peaks, and the related
unemployment has been massive. It was 25 percent in 1975. Even a
slight moderation of the cycles can bring enormous revenues to the
Treasury.

The National Association of Home Builders estimates that 1.4
million jobs will be lost this year in residential construction and
related trades, when compared to the normal employment of 1978.
Such housing unemployment adds 1.3 percentage points to the
national total.

A recent study published by the Congressional Budget Office
concludes that a 1 percentage point increase in unemployment will
create a Treasury revenue loss of $20 billion to $22 billion plus
increased unemployment costs of $5 billion to $7 billion. A one
point three point increase translates into a deficit increase of more
than $35 billion.

Faced with problems so deep and far-reaching as the availability
and affordability of mortgage funds in the 1980 s, some may seek a
quick fix. More fundamental approaches are advised.

I



89

Senator Nelson's proposal links savings incentives to the chal-
lenge of providing affordable mortgage funds to home buyers.
Adoption of S. 2560 could have a significant stabilizing effect on
housing cycles, employment, and prices, ahd it would accomplish
its end in the private sector, substantially reducing the need for
government subsidies in housing, and reversing the trend toward
socialization and housing finance.

Summing up, Mr. Chairman, the need for fresh approaches to
stimulate more savings in this nation is an imperative in the
1980's. It is also critical that a fair share of such funds be chan-
neled into housing. Without this effort, the dream of a home of
one's own will be simply that, only a dream.

The adoption of the principles in S. 2560 could help turn that
dream into a reality for growing numbers of families without new
government programs or subsidies.

Senator Nelson is to be highly commended for his sponsorship of
the bill. I urge full support for his program.

Senator BYRD. Thank you, Mr. Karl.-
Would you give an example, now, as to how S. 2560 would work?
Mr. KARL. All right. I would assume that a tax free account at a

savings and loan association, for example, a thrift institution, could
be established at a 6 percent interest rate, tax free.

Senator BYRD. An individual would--
Mr. KARL. Would bring his-let's say he were to bring--r-
Senator BYRD [continuing]. Bring $100,000, or whatever the

figure might be
Mr. KARL. Let's say he would bring $10,000 into the association

and open up a tax free savings account. He would probably get
about 6 percent for that if it were tax free. That would be the
equivalent of something close to 9 percent as a pretax yield.

That money would then be channeled into housing, into mort-
gages, at this association. Now, it may be very difficult to have all
of this money go immediately into the mortgages that would be
segregated for this purpose. There may be a lead time that would
be necessary. There may be 6 months it may be necessary for the
association to put all its money into these mortgages.

It is conceivable also that the savings and loan association could
not put all of this money into housing. I would suggest if that were
not possible, that the institution pay the tax that would normally
be paid by the saver, were it not for this tax exemption.

So, it would not be possible then to take tax free dollars and put
it into investments other than single family housing.

Senator BYRD. It would only be tax free to the individual inves-
tor. It wouldn't be tax free to whatever earnings the savings and
loan might make on it.

Mr. KARL. No; that is true, but it would have the impact of
bringing down this huge interest rate on mortgages. This 12 per-
cent rate, in my opinon, would be brought down to 8 percent.

Senator BYRD. Senator Boren's proposal puts a ceiling of
$100,000. Is that about in line with your thinking?

Mr. KARL. That doesn't disturb me, although I do think that the
demand for housing money is going to be so great that we will have
to rely on not just small savings, but the more affluent saver as
well, in order to meet the need for housing.
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Senator BYRD. You feel if legislation like this is enacted, that it
should have a ceiling, but it should have a relatively high ceiling?

Mr. KARL. Yes; I would think so.
Senator BYRD. You feel $100,000 is about the right figure, do you?
Mr. KARL. I think $100,000 would bring in much more money

than is going into thrift institutions today, but certainly if you had
no limit, it is conceivable that some institutions, pension funds, for
example, might very well want to invest some of their moneys in
this manner, and this would bring in the additional funds that I
think we are going to need in the eighties in order to meet the
tremendous housing needs.

Senator BYRD. Do I sense a reluctance on your part to advocate a
ceiling?

Mr. KARL. No; I don't have a reluctance toward it. I think
anything we can do to improve the present situation would be
more desirable, of course. We can improve it much more by having
no ceiling. We can improve it greatly, nonetheless, by having a
$100,000 limit.

Senator NELSON. May I ask a question here? If part of the
objective, and you briefly addressed that point, is to induce individ-
ual savings, would it not be so that some ceiling would be helpful
with that, because it wouldn't induce additional savings if pension
funds were being invested, because that is already pulled out
of-

Mr. KARL. I think if we are looking purely at this bill as a tax
incentive for savings, as a bill that might stimulate savings, then,
certainly the $100,000 limit would be. appropriate. If we are think-
ing in terms of getting enough money into the system for the
purpose of meeting much more in the way of housing, then I think
we ought to go to all sources of funds and try to induce those funds
to put money into these kinds of institutions.

Senator BYRD. Thank you.
[The prepared statement of Mr. Karl follows:]

I
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STATEMENT OF MAX H. KARL, CHAIRMAN
MGIC INVESTMENT CORPORATION

BEFORE THE SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT

UNITED STATES SENATE
S.2560,THE HOME MORTGAGE ASSISTANCE ACT

Mr. Chairman, Members of the Committee - my name is Max

H. Karl. I am a native of Milwaukee, Wisconsin, and am Chairman

of MGIC Investment Corporation of that city. Twenty-three years

ago I founded Mortgage Guaranty Insurance Corporation, the

principal subsidiary of MGIC Investment Corporation and the nation's

first and largest private mortgage insurer of the modern era.

That organization and the industry which it spawned have placed

over four million deserving families into homes of their own.

Typically these families had relatively modest incomes, at or

below 125% of median income , and were in need of help with a

downpayment. Our industry to date has insured over $150

billion of home loans and in so doing competes successfully

with the Federal Government in the form of the Federal Housing

Administration.

As a result of this experience, I have been a long-time

student of thrift and home ownership in the United States and

throughout the world. What I see today distresses me greatly.

The nation and the world face a debilitating capital shortage.

A decade of rapid growth in many nations and accelerating

inflation has -educed saving flows greviously. Nowhere is

this more evident than in the United States. After averaging

over 6% of disposable income during most of the post World
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War II period, personal saving has declined dramatically in

recent years:

Personal Savings Rate

4th Quarter 1974 7.5%
4th Quarter 1975 6.7%
4th Quarter 1976 5.2%
4th Quarter 1977 5.1%
4th Quarter 1978 4.7%
4th Quarter 1979 3.5%

The U.S. record compares poorly with that of other western nations,

many of which have provided tax incentives for savings. The

latest data show a 9% savings rate in Canada, 17% in France,

14% in Germany, 25% in Japan, and 17% in the United Kingdom.

The decline in the personal saving rate holds dire conse-

quences for virtually every aspect and segment of our economy,

but no sectors are hit harder than housing and the financial

intermediaries that provide residential mortgage finance.

An increase in the levels of savings and investment

are critical to controlling the inflationary forces

which grip this nation, pollute the national currency and

wealth, and endanger our competitiveness in world markets.

S.2560, the bill introduced by Senator Gaylord Nelson,

recognizes this fact and provides incentives for thrift

which, in my judgment, will work to permanently increase

savings rates.

S.2560, The Home Mortgage Assistance Act, would channel

these new savings funds towards the housing industry. This is

important both in the short run and the long run. Housing today

is in desperate straits. Housing starts have fallen below the
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1,000,000 unit annual rate and stand at the lowest level re-

corded since the data series began in 1945. Unemployment in

residential construction and related trades is rising and today

exceeds 17% according to the National Association of Home

Builders. Even with mortgage interest rates falling back

to the 12% level, we find few buyers. Potential homeowners are

understandably reluctant to take on the big monthly payments

associated with these interest rates. Unprecedented numbers

of loan applicants are finding they cannot qualify for a mort-

gage loan at current interest rates.

The twin problems of mortgage money availability and

affordability are long term in nature and need to be addressed

with long-term solutions. We need to face these problems

now before they are further aggravated by demographic forces.

The largest number of first time home buyers today are between

the ages of 25 to 34. Americans in that age bracket will grow

from 36 million this year to over 41 million in 199n.

The effect of higher interest rates on monthly mortgage

payments and the annual income requirements for home owner-

ship is dramatic. Purchase of the average home, $69,400 as of

March 1980, at a 12% interest rate would require an income of

$30,864 to carry the $643 monthly payment; at 8% the monthly

payment of $458 would take an annual income of only $21,984

for the same house. Median household income in the U.S. is

presently $21,350 according to the Conference Board. The higher

interest rate excludes 15 million households from home owner-

ship.

66 61 0-80-7
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EFFECT OF VARIOUS INTEREST RATES ON MONTHLY
PAYMENT AND ANNUAL INCOME REQUIREMENTS FOR

HOME MORTGAGE LOANS

8% Interest 10% Interest 12% Inter
Needed Needed Ne

Monthly Annual Monthly Annual Monthly An
=e PaMent Salary Payment Salary Payment Sa

$297 $14,256 $356 $17,088 $417 $2
363 17,424 435 20,880 509 2
429 20,592 514 24,672 602 2
495 23,760 593 28,464 695 3
562 26,976 672 32,256 787 3'

est
eded
nual
lary

0,016
4,432
8,896
3,360
7,776

14% Interest
Needed

Monthly Annual
Payment Salary

$480 $23,040
587 ;8,176
693 33,264
800 38,400
907 43,536

Avg. Exist-
ing House:
$69,400
(March 1980) $458

Avg. New
House:
$72,400
(March 198

$21,984 $548 $26,304 $643

0) 478 22,944 572 27,456 670

Assumptions: 10% Downpayment
25% Gross Monthly Income to H
30 Year Mortgage Term

Existing Price Per NAR; New Price Per NAHB

$30,864 $740 $35,520

32,160 772 37,056

using (P&I Only)

Prominent housing economists agree that the nation needs

2.2 million new housing units per year throughout the decade of

the 1980's to meet housing demand. To the extent that the housing

finance infra-structure is unable to support that level of con-

struction, scarcity will prevail in both ownership and rental

units. Any shortfall of supply can cause inordinate housing

price increases, as was the case in the late 1970's. Since

S.2560 would raise new funds and stabilize housing output, it

clearly has the potential to keep demand and supply in better

balance and hold down prices rises.

House Pric

$45,000
55,000
65,000
75,000
85,000
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Some critics may view this plan as inflationary. In

reality the opposite is true. While it is granted that new

housing can have some inflationary impact in the year of

construction, it should be noted that it has a dampening

effect after completion. Building equity in a home is anti-

inflationary, as it diverts funds from the spending stream.

Housing-related expenses normally can draw off 35% of

household income, thus reducing the finds otherwise avail-

able to fuel inflationary fires via consumer spending.

The extremely low level of personal savings today is both

a cause and a result of inflation. To the extent that the plan

proposed here is successful in increasing the rate of personal

savings, it will draw funds away from personal consumption and

have a decidedly deflationary impact. A plan to channel afford-

able funds into housing should not be considered inflationary

when compared with the alternative of scarce housing and scarce

mortgage funds.

The principal benefits offered to the economy by the pro-

posed plan are an increased level of savings and added stability

in the housing sector. During recent recessions, housing has

been highly volatile. The valleys have been 50% below the peaks,

and the related unemployment has been massive (25% in 1975).

Even a slight moderation of the cycles can bring enormous

revenues to the Treasury. The National Association of Home

Builders estimates that 1.4 million jobs will be lost this year
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in residential construction and related trades, when compared to

the normal employment of 1978. Such housing unemployment trans-

lates into 1.3 percentage point increase in the national total. A

study published by the Congressional Budget Office in February,

1980 concludes that a one percentage point increase in unemploy-

ment will create a Treasury revenue loss of $20-$22 billion, plus

increased unemployment costs of $5-$7 billion. A 1.3 point increase

translates into a deficit increase of more than $35 billion.

Faced with problems so deep and far-reaching as the avail-

ability and affordability of mortgage funds in the 1980's, some

may seek a "quick-fix". More fundamental approaches are advised.

Senator Nelson's proposal links savings incentives to the challenge

of providing affordable mortgage funds to home buyers. Adoption of

S.2560 could have a significant stabilizing effect on housing cycles,

employment and prices. And it would accomplish its ends in the

private sector, substantially reducing the need for government sub-

sidies in housing, and reversing the trend toward socialization

in housing finance.

Summing up, Mr. Chairman, the need for fresh approaches to

stimulate more savings in this nation is an imperative in the 1980's.

It is also critical that a fair share of such funds be channeled

into housing. Without this effort the dream of a home of one's own

will be simply that - a dream for growing numbers of Americans. The

adoption of the principles in S.2560 could help turn that dream into

a reality for growing numbers of families and do it without new

government programs or agencies. Senator Nelson is to be commended

for his sponsorship of the Bill. I urge support for his program.
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Senator BYRD. Mr. Smith?

STATEMENT OF W. C. SMITH, PRESIDENT, FRANKLIN TOWNE
REALTY, INC., PITTSBURGH, PA.

Mr. SMITH. Thank you.
Mr. Chairman, members of the committee, my name is W. C.

Smith, and I am a homebuilder, developer, and realtor from Pitts-
burgh, Pa. I appreciate the opportunity to appear here today and
testify on Senator Nelson's bill, and I have a more detailed state-
ment for the record.

Senator BYRD. It will be received.
Mr. SMITH. Tax-free treatment of savings deposits used for resi-

dential mortgage purposes under this bill would achieve the follow-
ing effects. In my judgment, a mortgage rate today of 5.5 to 6
percent would permanently eliminate this intermediation, reduce
inflation in housing, stimulate the production of rental housing
from the private sector without direct government subsidy, while
reducing Federal expenditures in providing rental housing, reverse
the Federalization of housing, and make single family and rental
housing affordable for all Americans.

It would restore economic growth to the savings and loan indus-
try by reducing their average cost of money far below their average
portfolio value, and reestablish the value of their existing older
rate mortgages. It would restore employment and create new em-
ployment in housing and related industry. It would eliminate the
cycles in the housing industry.

Now, I would like to explain how I came to the conclusion of a
5.5- to 6-percent mortgage rate. Housing authority construction
notes are the closest comparable to this type of investment.

Senator NELSON. What kind of construction?
Mr. SMITH. Housing authority construction notes, HUD notes.

Last week, we were averaging on a bid price of 3.8 to 3.9, under 4
percent. Now, they are a close comparable because they are muni-
cipals, and they are insured by the Federal Government.

Now, yesterday, the Wall Street Journal reported that short-
term municipals were averaging 5 percent, and if you look at the
recent municipal issues for housing back bonds, you will see that
some of them were as low as 4.75 percent, but they are around 5
percent.

There is a 1-percent disadvantage when you go through a bond
issue involving bond council and things like that. You would get
the market rate for housing authority construction notes or some-
thing comparable to that, that would produce a cost of money in
the form of deposits of approximately 4 percent. With an average
markup of 1.5 to 2 percent, this would produce a residential mort-
gage rate today of 5.5 to 6 percent, because you have a convenient
deposit, tax free, insured by the Federal Government.

Now, there would be no better or more preferred or more safe
investment in the United States. So therefore we wouldn't experi-
ence the things that we have experienced before, the flow of funds
out of savings institutions and out of the traditional sources of
housing funds.

This would permanently solve that problem and establish a per-
manent equilibrium between the source of supply of money for
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housing and source of supply of money for other investments, so
that in the future what would occur is that the rate of mortgages
in the best scenario-worst scenario situation would fluctuate be-
tween 4.5 and 9.5.

Now, we get to the area of housing affordability, which is the key
thing in the eighties. We may agree or disagree as to how many
houses we need, but the key to housing affordability is the monthly
payment. The key to the monthly payment is the mortgage rate.
The key to the mortgage rate is the cost of money in the form of
deposits.

Now, I have heard the chairman of the Federal Home Loan Bank
Board say that the average rate of mortgages would not get below
10.5 percent. We asked him at one meeting how you get afforda-
bility, and he said, tax incentives targeted to housing.

Now, I would submit in this instance we would be able to pro-
duce today a 6 percent residential mortgage rate. That rate would
reduce the cost of a $50,000 mortgage on a monthly basis by $200 a
month. Now, obviously, this is going to be deflationary, because you
are going to reduce the cost of living for individuals. You are going
to reduce the cost of housing in the CPI. In addition to that, since
you reduce the cost of housing, you are not going to have the
pressure for increased wages.

Now, this is going to make, then, single family housing afforda-
ble for everyone. We get into the rental housing market, and the
reason people are not producing rental housing today is, you can't
make a profit, and the reason you can't make a profit is, the
interest rates are so high, you can't get a return on investment.

If this bill were passed, you would produce a residential mort-
gage rate of around 6 percent. This is a rate which is 1.5 percent
lower than the present Federal direct subsidy rate for rental hous-
ing at 7.5 percent. That would mean that the private sector today
then would be able to produce almost all the residential rental
housing that is required in the United States without any direct
Federal subsidies.

Now, I think that the reason the Federal Government has
become more and more involved in housing is because they have
precluded the private sector from functioning. The key to this
whole area is the cost of deposits.

I would like to comment on one of the areas of inquiry of Senator
Byrd about the limits. To achieve the optimum here, you have to
let the free market function to get the rate down. Now, the amount
of money required for housing through the eighties to create the
number of units is going to be the same. That is, one roof costs the
same amount of money whether it comes from the private sector or
the public sector. So, we are going to have to produce that, politi-
cally and economically, whether the number is 2.2 million or 2.8
million or 3 million. We have to produce the same number of roofs.

Now, if you let a private sector system function by letting the
existing institutions such as the banks and savings and loans pro-
vide this source of funding, I would submit to you that it is a lot
less expensive than imposing taxes, collecting those taxes, estab-
lishing Federal agencies, and redistributing the funds to create the
same number of housing units. In this instance, you would be able
to reduce the cost of living by letting the private sector function
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and start to totally reduce if not eliminate most of the Federal
housing programs.

Now, I know you are interested in the problem of revenue loss. I
have talked to the people in the Joint Tax Committee. They say,
first, if you exempted all savings in institutions of this type from
taxation, the estimated revenue loss is $17 billion. If you limit it to
those institutions involving housing, it gets down to $13.5 billion.

Now, we have already passed-not we, but the Congress of the
United States has passed the Bentsen bill. That bill has a value
relative to housing maybe somewhere in the area of $2 billion, the
housing institution. So now we are getting down in the range of
$11 billion. Mortgage revenue bonds have a revenue loss value, and
that is displacing funds which come from the S. & L. So now you
are down to $10 billion.

Now, $10 billion might be a good number, and you don't have
any supply side effect, and you don't have any indication of reduc-
tion of expenditures because the private sector will be solving its
problem.

Let's look at that February report of the Congressional Budget
Office. The CBO report says that 1 percent or 1 million employ-
ment represents $22 billion lost revenue and $7 billion expenditure.
Now, we are already above that number in the housing industry
today. If we were just to restore employment in the housing indus-
tr, this has an asset value in the budget of approximately $29
billion.

We have been waiting, thinking of the Joint Economic Commit-
tee getting the supply side model for different things, but here, we
have something that works from the CBO. The reciprocal of $22
billion unemployment certainly would seem to function if you put
more people in employment and more people working and more
businesses contributing to the national revenues.

So, if you were to meet an objective of 1 million more houses,
that should produce revenue of $22 billion and reduce the chronic
unemployment of other people who are marginally unemployable
by that $7 billion.

So, it would seem that you have two aspects here. If the direct
revenue cost is $10 billion, if you put people back to work in the
housing industry, that has an asset value of approximately $30
billion, or a 3 to 1 return.

Now, if you go out and build the houses that we need during the
eighties on an annual basis, and that represents another 1 million
units per year, it should generate $22 billion in revenue and should

generate a-reduction of unemployment expenditures of $7 billion or
30 billion.
That gives you actually a 6 to 1 return.
I would submit to you that most of the Federal direct expendi-

tures, the section 8 programs, the direct subsidy programs for
interest, and some of the other subsidy programs, a very large
percentage of those would be reduced or eliminated because the
private sector would be solving the problem, and these are addi-
tional reductions of Federal expenditures.

I think that generally summarizes my feeling about this bill. I
think that if we go back to basics, Senators, that we are going to be
able to let the private sector provide all the housing that is needed
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through the eighties and get the Federal Government predomi-
nantly out of the housing industry. We are going to reduce the cost
of doing this to the Government, and reduce the cost to the con-
sumer of housing.

Senator BYRD. I would like to see the private sector do the job
rather than the Government.

You say you feel that the interest rate can be brought down to 6
percent. That is about half what the rate is now, isn't it?

Mr. SMrriH. That is exactly right, sir.
Senator BYRD. Over what period of time do you estimate that it

could be brought down to 6 percent?
Mr. SMITH. This is almost an instantaneous effect, because we

have seen how rapidly the rate has risen when we had money
market funds in the bidding for money. We have also seen recently
how rapidly the rate has come down.

So, what you would have occur, you may have a movement of
funds. You would have a situation in which you could let the banks
and S. & L.'s expand their investment in commercial type invest-
ments at a different rate. You have a switching of funds into those
tax-free accounts within the savings institutions, and I would say
you are looking at a 60-day period of time, in my judgment.

Now, there is another interesting aspect of this that I didn't
comment on in my written testimony. There is a great concern
about the shifting of funds out of communities and into money
market funds in the New York area. One of the things that this
would do is reduce that shifting of funds, and the reason it occurs
is because local people who generate profits and generate savings
are looking for the best after tax rate of return. They can't get it at
home, and as a consequence, they ship their money out.

Now, this would provide a local opportunity for investment in
local institutions on a tax-free basis. Those funds would then
remain within those communities and provide adequate funds for
all the housing needs of that community. Now, the effect on other
forms of businesses within that community results from the fact
that that community now is going to have a greater aggregate of
funds. Those funds which come in at a lower marginal tax rate, at
a higher interest rate, would then remain to provide the funding
for other activities within the community.

Overall, the community would retain a greater percentage of its
funds, and there would not be the flight of funds from local com-
munities into the New York money market funds, and in many
instances into overseas investment through those funds.

Senator BYRD. So, assume that no legislation of this type is
enacted. What would you estimate the housing starts for calendar
year 1980 to be?

Mr. SMrrH. For the calendar year 1980, I discussed this with-I
think I have talked to most of the chief economists throughout the
country, and I gave Otto Eckstein my estimate in October of under
900,000 units, and I would say that we are looking at under 900,000
units right now, and my personal estimate of the need is some-
where around 2.7 million, 2.8 million.

That means we are accumulating demand, and once this market
frees up, which inevitably it will, I project inflation in housing next
spring at 22 percent.
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Senator BYRD. Inflation in housing at 22 percent?
Mr. SMITH. Yes, sir.
Senator BYRD. If the housing starts keep up as they are now?
Mr. SMITH. Yes, because what we are doing, first, if you accept

some of the numbers, some people would say we have 1.7 million,
1.8 million family formations a year-that is from the Joint Eco-
nomic Committee-600,000 demolitions, 600,000 differential migra-
tion. You get up to about 3 million units a year. Some people would
say 2.7 million. Now, in 1979, we produced 1.8 million annualized.
This year we will be down around 8,000 to 9,000.

Now, that means we have accumulated demand during this
period of time of at least 2 million units. Now, this year, if we
accumulate demand at 2 million units and 1 million from 1979 that
couldn't possibly buy housing, that is 3 million units. The basic
demand or housing is approximately 2.7 million to 3 million units.
We go into 1981 with accumulated demand of 3 million and annual
demand of 3, that is 6 million.

Now, with plywood plants and portland cement plants and di-
mensional lumber plants and glass plants having limited capacity,
once housing cranks up again, you are inevitably going to have
inflation in housing next spring, in my judgment anywhere from 22
to 25 percent.

That is a simple expression of the law of supply and demand.
The only way you can reduce the cost of housing is by producing
housing. When you reduce the production of housing or the popula-
tion, the demographics increase, you inherently create inflation,
and until the Federal Reserve Board and the Federal Government
starts to recognize this, we are building in inflation and accumulat-
ed demand on an annual basis is going to run around 22 percent.
Short term, I would say 18 percent, 15 percent from here on in.

Senator BYRD. Thank you, Mr. Smith.
Senator Nelson?
Senator NELsoN. No questions, Mr. Chairman.
Senator BYRD. Thank you, Mr. Smith.
Mr. SMITH. Thank you, gentlemen.
[The prepared statement of Mr. Smith follows:]
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STATEMENT OF W. C. SMITH ON S.2560, BEFORE THE SENATE

FINANCE COMMITTEE, SUB-COMMITTEE ON TAXATION

Mr. Chairman and Members of the Subcommittee:

My name is W. C. Smith, and I am a home builder,

developer, and Realtor from Pittsburgh, Pennsylvania.

I appreciate the opportunity to appear today and express

my opinions in support of S.2560.

Tax free treatment of savings deposits used for

residential mortgage purposes under S.2560, would

achieve the following results:

1. A mortage rate today of 5k to 6%.

2. Eliminate disintermediation permanently.

3. Reduce inflation in housing costs and in the

economy.

4. Stimulate the production of rental housing

by the private sector without direct government

subsidy while reducing direct Federal involvement

and Federal expenditures in providing rental housing.

5. Reverse the Federalization of housing.

6. Make single family and rental housing affordable

for all Americans.

7. Restore economic health to the Savings & Loan

Industry by reducing their average cost of

money to far below their average portfolio

value, and reestablish the value of their
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older low rate mortgages. This would eliminate

the need for Federal bail outs and problems of

insolvency.

8. Restore employment and create new employment

in the housing industry and related industries.

9. Eliminate the cycles in the housing industry

and create a more stable economy.

10. Create a choice of higher interest rate commercial

deposits for small savers and lower rate tax free

accounts for larger savers, related to their marginal

tax rate.

A MORTGAGE RATE TODAY OF 5 TO 6%.

Mortgage rates are ordinarily determined by adding

1 % to 2% to the cost of money. A comparable, to the

cost of money under this act, would be HUD construction

notes which this month averaged less than 4%. That rate

was produced because the interest earned is tax free and

backed by the Federal government. Interest earned under

S.2560 would be tax free and backed by Federal Deposit

Insurance up to $100,000. This should produce a cost of

money in the form of deposits approximating 4% with a

mark up of 1 to 27 for residential mortgage rate of

5k% to 6%.

ELIMINATE DISINTERMEDIATION PERMANENTLY.

Depositors, savers, and investors are interested

in their best after tax rate of return. They are also

concerned about risks involved in their investment.

Deposits made under the provisions of S.2560 would not
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only provide the best after tax rate of return but also

by virtue of FDIC Insurance or FSLIC Insurance provide

the lowest risk. The rate paid for such deposits would

rise or fall with the general money market but would

always have an edge in comparison to other savings

investments.

REDUCE INFLATION IN HOUSING COSTS AND IN THE ECONOMY.

One of the dominant costs in the production of

housing is the cost of money. The increase in interest

rates for residential mortgages has been a primary

factor in creating inflation in housing. It has not

only increased the cost, it has also reduced the production

of housing, causing shortages. S.2560 by reducing the

cost of money in the form of deposits and thereby reducing

mortgage rates, will reduce the cost of housing as a

factor in inflation.

Obviously it would also reduce the cost of

housing in the CPI and further it would reduce the

pressure for increased wages which are essential to

purchase shelter.

The basic need for housing through the 80's has

been approximated at 2.7 to 3 million units per year.

Present Federal Policy has reduced the production of

housing thereby accumulating demand. With housing
production this year below one million units and demand
accumulated at 1.7 to 2 million units it is simple logic

that inflation in housing will accelerate in the near

future in a classic demonstration of supply and demand.

The only way to reduce inflation in housing and its

effect on the economy is to increase the production

of housing to meet the demand as determined by demo-

graphics. Federal policies have created shortages,

accumulated demand, and will create even more inflation
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in the future cost of housing and its components.

The labor force will again have to ask for con-

tinually increasing wages to meet their increased cost

of housing. The only way to reduce inflation in housing

is by increasing the supply of housing, by reducing

interest as one of its primary cost factors, and by

breaking the cycle of the housing industry.

There is a shortage of rental housing which is

also directly related to the cost of mortgage money.

This would be reduced by this bill to a cost lower

than existing federal subsidies for rental properties.

An increase in the production of rental housing will

increase the supply, and under this bill reduce the cost

and thereby have a deflationary effect. A detailed

explanation follows.

STIMULATE THE PRODUCTION OF RENTAL HOUSING BY THE

PRIVATE SECTOR WITHOUT DIRECT GOVERNMENT SUBSIDY WHILE

REDUCING DIRECT FEDERAL INVOLVEMENT AND FEDERAL

EXPENDITURES IN PROVIDING RENTAL HOUSING.

The production of rental housing by the private

sector has diminished because it cannot be produced

at a profit.

The increase in interest rates as a cost factor

in production of rental housing has eliminated the

potential for profit and after tax rate of return re-

quired for investment and thereby eliminated production.

Direct federal subsidies have been legislated to

create a subsidized mortgage rate of 7k%. S.2560 would

provide a rate of interest on mortgages using existing

saving institutions that would be lower than the direct

federal subsidy and would stimulate an immediate increase

in the production of rental housing.

By permitting the private sector through more

efficient mechanisms, using existing savings institutions
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to provide the funding for rental housing, Lhe direct

involvement of the federal government would be immediately
reduced. Federal expenditures, collecting taxes, and

creating and administering direct subsidy programs to

stimulate rental housing are obviously more economically
inefficient and more expensive than the proposed method

of creating the same rental housing. Direct Federal
expenditures in rental housing would be reduced as a

result of passage of this bill.

REVERSE THE FEDERALIZATION OF HOUSING.

Because the private sector has been prevented from

meeting the housing needs of our population by tax

disincentiyes it has been necessary for the federal

government to intercede to attempt to meet these housing

needs by direct subsidies utilizing tax dollars and in-

creasing Federal expenditures. Recently Mr. Landriet,
has proposed that income limitations be totally eliminated

for federally subsidized rental housing. Legislation

before the congress today would provide for federally
subsidized rental housing for tenants having an annual

income approaching $25,000 and possibly more. This Is
a direct result of the tax disincentives for savings

ad production of enaL housing.
The only alternative to giving tax free treatment to

savings used for residential mortgage purposes, so as to

reduce the cost of mortgages for single family and rental

housing, is increase in th Federalizaticn of the housing
industry and housing production. It will be necessary

to provide single family and rental housing for our

population through the 1980's. The same number of shelter
units will be required whether they are provided by. th
private sector or a&s result of direct federal subsidies

and federal exenditures.
It would seem obvious and simple that the cost of
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producing the units will be lower y us a more efficient
private sector mechanism with tax incentives for savings
;i:,d using existing savings institutions, than by collecting
tax dollars, creating federal programs and administering
these programs-to build the same number of shelter units.

The most efficient and effective method to increase the
supply of both single family and rental housing in the
United States is tax free treatment of savings deposits
used for residential mortgage purposes which reduces
the cost of money to the lending institutions, and the
cost of mortgages to the consumer.

MAKE SINGLE FAMILY HOUSING AND RENTAL HOUSING
AFFORDABLE FOR ALL AMERICANS

The changes in banking legislation effective March
31, 1980 have made housing more expensive and less
attainable for all Americans. The elimination of Reg. Q.
and usury laws, and the creation of a national and
international market in money have put housing in a
subordinate position to all other investments. Housing
must now compete with overseas plant investments,
funding the debt of foreign countries, and other invest-
ments with a higher rate of return available to our
banking community, both national and international.

Money market certificates have enabled the housing
sector to compete for funds, but the price of funds has
become unaffordable to the consumer of housing.

The key to providing housing for this nation in the
1980's is affordability. The key to affordability for
every consumer is the monthly payment. The ke to the
monthly payment is the mortgage rate and this is deter-
mined b the cost of funds in the form of deposits.
S.2560 solves the problem.

A six percent mortgage produced today under this
bill has a monthly payment on a thirty yea- schedule of
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$6 per thousand, while todays rate of twelve percent

costs $10.30 per thousand. On a $50,000 mortgage this

represents a reduction in monthly mortgage payments for

the consumer of $200 per month. Such a reductions in the

cost of living for consumers is deflationary in the area

of housing and would be deflationary across the whole

economy, since it would be reflected in reduced wage

demands.

A comparable reduction in rental housing would be

effected.

RESTORE ECONOMIC HEALTH TO THE S....& L. INDUSTRY

BY REDUCING THEIR AVERAGE COST OF MONEY TO FAR BELOW

THEIR AVERAGE PORTFOLIO VALUE, AND REESTABLISH THE

VALUE OF THEIR OLDER LOW RATE MORTGAGES, ELIMINATING

THE NEED FOR FEDERAL BAIL OUT AND PROBLEMS OF INSOLVENCY.

Increases in the cost of deposits resulting from

federal policies have created a situation where the

cost of obtaining new funds have far exceeded the average

income from the portfolio of mortgages held by saving

institutions. This has led to severe solvency problems

within the savings industry and prediction of failures.

It has also precipitated the issuance of authority for

renegotiable rate mortgages and proposed legislation

to authorized mergers.

S.2560 would produce a cost of money far below the

average portfolio value and reestablish the value of

the older low rate mortgages. This would eliminate the

need for Federal bail outs and the problems of insolvency

within the Saving & Loan industry.

RESTORE EMPLOYMENT AND CREATE NEW EMPLOYMENT IN THE

HOUSING INDUSTRY AND RELATED INDUSTRY.

Present unemployment in the housing industry and
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related industries has been approximated at one million.

The passage of this proposed bill would restore the

housing industry and related industries to the level of

their prior employment.

In addition it would result in the creation of new

employment to meet the unfullfilled need for housing that

was unavailable because of tax disincentives and lack of

affordability.

The 1979 production of one million eight hundred

thousand units is at least a million units short of

the estimated annual requirement throu the 1980's.

Providing an adequate supply of money at a price which

a consumer can afford to pay through the tax incentive

of S.2560, would enable the housing industry to nflet the

demographic demand of approximately one million more

units per year. This would result in a comparable in-

crease in employment.

A February study by the Congressional Budget

Office has established that one percent increase in

unemployment, or one million persons unemployed, results

in a twenty-two billion dollar reduction in federal

income and a seven billion dollar direct expenditure.

Restoring the housing industry to its previous level

would have a budgetary advantage of twenty-nine billion

dollars.

It would appear that the reciprocal of CBO logic

should also apply, that a further employment of one

2 e which approximates one million persons should

,-result in a twenty-two billion dollar increase ' in

federal revenues and a further seven billion dollar

reduction in expenditures.

ELIMINATE THE CYCLES IN THE HOUSING INDUSTRY AND

CREATE A MORE STABLE ECONOMY

The cycles in the housing industry have been created

66-691 0-80-8



110

by disintermediation and/by actions of the Federal

Reserve Board in driving up interest rates and attempting

to control money supply.

These devices used by the Federal Reserve Board have

disproportionatly effected the housing industy, and have

actually aggravated inflation in housing.

S.2560 would establish an equilibrium relationship

between housing and the rest of the economy. The interest

rates on mortgages would rise and fall in parallel with

other interest rates but within a minimum range of about

4 % to a maximum rate of about 9 . Although production
would decrease as the rates move into higher ranges it

would not precipitate the present devestation in housing

production and unemployment.

Chairman Janis of the Federal Home Loan Bank Board,

in his May speech to the N.A.H.B., suggested tax free

treatment of savings targeted to housing, as a method of

breaking the cycle. He also stated in response to

questions that this might be the only way to make

housing affordable by getting under a predicted 10

floor in future mortgages.

This bill by establishing an equilibrium relationship

between housing and the rest of the economy would not

only stablize housing but would tend to create a more

stable total economy.

CREATE A CHOICE OF HIGHER RATE COMMERCIAL DEPOSITS

FOR SMALL SAVERS AND LOWER RATE TAX FREE ACCOUNTS FOR

LARGER SAVERS, RELATED TO THEIR MARGINAL TAX RATE.

Under this legislation commercial banks and saving

and loans could create commerical accounts on which the

d would get a higher rate of interest subject to

taxation and a residential mortgage savings account .vhich

would be tax free. The depositor then could make a choic,

of accounts. If they were retired or had lower income
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and paid a lower marginal tax rate they could select a

savings account used for commercial purposes which

would pay them a higher rate of interest. If because

their marginal tax rate were higher and they were seeking

an investment or-a source of savings deposit which would

give them the best after tax rate of return and be risk

free, they could select the residential mortgage savings

account, tax exempt.

Further the savings institutions could utilize any of

the existing forms of deposits whether they be passbook

savings, long term CD's or NOW accounts.

The number of housing units required through the 1980's

is finite. The amount of money required to produce those

units is also finite, it is tied to demographics. It will

be necessary to assemble the funds to provide housing

either through use of existing private sector instituLions

or by providing those housing units through the public

sector, by collection of taxes and redistribution.

It is submitted that the result which would be

produced under S.2560 is not only economically more

efficient but would reduce federal expenditures, reduce

inflation, and more efficiently and effectively meet the

housing needs of this country.

The N.A.H.B. has adopted a Resolution advocating

this economic and legislative concept, a copy of which is

attached.

W. C. Smith

Franklin Towne Realty, Inc.

7800 Perry Highway

Pittsburgh, PA 15237
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NARB RESOLUTrION

May 19, 1980
Washington, D.C.

Special Committee on Taxation

TAX INCENTIVES FOR SAVINGS

WHEREAS, housing affordability is dependent on a supply of money
at prices which Americans can afford to pay for home ownership and
rental housing; and

W1FR1EAS, mortgage rates are dependent on the cost of money, in the
form of deposits, to the lending institutions,

NOW, THEREFORE, BE IT RESOLVED that the National Association of
Home Builders seeks adoption of legislation which will be effective in
increasing the supply of savings and reducing the rates ot interest paid
on residential mortgages by giving tax free treatment to all interest
earned on savings deposits which are to be used for residential mortgages.

BOARD OF DIRECTOR AMON: APPRWED

Senator BYRD. Senator Nelson will preside over these hearings,
at which the Treasury will testify; I assume they want to testify on
the Boren bill and the Nelson bill. Mainly those two. Is that right,
Mr. Halperin?

Mr. HALPERIN. I will try to be brief, Senator.
Senator BYRD. This is Mr. Daniel T. Halperin, Deputy Assistant

Secretary of Tax Legislation for the Department of the Treasury.

STATEMENT OF HON. DANIEL I. HALPERIN, DEPUTY ASSIST-
ANT SECRETARY FOR TAX LEGISLATION, DEPARTMENT OF
THE TREASURY
Mr. HALPERIN. Thank you, Mr. Chairman.
I am pleased to be here this afternoon to testify on the 11

miscellaneous bills. I have a statement that I will submit for the
record, and try to be brief orally.

The Treasury supports S. 2485 and H.R. 5391, which is one bill
that is before you, and unfortunately, we are in opposition to the
other 10 that are the subject of these hearings. I would like to
make a brief statement on H.R. 5391, but let me first comment just
briefly on what we have heard this morning.

As you are aware, we have felt up to now, at least, that budget-
ary considerations do not permit major tax cuts, and obviously the
Boren bill and Senator Nelson's bill do involve significant potential
revenue losses. Also, when the time comes to consider a tax cut, we
believe, as the President has stated, that they should be designed to
achieve multiple objectives, not only reducing the tax burden and
stimulating growth, but raising investment and productivity and
reducing inflation as well.
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Obviously, the initiatives that you have heard described this
afternoon should be examined when we consider general tax reduc-
tion.

However, we do feel that when we examine options for savings
incentives, that we should try to do so in a way that would reduce
the complex treatment of income from capital that we now have.
We now have over $7 billion a year of tax expenditures for savings.
They have been creating in an ad hoc, one thing at a time method.
We think it is time to take an overall view of this and not continue
to pile on these pieces on top of each other.

Senator NELSON [presiding]. Does Treasury have any suggestion
on what we can do on that precise point about the $7 billion? Do
you have a program proposal?

Mr. HALPERIN. Well, Senator Nelson, when the time comes for
tax cuts to be considered, Treasury will have a specific proposal.
Obviously, I am not in a position to make any statement on that at
this point.

Senator NELSON. One more point. You made reference to infla-
tion. What kind of a response do you have to Mr. Smith's testimo-
ny of a few moments ago that by in effect creating a housing
shortage, or rather, a housing shortage being created because of a
demand for 2.7 million homes a year only being met by a response
of 900,000 units, and of course in the marketplace when you are
producing a product that is in high demand and in short supply, it
is inflationary, and his testimony was you would have inflation of
22 to 25 percent in housing next year, which is horrendous.

He argued that it would be anti-inflationary to move to resolve
that problem. What is your comment on that?

Mr. HALPERIN. Senator Nelson, I am not expert enough to know
whether those estimates are correct. Obviously, we are concerned
with anything that would cause inflationary pressures, and I think
that the statement he has made ought to be carefully considered,
and all the implications of it ought to be taken into account as we
try to develop a program.

One thing that I think is true, both of these proposals are essen-
tially proposals for creating tax-exempt financing in order to put
money into the housing market, and you have before you, of
course, the issue of mortgage revenue bonds, which raises the same
issues. The major difference between the proposals we have dis-
cussed this morning and the mortgage revenue bonds are essential-
ly that you don't have the municipality or the State government as
an intermediary, but we allow the S&L's or the mutual savings
banks to in effect issue their own tax-exempt bonds.

That creates the same problems of inefficiency as we estimate
that we lose $1.33 in revenue for each dollar of savings in tax-
exempt financing. It creates the problems of competing with the
cities and States who will be issuing their own tax-exempt financ-
ing, particularly if we are going to allow people to put $100,000
into this account.

I think that the typical buyers of municipal bonds will be substi-
tuting this type of account, and I think our feeling has been that at
a time when we do have a need for additional capital, that it is not
necessarily the most efficient way to allocate it, to allocate it



114

through artificial market forces into housing and away from invest-
ments in machinery and other productive equipment.

I think those are complex issues, obviously, and one needs to
consider them carefully. [ think that you will have an opportunity,
I hope, to consider the mortgage revenue bond legislation which
has been passed by the House, and I think it would certainly be in
order to consider at that point the various proposals that you have
heard this afternoon.

Let me just briefly mention H.R. 5391, which is a rather techni-
cal bill. In 1969, Congress placed certain restrictions on acts of
private foundations, and we have always had the problem of how to
enforce restrictions on tax-exempt organizations.

The loss of tax exemption, which is the traditional way of enforc-
ing it, is recognized as a Draconian penalty, often one that is hard
to enforce. Therefore, the 1969 act adopted a system of two-tier
excise taxes, a rather small tax to act as-a deterrent, and a second
level tax which in effect would act as an injunction to force correc-
tion of the transaction.

For example, if an individual sold property to a private founda-
tion to which he was related, there would be a 5 percent tax on the
amount of the selling price. If the transaction were not corrected,
the related party would owe the Government 100 percent of the
amount involved, and therefore would correct the transaction.

The Tax Court has in effect held that the second-tier tax cannot
be applied. For technical reasons, the tax is not assessed until the
Tax Court proceeding is over. The Tax Court says therefore there is
nothing for it to act on while it is in its meeting.

The bill before you would correct it and have the law operate as
it was intended to operate in 1969. We know of no opposition to
that legislation, and we would urge that you act on it as expedi-
tiously as possible.

As I say, we have opposed.for various reasons the other legisla-
tion before you today. My statement describes these reasons, and I
would be willing to answer any questions that you might have.

Senator NELSON. I haven't had a chance to look them over, but I
would assume that Treasury would be prepared to respond to any
written questions submitted to the Treasury on each of these-is it
10 bills?

Mr. HALPERIN. Ten bills, yes.
Senator NELSON. Since I haven't had a chance to review them

myself, I won't attempt to make an inquiry, but in the Treasury's
testimony you address each and every one of those 10 on the
merits?

Mr. HALPERIN. Yes, we do.
[The prepared statement of Mr. Halperin follows:]
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For Release Upon Delivery
Expected at 2:00 p.m. EST

STATEMENT CF
DANIEL I. HALPERIN

DEPUTY ASSISTANT SECRETARY GF THE IREASURY
(TAX LEGISLATION)

EEFCRE THE SENATE FINANCE
SUBCCMMITTEE ON TAXATION AME

DEBT MANAGEMENT
JUNE 24, 1960

Mr. Chairman and Members of the Subcommittee:

I am pleased to be here this afternoon to present the
views of the Treasury Department on the eleven miscellaneous
tax bills before us today. After setting out a sumrar, of
the position of the treasury Department with respect to each
bill, I will discuss each proposal in detail.

The Treasury Department supports H.R.5391 and opposes
the remainder of the bills before us today.

S.1614 would permit a private foundation permanently to
hold an interest in an independent newspaper by exempting
such holdings from the excise tax which generally prevents
foundation ownership of a business. The 7reasury opposes
S.1614. Ownership of a local newspaper is not distin-
guishable from ownership of other businesses. Allowing &
special exception here would open the door to riddling the
provision with similar exceptions.

S.2075 would not apply the excise tax for transportation
of persons or property-by air when use of an aircraft is
shared by a labor organization and exempt trust operated for
the exclusive benefit of the members of the labor organi-
zation. The Treasury opposes S.2075.

M-562
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S.2493 would extend the period for payment of the
manufacturers excise tax on tires, tubes and tread rubber.
Treasury opposes S.2493. We believe that all excise taxes
should be paid on theisame basis.

E.2547, S.2660, and S.2766 all would expand the
opportunity for issuance of tax exempt industrial development
bonds. S.2547 would permit certain facilities constructed to
comply with beverage container laws to be financed with tax
exempt bonds. S.2660 permits cities which consist of more
than two counties to issue bonds to finance facilities for
the furnishing of gas to the city and one contiguous county.
S. 2766 would remove all size and ownership restrictions on .e
facilities for the furnishing of hydroelectric power. It
would also eliminate the two county rule and the public use
test with respect to the issuance of tax exempt bonds to
finance such facilities. The Treasury opposes all three
measures.

S.2646 excludes from income certain interest earned on
savings accounts provided the interest rate is 7% or less and
proceeds of such deposits are used to make loans for purchase
of a residence or operation of a business or a farm at a rate
no more than 2-1/2 percentage points above the e6eposit rate.
Treasury opposes S.2646. Budgetary considerations do not
permit major tax cuts at this time. Any future incentives
for savings and investment should be designed to result in a
more consistent and less complex treatment of income from
capital rather than continuing the ad hoc approach we have at
present.

%.2757 would expand the LISC provisions and the
subchapter S rules in order to accommodate export trading
companies. Treasury opposes S.2757.

S.27e3 expands the definition of shale oil equip.ent
eligible for the energy tax credit to include ecuipmnent used
in hydrogenation or a similar upgrading process. Treasury
opposes S.27e3. The Energy Security Corporation is a better
vehicle to determine whether this process requires a subsidy.

S.2764 changes the effective date for amendments m.ade by
the Crude Cil Windfall Profits 7ax Act of 1960 to allow an
investment tax credit for coke ovens put into service before
190. Treasury opposes S.2784. The provision in question is
designed as an incentive to investment and it is not logical
to apply it to investment already in place.

H.R.5391 amends the provisions relating to the
imposition of second tier taxes on private foundations.
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Treasury supports H.R.539l. It is needed to remedy a defect
in the statute and permit Congressional intent to be
imply emented.

S.1614

Exception froir Excess Business Holdings
Rules for Independent Local Newspaper Business

Under current law, a private foundation's ability to own
a business enterprise is limited by the Internal Revenue Code
(section 4943). In general, the maximum permitted holdings
are twenty percent of the voting stock of the business
enterprise reduced by the percentage of voting stock owned by
certain related parties referred to as disqualified persons.
The amount of permitted holdings is increased to thirty-five
percent if effective control of the enterprise is in persons
who are not disqualified persons with respect to the
foundation. If the foundation's holdings in the business
enterprise are increased above the level of permitted
holdings other than by purchase by the foundation or by a
disqualified person, for example by gift or bequest to the
foundation, the foundation has five years %ithin which to
bring its holdings down to a permitted level. Special rules
provide extended disposition periods for private foundations
which had excess business holdings on May 26, 1969. The
limitations on excess business holdings apply to all private
foundations and to all types of active business except those
functionally related to the exempt purpose of the foundation.

E.1614 would exclude an independent local newspaper
business from the definition of business enterprise contained
in section 4943. An independent local newspaper is defined
as a newspaper publication which is not one of a chain of
newspapers and which has all of its publishing offices in a
single city, community, or metropolitan area, or, on January
1, 1979, within one state.

In effect, the bill would permit a private foundation to
own an independent local newspaper business indefinitely,
notwithstanding the generally applicable excess business
holdings provisions described above. We understand that
E.1614 is intended-to benefit the Houston Endowment, Inc., a
private foundation which owns 100t of the stock of the
corporation publishing the Houston Chronicle.
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The rationale advanced for the bill is that the estate
tax liability of deceased owners of independent local
newspapers can be met only if the newspaper is sold and that
the only available purchasers are large newspaper chains. The
alternative of bequeathing the newspaper business to a
private foundation does not change this result because the
private foundation must in turn dispose of most of its
interest in the business within five years. However, if a
private foundation could retain ownership of the newspaper
business indefinitely, no forced sale would occur and the
existence of a broad-based independent free press would
thereby be encouraged.

The Treasury Department opposes S.1614. First, we do
not believe that a special exemption from the excess business
holdings provisions for independent local newspaper
businesses can be justified. These provisions are no more
onerous for newspaper businesses than they are for any other
type of business. To allow a special exemption for
newspapers under an independent free press rationale would
open the door to riddling the excess business holdings
provisions with similar exemptions. Moreover, the concerns
underlying the enactment of the excess business holdings
provisions -- and, in particular, the concern that a private
foundation which owns a business has an unfair competitive
advantage because of its tax exemption and because of its
lesser concern with maximizing its profits -- certainly apply
to the newspaper business.

Second# we do not agree that the estate tax necessarily
forces the estate of the owner of a newspaper business to
sell the business. There are a number of estate planning
alternatives which could obviate the need for sell ing the
business, including a redemption pursuant to section 303;
payment of the estate tax in installments pursuant to section
6166 or 6166A; deferral of the estate tax under section
6161(a)(2); purchase by the owner of sufficient life insur-
ance to pay the estate taxes; borrowing by the estate to pay
the estate tax using the stock as collateral; or sale of the
stock to an employee stock ownership plan (ESCP) established
by the corporation.

Finally, to the extent the estate tax does pose special
problems for the owners of businesses, these protle.s should
be addressed by legislation covering all businesses, not by
special exemptions for particular types of businesses.
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S. 2766, S. 2660 and S. 2547

Tax exeimpt bonds for hydroelectric power and
beverage container facilities

and
a modification of the term "local furnishing"

as applied to facilities furnishing gas

S.2766 would permit the issuance-of tax exempt
industrial development bonds to provide financing for
facilities the primary purpose of which is the generating of
hydroelectric power.

E.2547 would permit the issuance of tax exempt
industrial development bonds to provide beverage container
facilities. For these purposes, the term "beverage container
facilities" means the initial supply of refillable beverage
containers and shells, plus any facility used by a
distributor or bottler of beverages in the collection,
sorting, handling or storage of beverage containers, the
cleaning and processing of refillable beverage containers, or
the manufacture of metal beverage container tops with
nondetachable opening devices where required by a beverage
container law.

S.2660 would modify the term "local furnishing" as it
applies to facilities for the local furnishing of gas to
include furnishing to an area consisting of a city and 1
contiguous county.

Treasury opposes S.2766, 5.2547, and S.2660. These
bills would open the tax exempt market to increased private
borrowing. Further, the bills are wasteful, inefficient and
overly expensive.

Background

An industrial development bond is a debt obligation
issued under the name of a state or local government for the
benefit of a private industrial corporation. A typical
industrial development bond financing involves a municipality
which issues bonds and uses the proceeds to construct a
facility; the facility is then "leased" to a corporation for
a rental set at the precise amount needed to make the
interest and principal payments on the bonds. Character-
istically, the bonds are revenue bonds payable only out of
the rent; the municipality assumes no obligation, direct or
indirect, for their payment. Thus, such bonds really
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represent obligations of a private corporation, but because
the municipality places its name on the bonds, it claims and

--passes on the federal tax exemption.

In recognition of the economic reality of these
transactions, state courts generally agree that these revenue
bonds are not debts of the issuing governmental unit for
purposes of applying state or local debt ceilings or similar
restrictions on municipal borrowing. In some less prevalent
situations a governmental unit will issue its general
obligation bonds secured by the lease revenues, so that the
municipality assuies a subordinate role as a guarantor of the
corporate obligation. However, the lease revenues are
regarded as the principal security behind the bonds and the
use of general obligation bonds does not materially alter the
abuses that flow from the transaction.

Prior to 1968, interest on industrial development bonds
issued by state and local governments had been exempt from
federal income taxation. The use of these bonds had been
growing in importance as a mechanism by which state and local
governments sought to attract plants to their communities.
Through their use, these governments had been able to extend
the tax exemption afforded to interest on their securities
issued for public investment to interest on bonds issued for
essentially private purposes. Of course, as many states and
localities came to utilize this method, the competitive
advantage was lost and the increased volume of tax exempt
financing affected the interest cost of public issues. These
factors, and fear of increasing federal revenue losses as use
of this method of financing long-term private debt expanded,
led to the limits on industrial development bond financing
included in the Revenue and Expenditure Control Act of 1968.

In the past few years, the volue of tax exempt bonds
issued for nongovernmental purposes -- principally for
private residences, private hospitals, pollution control
facilities, and various commercial and industrial purposes --
has increased sharply as a share of the tax exempt market.
There are indications that this trend is likely to increase
and with it the potential for abuse.

A study being conducted by the Congressional Eudget
Cffice shows the extent and degree of abuse. It appears that
more than $7 billion of industrial development bonds were
sold in 1979 to finance such projects as shopping centers,
fast-food restaurants, pizza parlors, doctors' offices and
even a massage parlor. In many cases, the industrial
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development bonds are nothing more than a conventional bank
loan, rubber-stamped by a local authority. In fact, the
borrowing arrangement is almost identical to a commercial
loan, except for the official sanction of the Industrial
development authority. Cften, the requisite approval is
granted as matter of routine. Under those circumstances, the
authority cannot be said to exercise any independent judgment
that the borrowing serves a public purpose.

Industrial Development Bonds are an Inefficient
Method of Providing a Subsidy

In all cases the exemption from tax of interest on
industrial development bonds is simply a federal subsidy to
private corporations. The lower interest rates -- which aze
passed on to the private corporations in the for, of lower
rental charges -- are only possible because the interest in
the hands of the bondholders is tax exempt. The full benefit
derived by private industry is achieved only at the expense
of a loss of federal tax revenues. Thus, such obligations
are in no real sense a vehicle for state aid. Instead, they
represent a forced federal subsidy. The amount of the
subsidy, the beneficiary of the subsidy, and the use to which
the borrowed funds are put are not considered in any way by
the federal government. The sole decision as to whether or
not to benefit a private corporation rests with the various
state and local governments, and since industrial revenue
bond financing imposes no direct costs on the issuing
governmental units, there is no agency that has any effective
interest in assessing the merits of extending federal tax
benefits to any particular private corporate beneficiary.

In addition, industrial development bond financing
represents a most inefficient and uneconomic means of
suhsidizing private industry. 7he cost to the federal
goverr.ent in lost tax revenues substantially exceeds the
financial benefits that corporations realize through their
ability to borrow funds at lower interest rates. This
inefficiency is best Illustrated by an exam.ple. When the
yield on taxable securities is approximately IG percent, the
yield on tax exempt bonds of similar quality will be
apprcxi.ately 7 percent. This means that a borrower who has
access to tax exempt financing is able to save thirty cents
on each dollar of interest that would normally be paid. Cn
the other hand, the average marginal tax bracket for holders
of tax exempt securities is approximately 40 percent and, if
the interest were not exempt, taxes would have been payable
at that rate. This means that Treasury loses about forty
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cents for each dollar of interest paid on these bonds. In
other words, the treasury loses about $1.33 of revenue for
each dollar of incentive provided by tax exempt borrowing
Moreover, the cost to the Federal government will constantly
increase as the volume of tax exempt bonds grows larger and
interest rates for all tax exempt obligations rise in order
to elicit more demand, particularly from relatively lower
bracket taxpayers.

Cost to Federal, State and local governments of S.2766,
6.2547 and S.2660

Treasury's current estimate of the revenue loss
attributable to S.2766 is $370 million for fiscal years 1961
to 1985, assuming that pumped storage facilities are not
included under the bill. The current estimate for the loss
attributable to S.2547 is $200 million, and for 6.2660 $3S
million, for the same period. In this time of inflation,
when we face an absolute necessity to reduce budget deficits,
increasing federal subsidies in this way must be closely
examined.

Considerations of tax equity

Tax exempt bonds also raise serious questions of tax
equity. The dollar loss in foregone revenues to the
Treasury, as described above, is a dollar benefit to the
wealthy investors who buy tax exempt bonds. if the ordinary
workingman has to pay taxes on his entire paycheck, it is
hard to justify an incentive program which provides billions
of dollars in tax-free interest for the very wealthy.

FxpEnsion of tax exeffpt borrowing for hydroelectric power is
inappropriate

S.2766 would permit tax exempt financing for facilities
the primary purpose of which is the generating of hydro-
electric power. S.2766 would, therefore, repeal those
provisions of the Crude Cil windfall Profits 7ax Act of 1960
which amended the Code to permit tax exempt industrial-
development bonds to be issued to provide "qualified
hydroelectric generating facilities." Under these
provisions, tax exei.pt industrial development bonds may be
issued to finance some or all of the costs of eligiLle
hydroelectric facilities which have an installed capacity not
in excess 125 megawatts. In their place, S.2766 would permit
tax exempt industrial development bonds to be issued to
finance all hydroelectric power facilities, without regard to
si2e or ownership.
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Treasury strongly opposes such unrestricted use of tax
exempt borrowing. Hydroelectric pow-er facilities are
inherently capital intensive. The massive borrowings to
financeuch facilities will result in a revenue loss to the
Treasury. If a subsidy for the generation of hydroelectric
power is appropriate, it should be in the form of a direct
subsidy administered at the federal level. Ctherwise, energy
policy with respect to the exploitation of hydroelelctric
power will be set by private corporations, operating through
the state and local power authorities, rather than by the
federal government.

Treasury also opposes S.2766 because it would allow tax
exempt financing for hydroelectric power facilities without
regard to the "local furnishing" test now applicable to
facilities for the furnishing of electrical energy or gas and
also because it would set a damaging precedent by eliminating
the "public use" test with regard to these facilities.

Under current law, facilities for the local furnishing
of electric energy or gas eligible for tax exempt industrial
development bond financing are generally limited to those
facilities which provide service to the general populace in a
service area consisting of no more than two contiguous
counties (or their political equivalent). The purpose for
this rule is to limit the use of tax exempt industrial
development bonds to providing local facilities meeting the
needs of the issuer. For qualified hydroelectric facilities
that can now be financed with tax exempt bonds, this goal is
met by the lin4tations on the installed capacity of a
qualified facility under current law. Euch financing may
not, therefore, be used for facilities which provide energy
for a regional or larger power network. By eliminating the
restrictions under current law and removing facilities
furnishing hydroelectric energy from the scope of the "local
furnishing" rule in all cases, S.2766 creates an untenable
distinction between hydroelectric and other forms of electric
energy or gas. Ultimately, this will lead to pressure for
the elimination of this test-in other areas. 1he result will
be an enormous increase in tax exempt borrowing for energy
facilities, with a consequent drain on the federal revenues
and a squeeze on borrowing for traditional public works
projects.

In addition, S.2766 would provide that facilities for
the furnishing of hydroelectric power are not subject to the
"public use" requirement of current law. This provision of
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current law requires that facilities which are-furnished with
tax exempt industrial develop ent borads serve, or be
available on a regular basis to, the general public.
Hydroelectric facilities that can now be financed with tax
exempt industrial development bonds are expressly subject to
this rule. This requirement applies to all so-called "exempt
facilities" financed with tax exempt bonds and ensures that
such facilities serve sane public, as opposed to private,.
purpose. Tax exempt bonds may be issued without regard to
this "public use" requirement only under the "small issue"
exemption. N o inroads should be made in this requirement.
Tax exempt borrowing for beverage container facilities is
unwarranted

S.2547 would allow tax exempt industrial development
bonds to be issued to provide "beverage container
facilities". This term includes the initial supply of
refillable beverage containers as well as processing
facilities and facilities for the manufacture of
nondetachable pulltabs for beverage containers. A special
effective date provision would allow refinancing of existing
facilities.

The basic issue posed by S.2547 is relatively straight
forward: if a change in plar,t procedures or operations is
occasioned by state or federal law, should a subsidy be
provided the affected plant or industry and who should
administer that subsidy. S.2547 answers those questions in
the case where a state law prohibits or discourages the sale
of beverages in nonreturnable containers or containers with
detachable pulltabs. It implicitly decides that a subsidy is
appropriate and leaves the application and administration of
the subsidy up to the state and local governments. The
principle it establishes could equally be used to support the
issuance of tax exemrt industrial development bonds to
finance plant alterations to improve safety or to finance the
clean up of an environmentally dangerous waste disposal site.
The actual decision to grant the subsidy in each case is,
however, a matter beyond the control of federal authorities.

Treasury opposes the issuance of tax exempt industrial
development bonds for these purposes. In this case, it is &
state law which prohibits or discourages certain types of
beverage containers. The federal government should not, as a
result, be required to provide a subsidy tc all atfectec
industries which irust retool as a result. instead, the
decision as to a subsidy in each particular instance should
be made at the federal, not state, level and only after due
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consideration to the public interest in providing the
subsidy. Under S.2547, no examination is required to
determine whether, in a- particular case, the subsidy is
necessary. All that is required is a state law mandating the
change.

In making a subsidy available, consideration should be
given to whether the public interest would be better served
if the consumers, rather than the general populace, bore the
costs of the equipment change. After all, it was the
consumer who benefited from the convenience of nonreturnable
containers.

In addition, S.2547 may actually discourage the exact
behavior it seeks to subsidize. Bottlers which may be
affected by a beverage container law now have an incentive to
postpone modifications to their bottling operations to
utilized returnable containers until required by a beverage
container law. If they wait for this change in the law, they
will be able to reap the benefits of tax exempt financing for
the new facilities. Thus, S.2547 may actually discourage
voluntary change by bottlers.

Treasury is especially opposed to S.2547 in its current
form. The bill would permit retroactive financing forbeverage container facilities where some official action was
taken prior to their construction or acquisition and the tax
exempt bonds are issued within one year of enactment of
F.2547. All that is accomplished by such a provision is to
permit the refinancing of taxable debt (or the generation of
working capital) at tax exempt rates.

Change in the definition of "local furnishing"

S.2660 would change the definition of "local furnishing"
for facilities for the local furnishing of gas. Under
current law, the term "local furnishing" means the furnishing
of energy to the general populace of a service area
consisting of not more than 2 contiguous counties (or their
political equivalent). The purpose of this rule is to
preserve the local character of the furnishing and to inhibit
the volume of tax -exempt industrial development bonds used to
finance such facilities.

Treasury opposes S.2660. Admittedly, the definition of
"local furnishing" for electric facilities under current law
contains this exception. There are, however, a great many
internal inconsistencies in the industrial development bond

".1 0-80-9
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provisions and Treasury opposes the fragmentary and piecemeal
expansion of tax exempt industrial development bonds repre-
sented by S.2660. What is necessary is a thorough
reexamination and rationalization of the entire area.

Distinctions between public
and private borrowing

Since the adoption of the federal income tax in IS13,
interest on state and local government obligations generally
has been exempt from federal income tax. This exemption
represents a recognition of the independent sovereignty of
states and their instrumentalities under our official system
as well as the desire to enhance the strength of state and
1-ocal governments and the entities closest to the people in
solving local problems. This rationale applies to all state
and local governmental borrowings for public purposes. It
does not apply to industrial development bonds, however,
because they are merely obligations nominally issued by a
state or local government to raise funds for private
development.

The only reason for making industrial development bonds
tax exempt is to provide a subsidy or incentive. This
reason, which is the one underlying E.2547, E.0766 and E.2660
is, for the reasons we have stated, fundamentally unsound.
Tax exempt bonds such as those provided in S.2547, 6.2166 and
8.2660 have considerable drawbacks as a method of providing a
subsidy or incentive. They are demonstrably inefficient and
inequitable, and they damage the market for tax exempt bonds
as a whole.

S.2075

Tax on Transportaticn ty
Air-Affiliated Group Exeirtion

The taxes of e percent and 5 percent respectively on
amounts paid for transportation of persons and property by
air contain an exemption for charges by one member of an
affiliated group of corporations to &nother member if the
aircraft is not available for hire by persons who are not
members of such group. The taxes also are not levied for
transportation by an aircraft having a maximum certificated
takeoff weight of 6,000 pounds or less, except when operated

N on an established line. If exempt frcrr, these taxes, the
operator of the plane is subject to the 7 cents a gallon tax
on fuel used in noncommercial aviation. "An affiliated
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group" is generally a group of corporations linked with a
conmon parent by 80 percent ownership.

- 9.2075 would add to the definition of "affiliated group"
a labor organization exempt under section 501 and; 1) any
trusts exempt under section 501 established for the
sole and exclusive benefit of the members of the labor
organization and their families and dependents, and 2) any
corporation wholly owned by such trusts.1/ -

The instant bill is intended to benefit a labor union in
Alaska and a series of trusts (pension, medical, legal, etc.)
which are jointly administered by the union and employers.
The union operates a plane to provide transportation for
itself and the trusts. Costs are allocated according
to use.

This operation does not qualify for the exemption for an
affiliated group because the trusts are not corporations and
the union does not "own" or control the trusts.

Under present law the tax imposed on aircraft used to
furnish transportation to another for a fee is generally
considerably higher than the tax imposed when a corporation
or individual owns an aircraft for the owner's own use. We
recognize that it may seem inequitable to distinguish between
these situations merely on the basis of form. Thus, Congress
decided to treat use of a plane by membeis of an affiliated
group of corporations as in effect use by the owner even if
the parent owns the plane and charges the subsidiary for its
use.

Perhaps other situations call for similar treatment.
Nevertheless, the Treasury cannot support S.2075.

In an affiliated group rule there is common control.
Moreover, expenses and income of the group can be con-
solidated in determining liability for income tax. Tax

1/ The bill proposes to amend section 4284(b) of the Code.
It should be section 4262(b).
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liability should not turn on the choice of operating through
Pore than one corporate entity. The situation in this case
is different. The union does not control the operation of the
trusts. -The union could not itself carry out the functions
of the trusts.

Since the union and the trust are in fact separate
entities, it is reasonable to treat them as such %here one is
providing air service for a charge to the other.

Moreover, this amendment would be discriminatory in
relation to exempt organizations other than labor unions that
might be affiliated with other such organizations. However,
expanding the exemption proposed by the bill would present
difficult line drawing problems in determining the required
degree of relationship once the narrow case of common
ownership and eligibility to file consolidated returns is
expanded.

S.2493

Time of Payment for
Manufacturer's Excise Tax on Tires

S.2493 would provide that the manufacturers excise taxes
on sales of tires (10 cents or 5 cents a pound), tubes (10
cents a pound), and tread rubber (5 cents a pound) are to be
payable 90 days after the end of the month in which the
manufacturer (or importer) sells the article.

Under present lew, the Treasury department has the pouer
to prescribe when most excise taxes are payable. The general
rule is that deposit of taxes must be made within 9 days
after the end of each semi-monthly liability period. luo
exceptions are specified by law. The tax on distilled
spirits now is deposited 5 days after the end of each semi-
monthly period following the semi-monthly liability period.
In 1981 this will be 10 days, and in 1982 and thereafter the
last day of the second succeeding semi-monthly period.l/
The tax on fuel used on the inland waterways, which beZor.es
effective in Cctober, provides for a quarterly liability
period with payment due by the end of the month following the
quarter.

/ The Payment period for distilled spirits previously was
the end of the semi-monthly period following each semi-
monthly liability period.
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The Treasury Department opposed the extended time
prescribed in the law for payment of the excise tax on
distilled spirits and fuel used on the inland waterways. he
also have opposed the proposed extended period of payment for
the tax on fishing equipment embodied In H.R.5505. Our
position is that equal treatment of those liable for excise
taxes requires that the taxes be paid over at the sax.e time
for the different excises.

The argument advanced for specified longer periods of
time for individual taxes generally centers around the credit
terms of the taxpayers involved. The fishing tackle industry
argues that it extends lengthy credit terms so that
merchants will buy the products in the fall and winter even
though retail sales are slack at this time. %his helps
fishing tackle manufacturers even out their prcduction
schedule. A somewhat similar argument is involved in the
case of the instant bill. Tire producers traditionally have
provided long credit terms to encourage merchants to keep a
full line of tires in stock.

The credit terms of manufacturers are industry and
company decisions based on their evaluation of how best to
maximize profits. These decisions are not reflected in a
firm's need to pay its costs, such as wages, rent, insurance,
materials, etc., within the time prescribed by law or
contract. There is no reason why excise tax payments should
be treated differently than other costs. The taxes should be
paid by all firms in the same time frame without regard to
credit terms.

The instant proposal would have a significant revenue
effect. The taxes on tires, tubes and tread rubber are
estimated to raise $835 million in fiscal 1981 under present.
rules, but the bill would reduce revenues by $190 million in
the year of the change. All but a minute amount of the
revenue loss would be reflected in transfers to the Highway
Trust Fund.l/ In addition to the capital amount, the fund
would lose T17 million a year in interest, since interest is
paid on the balance in the fund. Cr to put it another ua ,
since the balance in the fund is invested in Treasury
securities, the Treasury would have to borrow the $190
million revenue loss frci other sources with the consequent
additional interest cost.

I/ About $1 million of the tire tax revenues are transferred
to the Airport and Airway Trust Fund.
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Since H.R.5505 can be viewed as a precedent for S.2493,
I might point out that I.R.5505 is drafted so that the
payments in the last quarter of the fiscal year are bunched
in such a fashion that aggregate payments during the year
will be the same as under present regulations. But this does
not change the fact that any lengthening of the payment
period in the interim will result in a cost to the Treasury.
The lengthened payment periods permitted by H.R.55Cr-prior to
the fourth quarter would require additional interim Treasury
borrowing with consequent increased interest costs to the
Treasury.

S.2646

Exemption for Interest Income on Certain Deposits

E.2646 generally would exclude interest income
from taxation if the interest rate on the savings is 7
percent or less, the principal is held on deposit for 1 year
or more, and the principal is used to make loans with rate of
interest no more than 2 1/2 percentage points above the
interest rate on deposits. The loan must be used for the
purchase of a residence or operation of a business or a farm.

Budgetary considerations do hot permit major tax
initiatives at this time. However, as the President has
stated, "when tax reductions are timely, they should be
designed to achieve multiple objectives -- not only reducing
the tax burden and stimulating growth, but raising investment
and productivity and reducing inflation as well." therefore,
when appropriate, we would like to examine with you various
options for tax reduction, including possible incentives for
saving and investment.

Meanwhile, let us note some of the difficulties %ith
E.2646, as now structured. Existing tax expenditures for
savings and investment total over $70 billion per year,
considerably in excess of individual income tax collections
on income fror capital. The existing plethora of savings and
investment provisions in the individual income tax have been
adopted over time in piecemeal fashion, and there is no
established relationship among these various provisions. Ue
would hope that any future savings incentive would at least
result in a more consistent and less complex treatment of
income from various forms of capital.
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Additionally, any bill which provides an exclusion for
interest received should also deal with the deduction for
interest paid. Unless this is done a taxpayer who borrows in
order to make a deposit in the tax favored account-will be
able to achieve a tax reduction without any increase in
savings.

S.2646 presents some particular difficulties in that it
attempts to legislate a limitation in interest rates and to
direct loans toward certain types of investment. In so
doing, it interferes with normal market activities in several
ways. It penalizes savers who can receive rates of return
higherthan 7 percent. Since higher rates of return act as
incentives for savings, taxpayers should be encouraged, not
discouraged, to receive the highest rate of return available
in the market.

The bill also attempts to use regulation rather than
competition to limit rates of interest charged on loans.
Enforcement of such a. limitation would be difficult. 7he IRS
would need a means not only of checking the rate of interest
charged on millions of loans made by institutions, but also
of checking which dollar of savings went to which dollar of
loan. Such tracking is probably administratively infeasible.
It would be more reasonable to let the pressures of
competition limit the rates of interest that can be charged
on loans. Besides, the appropriate rate of interest is a
function of economic conditions and cannot be pegged at a
single point for any extended period of time.

If it is desired to reduce the interest cost to
particular borrowers, it would be more efficient to do so
directly rather than indirectly subsidizing the lender
(through a tax benefit) in order to induce him to lend at a
lower rate. The approach of the bill increases the haste and
inefficiency generally associated with tax-exempt financing.

S.2757

Export Trading Corpanies

S.2751 is part of an overall legislative effort to
bolster U.S. exports through the establishment of export
trading companies. Export trading companies are envisioned
as a "one stop" facility which can be used by small and
medium sized firms to obtain the general expertise necessary
to facilitate their export business ventures. S.2718
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outlines the non-tax provisions relating to export trading
companies while S.2757 provides modifications to DISC and
Subchapter S provisions of the Internal Revenue Code with
respect to export trading companies.

The Administration is in favor of the adoption of the
banking and antitrust provisions of S.2718. However, the
Administration remains opposed to the modifications of LISC
and Subchapter S provisions proposed in S.2757.

A DISC is generally allowed to defer an incremental
portion of its export income. This export income is
generated by the DISC through the sales, investment and
services performed in connection with its exporting business.
Presently, a DISC may receive export income in connection
with (1) services related and subsidiary to the sale or other
disposition of export property by the CISC, (2) engineering
and architectural services for foreign construction projects
or (3) managerial services which further the production of
export receipts for the DISC. Cther service incomes do not
qualify for tax deferral under the DISC provision. 6.0757
would expand the category of service income entitled to DISC
benefits. Under the present DISC provisions a significant
portion of export trading companies will qualify for DISC
treatment. 7hus the creation of export trading companies
will effectively expand the number of taxpayers entitled to
DISC coverage even if there is not any modification of the
qualification requirements of a DISC. However, the extension
of DISC benefits to "services produced in the United States"
and to "export trade services" could create substantial
revenue loss, which the present budgetary restrictions simply
would not permit. We note in particular the vagueness and
uncertainty of these terms.

Even if Federal budgetary conditions were less
stringent, we have serious doubts as to whether the intent of
the legislation to encourage exports would be achieved by
providing such DISC benefits. Many of our large
international service firms would incorporate as an export
trading company simply to qualify for DISC benefits provided
by S. 2757. The result would be a substantial revenue loss
without demonstrable growth in U.S. exports.

Finally, we note that under the recently negotiated
International Subsidies Code, the U.S. %as able to secure at
least a temporary "grandfathering" of the present EISC
program. Substantial expansion of the CISC progrw would
raise questions about U.S. observance of our international
obligations.
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With respect to the Subchapter S provisions, we support
the elimination of the present requirement that a qualifying
corporation earn at least 20 percent of its income within the
United States. However, we believe that this chanqe should be
part of a broader reform of Subchapter S. We call the
Committe's attention to the report on Subchapter S reform
recently issued by the Joint Committee on Taxation and urge
the tax writing Committees to consider these reforms as soon
as it is feasible. We do not, however, favor allowing
corporate shareholders in Subchapter S corporations.

For these reasons the Administration opposes S. 2757.

S.2783

Expansion of Energy Tax Credit
for Shale Oil Equ1ipent

The Energy Tax Act of 1978 provided a 10 percent energy
tax credit for shale oil equipment for property placed in
service and expenditures incurred through December 31, 1982.
In addition, the credit may be available after 1982 for
certain long-term projects upon which substantial progress
has been made before that date.

The term "shale oil equipment" includes equipment for
producing or extracting kerogen (shale oil) from oil shale.
The extraction process is known as "retorting." The term
"shale oil equipment" does not include equipment for
hydrogenation, refining or other processes subsequent to
retorting. Hydrogenation is necessary to produce pipeline
quality crude oil from kerogen. This limitation is similar
to that for percentage depletion, which provides that gross
income for depletion purposes does not include any increment
in value attributable to hydrogenation or any other process
subsequent to retorting.

The Treasury Department is opposed to enactment of this
provision because no material expenditures for hydrogenation
can be expected to be incurred before 1984-85. At that time
the Energy Security Corporation will be functioning and will
be better able to determine whether this process requires a
subsidy as well as the type of subsidy required (grant,
loan, loan guarantee, etc.).

S. 2783 is estimated tn h;Ae s re,,enue cc,.qt r .t7
million in 1985.
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S.2784

Energy Tax Credit for Coke Ovens --
Effective Date

Under the Crude Cil Windfall Profit Tax Act of 1960,
Congress provided a 10 percent energy investment tax credit
(in addition to the regular 10 percent credit) for coke
ovens. This provision# which was effective January l, IS60,
was adopted despite Administration objections that the tax
subsidy would not induce additional energy savings. S.0?84
Changes the effective date to periods after September 30,
1978.

Even if we were to accept the contentions of the
sponsors of E.2784 that coke oven construction will conserve

-- oil and gas, there cannot be any savings attributable to a
retroactive credit since the investments in the property have
already been made. A provision intended to act as an
investment incentive should only apply prospectively.

The revenue loss from adoption of .284 will total $53
million for calendar years 1981 and 1982.

H.R.5391 ANC S.2465

Second Tier Excise Tax on
Prohibited Acts of Certain 7ax-Exem.pt

Foundations and Trusts

H.R.5391, the "Chapter 42 Second Tier lax Correction Act
of 19E0," and S. 2485, an identical bill, attempt to rer.edy a
procedural defect in the current two-tier excise tax system
applied to certain acts, or failures to act, by private
foundations, employee retirement trusts, and Elack Lung
Benefit Trusts. Ve believe it is important to reffedy the
defect in the statute and we support the passage of these
bills.

Current Lau

Private foundations, employee retirem.ernt trusts and
Black Lung Benefit Trusts are subject to certain restrictions
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and requirements. The two-tier excise tax system attempts to
enforce these requirements and restrictions in two ways.
First, it seeks to deter violations by automatically imposing
a small excise tax on the prohibited act or the failure to
act. Second, it seeks to restore the status quo by imposing
a substantial second-tier tax if the prohibited act, or
failure to act, is not corrected. he problem which has
arisen and which is intended to be corrected by I.R. 5391 and
S. 2465 relates to the imposition of the second-tier excise
tax in certain circumstances.

Purpose of System

The problem may be illustrated by focusing on the
private fondation self-dealing provisions. Before 1970, if a
private foundation and a related person engaged in a
prohibited self-dealng transaction, the penalty imposed was
loss of the private foundation's tax exemption for a minimum
of one year and the loss of charitable contribution
deductions under certain circumstances.

In 1969, Congress developed the approach of imposing
excise taxes for engaging in a prohibited activity rather
than penalizing the foundation directly by loss of its exempt
status. Under the Code, any act of self- dealing between a
private foundation and a 'disqualified person" (generally,
any party with a substantial interest in the foundation) is
prohibited. If such an act takes place, an excise tax equal
to five percent of the "amount involved' (generally, the
greater of the amount of money and the fair market value of
the property given or received) is imposed on the
disqualified person.

In addition to changing the focus of the penalty from
the private foundation to the disqualified person, the excise
tax system was structured to encourage the correction of
prohibited acts so that a private foundation would be in
essentially the same position after the correction as it
would have been if the prohibited act had not occurred. This
is achieved by imposing a substantial second-tier tax if the
prohibited act is not corrected within "the correction
period." In the area of private foundation self-dealing, the
second-tier excise tax is 200 percent of the &nount involved.
In most cases, correction involves undoing the transaction to
the extent possible, but-in any case placing the private
foundation in a financial position not worse than what it
would have been in if the disqualified person had dealt with
the foundation under the "highest fiduciary standards."
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Description of Problem

The problem addressed by H.R.5391 and S.2485 has arisen
in connection with the Eelationship between imposition of the
second-tier tax and the definition of the correction period.
Under current law, the second-tier tax is not imposed unless
the correction period has expired, but the correction period
does not end until the lax Court decision becomes final.

In recent cases,_the Tax Court has held that, since the
second-tier tax is not "imposed* at the time the taxpayer's
petition is filed with Lhe lax Court, there is no deficiency
for the Tax Court to consider. Such a result vitiates the
second-tier tax and substantially reduces the incentive for
voluntary compliance with the correction requirement.

H.R.5391, as passed by the House of Representatives on
May 20, 1980, and S.2485, an identical bill introduced by
Senator Long on March 27, 1980, would resolve the problem
faced by the Tax Court by treating the tax as being "imposed*
if the act or failure to act is not corrected within the
*taxable period." In general, the taxable period would end
when the Internal Revenue Service mails a notice of
deficiency for the first-tier tax even though a lax Court
petition is filed.

Under this approach the Tax Court would have juris-
diction over the alleged deficiency of the second-tier tax by
the Internal Revenue Service since the tax would be imposed
as required by the Tax Court jurisdictional standards.

In addition, the bill would continue to allow a
prohibited act or failure to act to be corrected throughout
the period in which the taxpayer may seek lax Court revieu of
the determination made by the Internal Revenue Service.
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Senator NELSON. All right. If there are additional questions on it,
we will submit them to you to be responded to for the record.

Is that all you had?
Mr. HALPERN. Yes, sir. Thank you.
Senator NELSON. There is a Democratic conference scheduled in

S. 207 at 3 o'clock which I have to attend. Senator Gravel will be
back here at 4 o'clock to continue the hearings. We will recess
until 4 o'clock.

whereupon , a brief recess was taken.]
Senator GRAVEL. The hearing will come to order.
I will hear'the balance of the witnesses but if the witnesses will

forgive me, I will show preference and priority to those who have
traveled the furthest distance.

The first group of witnesses will deal with the subject of tax-
exempt financing for hydro. I would like to call up Mr. Eric Yould
to give his testimony on the subject, and anybody he wishes to have
accompany him.

I will not show preference to my people from Alaska, and that
will be to enforce the 5-minute rule on everybody.

Mr. Yould, a pleasure seeing you again. Please proceed.
STATEMENT OF ERIC YOULD, EXECUTIVE DIRECTOR, ALASKA

POWER AUTHORITY
Mr. YouLw. Mr. Chairman, thank you for the opportunity. I do

have written comments and I would like these entered into the
record.

Senator GRAVEL. It will be entered into the record as presented.
Mr. YouLD. If I may, I can just summarize.
Senator GRAVEL. Please.
Mr. YouLu. The Alaska Power Authority is here to testify in

favor of Senate bill 2766 which, as I understand, would eliminate
what we in the power industry call the local furnishing rule, which
precludes tax-exempt financing for developing certain projects.

Basically, what the local furnishing rule says is that if more than
25 percent of the power from a project is to be provided to a
nongovernmental entity, then all of that power must be marketed
within two contiguous counties or political subdivisions; otherwise,
the bonds sold to finance a project would themselves be taxable.

The effect would be, on a typicl project, a spread on the interest
rate of maybe 5 percent between a taxable bond and a tax-exempt
bond.Now, the rule grew out of a congressional definition of local
furnishings that was passed by the Congress in 1968; a period of
time when we apparently had tremendous abundance of not only
hydropower, which this bill deals with, but also coal, oil, gas, and
nuclear potential.

Let me give you the effect that this had on the industry up to
that period of time. Considering the 5-percent differential between
a taxable bond and a tax-exempt bond, let's consider two cases, one
an oil-fired generation facility and one a hydropower generation
facility, both being able to produce the same equivalent amount of
energy.

The point is the capital investment associated with that oil-fired
,gqnration represents only 10 to 30 percent of the total cost of that
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power generated. Compare that to the hydropower project, in
which the capital cost represents roughly 90 percent of the power
generation cost delivered to the consumer, and you can see that the
5-percent differential applied to the diesel plant represents a rela-
tively small portion of the consumers electrical bill in comparison
to that when it is applied to the hydro powerplant.

Thus, the effect has been to give a disproportionate advantage to
the fossil fuel generation resource and has discouraged the develop-
ment of renewable resources such as hydropower. Consequently, I
think that the bill being considered today is very much in conso-
nance with the Federal policy toward getting off fossil fuel fire
generation and on to renewable resources such as hydropower.

Senator GRAVEL. Would you explain that advantage again? I
think that is a very critical point. If you have a diesel plant and
you are within one county, in which it is easier to use diesel plants
and you could put diesel plants in each county you could then sell
tax-exempt bonds.

Mr. YouLw. Correct. But you could even with hydropower, as
long as it was all delivered to one or two contiguous counties. But
the point is that if you want to transport that power over more
than two contiguous counties, then you are into a taxable situation,
in which case that 5-percent tax differential is applied against a
capital cost for the diesel plant, for instance, of only 30 percent of
the total cost of energy, versus 90 percent for this renewable re-
source which has no fuel component whatsover.

So you have actually discouraged the development of renewable
resources by the passage of this particular bill that was promulgat-
ed in 1968. S. 2766 will alleviate that problem.

Now, it is my understanding that the Congress has recently
considered appropriating up to $20 billion for synfuel development,
that this will help provide the transition over to a synthetic fuel
type energy development, and that this technology itself is to back
out the use of oil, gas, nuclear; but in fact, this in itself is a risky
technology, one which might or might not work, and hence you
don't know if you are even going to get a return on your invest-
ment for the $20 billion that you are considering appropriating.

In fact, hydropower is a proven technology, it is one that does
not require additional technological developments, it is one in
which we could significantly and directly back out of the economy
the oil which is causing the inflationary problems which we have
today.

As one example, Mr. Chairman, the Alaska Power Authority is
in the process right now of completing an assessment of the eco-
nomic and environmental desirability of developing the Susitna
hydropower project, which would provide energy to roughly two-
thirds of the State of Alaska, Anchorage and Fairbanks primarily.

The project would develop some 6 billion kilowatt hours annual-
ly, which has the energy equivalent of some 10 million barrels of
oil per year. That is oil that will be diverted from the State of
Alaska For use within the remaining 49 States.

Now, 10 million barrels of oil per year does not sound like much,
but when you consider the fact that this project will be generating
for at least 100 years and very probably considerably longer than
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that, then over that 100-year period of time, that energy that is
produced is equivalent to roughly one-tenth of Prudhoe Bay itself.

Now, what do you suppose the equivalent value of one-tenth the
oil of Prudhoe Bay is? You are talking about roughly 1 billion
barrels of oil. At a spot market or an average OPEC price of $30
per barrel, the $3 billion investment in Susitna will have a present-
day value of $30 billion worth of fuel disbursed to the lower 48 and
these funds will remain in the United States, rather than being
sent to OPEC countries.

This hydropower itself will have no greenhouse effect worldwide;
it will have no acid rain; it will provide no sludge, no black lung
disease, no radiation problems; and yet it is a technology that is
available today. There is no doubt that there are problems with
hydropower, but on a project-by-project basis and with proper envi-
ronmental safeguards, it can be made environmentally benign.

Treasury has in the past opposed tax-exempt financing for hydro-
power. In fact, they are worried about the cost to the Treasury. But
my point is that without tax-exempt financing, many of the hydro-
power projects that could be developed would not be developed
because of the disproportionate advantage that tax exemption has
on renewable resources versus the fossil fuel fired plants that I
mentioned earlier.

In addition, Treasury loses sufficient revenue when oil is pur-
chased from foreign sources rather than developing its own renew-
able resources.

The development of hydropower, I would say, with tax exempt
financing is not precedent setting, primarily because it does repre-
sent a capital intensive industry. The hydroprojects themselves
have a huge front end cost, and virtually no electric or fuel cost
thereafter. This is distinct from virtually all the other electric
generation projects. Both these factors make financing of hydro far
more difficult than other energy resources and necessitate the

-governmental support.
Mr. Chairman, hydropower, I think, along with other renewable

resources, is an investment in the future. It is a legacy for our
country. It is noninflationary. I think if Treasury actually weighed
the benefits of developing this renewable resource against what I
perceive as miniscule or revenue not going to Treasury, that we
would fimd there is a significant cost benefit to developing this
renewable resource.

This concludes my testimony.
Senator GRAVEL. Thank you very much, Mr. Yould. I have en-

joyed a couple of the points which you made that I had not thought
of. Thank you.

Mr. YouLD. Thank you, Mr. Chairman.
[The prepared statement of Mr. Yould follows:]
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MY TESTIMONY TODAY ADDRESSES THE IMPORTANCE OF TAX

EXEMPT FINANCING FOR ALL HYDROELECTRIC FACILITIES. I WILL

BRIEFLY EXPLAIN THE EXISTING LAW, THE CONFLICTS OF THE PRESENT

LAW WITH NATIONAL POLICY, AND THE IMPACTS ON ELECTRIC POWER

CONSUMERS IN ALASKA.

SECTION 103 OF THE INTERNAL REVENUE CODE ALLOWS STATES

AND THEIR POLITICAL SUBDIVSIONS TO ISSUE BONDS ON WHICH

THE INTEREST PAID BY THE ISSUER IS EXCLUDABLE FROM THE GROSS

INCOME OF THE RECIPIENT. THIS GENERAL PROVISION, HOWEVER,

DOES NOT APPLY TO INDUSTRIAL DEVELOPMENT BONDS (IDB's).

IDB's ARE ANY OBLIGATION ISSUED (A) FOR WHICH ALL OR A MAJOR

PORTION OF THE PROCEEDS-ARE USED DIRECTLY OR INDIRECTLY

IN ANY TRADE OR BUSINESS CARRIED ON BY A NON EXEMPT PERSON

AND (B) THE PAYMENT OF PRINCIPAL AND INTEREST ON THE OBLIGATIONS

IS SECURED BY ANY INTEREST IN PROPERTY OR IS TO BE DERIVED

FROM PAYMENTS IN RESPECT OF PROPERTY, USED OR TO BE USED

IN A TRADE OR BUSINESS. AN "EXEMPT PERSON" IS DEFINED AS

A GOVERNMENTAL UNIT OR TAX EXEMPT CHARITABLE ORGANIZATION.

A PUBLIC UTILITY IS THEREFORE AN EXEMPT PERSON, WHEREAS

A PRIVATE UTILITY OR AN ELECTRIC COOPERATIVE WOULD NOT

BE AN EXEMPT PERSON. THEREFORE, BONDS ISSUED TO FINANCE

A POWER PROJECT WOULD BE CLASSIFIED AS INDUSTRIAL DEVELOPMENT

BONDS IF TAKE OR PAY POWER SALES CONTRACTS WITH PRIVATE

OR COOPERATIVE UTILITIES PROVIDE FOR PURCHASE OF MORE THAN

25% OF THE OUTPUT OF THE PROJECT AND PAYMENTS BY THE

NON-EXEMPT PERSONS EXCEED MORE THAN 25% OF THE TOTAL

DEBT SERVICE OF THE OBLIGATIONS.

66-691 0-80-10
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THE INTEREST ON SUCH IDB's WOULD BE TAXABLE TO THE

RECIPIENT UNLESS THE PROJECT COMES WITHIN AN EXEMPTION

FOR "FACILITIES FOR THE LOCAL FURNISHING OF ELECTRIC ENERGY".

LOCAL FURNISHING MEANS AN AREA COMPRISING MORE THAN TWO

CONTIGUOUS COUNTIES. OR ONE CITY AND A CONTIGUOUS COUNTY.

NATIONAL ENERGY POLICY TODAY IS AIMED AT DECREASING

PRESENT DEPENDENCE ON FOREIGN OIL AND NATURAL GAS THROUGH

CONSERVATION, INCREASED U.S. PRODUCTION, AND DEVELOPMENT

OF ALTERNATIVE ENERGY RESOURCES. THIS POLICY, IF SUCCESSFUL,

WILL DECREASE OUR BALANCE OF PAYMENT PROBLEMS AND CONTRIBUTE

TO THE CONTROL OF INFLATION WITHOUT RECESSION.

CURRENT TAXATION OF OBLIGATIONS ISSUED TO FINANCE HYDROELECTRIC

AS WELL AS DEVELOPMENT OF VIRTUALLY ALL RENEWABLE RESOURCE

PROJECTS DEFEATS THIS ENTIRE PROGRAM. CAPITAL 11TENSIVE

PROJECTS WHICH CANNOT BE FINANCED ON A TAX EXEMPT BASIS

PRODUCE ENERGY WHICH COSTS 50% MORE TO THE CONSUMER

THAN ENERGY PRODUCED BY PROJECTS WHICH ARE ELIGIBLE UNDER

THE LAW FOR TAX EXEMPT STATUS. MANY PROJECTS WILL NEVER

BE DEVELOPED BECAUSE OF THE EXISTING REGULATIONS PERMITTING

THIS COST IMPACT ON THE CONSUMER. CONSEQUENTLY, NATIONAL

ENERGY POLICY IS THWARTED AS UTILITIES CONTINUE TO BUILD

GENERATION CAPACITY WHICH BURNS FOSSIL FUELS. THE CONSUMERS

-2-
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SAVE IN THE SHORT TERM, BUT THEY LOSE AS DOES OUR NATION

IN THE LONG TERM. WE WILL CONTINUE TO IMPORT FOSSIL FUELS,

WE WILL CONTINUE TO DEGRADE OUR AIR QUALITY, WE WILL BE

PERMITTED TO UTILIZE TAX EXEMPT FINANCING FOR POLLUTION

CONTROL FACILITIES ON CONVENTIONAL GENERATION SYSTEMS,

WE WILL CONTINUE TO EXPORT U.S. DOLLARS, WE WILL CONTINUE

TO ATTEMPT TO FIGHT INFLATION IN EVERY SECTOR OF OUR ECONOMY,

WHICH LIKE IT OR NOT, IS DEPENDENT TO SOME DEGREE ON ENERGY,

AND WE WILL CONTINUE TO WORRY ABOUT RECESSION AS LONG

AS TAX POLICIES RESTRICT ALTERNATIVE ENERGY DEVELOPMENT

SUCH AS HYDROPOWER.

ALL UTILITIES, WHETHER PUBLIC, NON-PROFIT COOPERATIVES,

OR PRIVATE, PROVIDE A PUBLIC SERVICE AND SERVE THE GENERAL

PUBLIC. NON-PROFIT REA COOPERATIVES ARE LIKE PUBLIC UTILITIES

EXCEPT THAT THEY ARE REGULATED BY STATE PUBLIC UTILITY

COMMISSIONS, THEY OFTEN SERVE RURAL AREAS WHICH RESULTS

IN HIGHER COSTS OF SERVICE, AND THEY ARE ELIGIBLE IN VARYING

AMOUNTS FOR FEDERAL LOW INTEREST LOANS AND GUARANTEE

PROGRAMS. PRIVATE OR INVESTOR OWNED UTILITIES ARE ALSO

REGULATED BY PUBLIC UTILITY COMMISSIONS, AND THEIR MARGIN

OF PROFIT IS REGULATED AS A FAIR RETURN ONLY ON EQUITY.

THEREFORE, THE BENEFITS OF TAX EXEMPT FINANCING TO ALL

THREE TYPES OF ELECTRIC UTILITIES WILL ONLY FLOW TO THE

ELECTRIC CUSTOMERS.

-3-
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WHAT IF THE CUSTOMERS ARE LARGE INDUSTRIAL OR COMMERCIAL

CONSUMERS? THE LAW ALSO DISCRIMINATES HERE. THE LARGE

PRIVATE CUSTOMER CAN OFTEN LOCATE WITHIN THE SERVICE AREA

OF A PUBLIC UTILITY. IT CAN LOCATE IN A REGION OF THE COUNTRY

WHERE ABUNDANT LOW COST ENERGY WAS AVAILABLE IN THE PAST

DUE TO LARGE HYDROELECTRIC PROJECT DEVELOPMENT ENCOURAGED

BY THE FEDERAL GOVERNMENT IN WISER TIMES. THE TENNESSEE

VALLEY AND THE PACIFIC NORTHWEST ARE PRIME EXAMPLES. OR

IT CAN PRODUCE ITS OWN POWER FINANCED WITH TAXABLE- BORROWING

AND DEPENDENT ON FOSSIL FUELS, AND PASS THE CONSTANTLY

INCREASING COSTS ON TO ITS CONSUMERS WHICH CONTRIBUTES

TO INFLATION. AN INDUSTRIAL CUSTOMER CAN ALSO LOCATF IN

A SERVICE AREA WHICH CONSUMES A LARGE AMOUNT OF POWER,

THEREBY ELIMINATING THE RESTRICTIONS IMPOSED BY THE 'TRADE

OR BUSINESS TESr' WHICH PROHIBITS THE CONTRACT FOR THE PURCHASE

OF OVER 25% OF THE OUTPUT OF A PROJECT BY A NON-EXEMPT

PERSON. IN ADDITION, INDUSTRIAL AND LARGE CONSUMERS ARE

THE FIRST TO HAVE CURTAILMENTS OF SERVICE WHEN A SHORTAGE

OF POWER EXISTS IN ORDER TO MAINTAIN AMPLE POWER SUPPLY

TO THE RESIDENTIAL CONSUMERS.

THE EXEMPTIONS FOR TAX EXEMPT FINANCING OF ALL HYDROELECTRIC

PROJECTS PROVIDED BY THE LEGISLATION CONSIDERED HERE TODAY

IS CONSISTENT WITH NATIONAL ENERGY AND ECONOMIC POLICY

AND IS IN THE PUBLIC INTEREST. IT DOES NOT REMOVE ANY OF

THE. APPLICATION OF THE IRS REGULATIONS FOR POWER PRODUCTION

-4-
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BY ANY CONVENTIONAL MODE OF FOSSIL FUELS GENERATION. IT

ONLY ENCOURAGES THE USE OF A VALUABLE RENEWABLE ENERGY

RESOURCE. AND THIS DEVELOPMENT CAN ONLY TAKE PLACE SUBJECT

TO THE SAME CLOSE SCRUTINY AND APPROVAL OF ENGINEERING

SAFETY AND ENVIRONMENTAL IMPACTS PRESENTLY EXERCISED BY

THE FEDERAL ENERGY REGULATORY COMMISSION.

THE ENERGY SITUATION IN ALASKA

ALASKA IS FORTUNATE TO CONTAIN AN ABUNDANCE OF ENERGY

RESOURCES OF ALL TYPES. THE TREMENDOUS NUMBER OF RIVERS,

LAKES AND STREAMS CONTAINS ALMOST ONE-HALF OF THE HYDROELECTRIC

POTENTIAL REMAINING UNTAPPED IN THE ENTIRE NATION. DEVELOPMENT

OF BUT TWO PERCENT OF THIS POTENTIAL FOR INSTATE USE WOULD

PROVIDE FOR OUR NEEDS INTO THE 20TH CENTURY.

CURRENTLY, THE STATE IS PROCEEDING FORWARD WITH PLANNING

OR CONSTRUCTING MORE THAN TWENTY HYDROELECTRIC PROJECTS.

THE OUTPUT OF THESE FACILITIES RANGES FROM A SMALL 1/10 MW

TO 30 MWs OF INSTALLED CAPACITY. ALL OF THESE PROJECTS

HAVE ONE THING IN COMMON. THEIR REMOTE LOCATION, LOW

ENERGY DEMAND, INCLEMENT WINTER WEATHER CONDITIONS AND

DIFFICULT TERRAIN HAVE STIFLED THE DEVELOPMENT OF ELECTRIC

TRANSMISSION GRIDS, THEREFORE, ALL THESE COMMUNITIES HAVE

THE UNIQUE ADVANTAGE OF COMPLYING WITH ALL SMALL PROJECTS

CURRENTLY UNDERWAY WILL REPLACE INTERNAL COMBUSTION

DIESEL GENERATORS IN THESE ISOLATED RURAL TOWNS AND VILLAGES

OF THE STATE.

-5-
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IN THE FUTURE, OUR STATE WILL CONTINUE THE DEVELOPMENT

OF HYDROELECTRIC POWER AS ALLOWED BY THE IRS REGULATIONS.

REGRETFULLY, OUR LARGEST POPULATION CONCENTRATION IS LOCATED

IN AN AREA OF SOUTHCENTRAL AND INTERIOR ALASKA AND COULD

MOST EFFICIENTLY BE SERVED BY CONSTRUCTING A 1400 MW HYDROELECTRIC

PROJECT ON THE SUSITNA RIVER. FINANCING PROBLEMS ARISE

WHEN 1) THE PROJECT VIOLATES THE TWO COUNTY RULE AND 2)

FOUR OF THE SIX UTILITIES IN THE REGION ARE REA COOPERATIVES

(A NON-EXEMPT PERSON).

THE DIFFERENT UTILITIES MUST THEREFORE CONTINUE BURNING

NATURAL GAS, OIL AND COAL IN THEIR EVER GROWING NUMBER OF

THERMAL GENERATORS. TO ASSIST THE RATEPAYERS THE FEDERAL

GOVERNMENT ALLOWS THE 2 MUNICIPAL UTILITIES TO FINANCE TAX-

EXEMPT AND FOR THE CO-OPS, THE FEDERAL GOVERNMENT LOANS

MONEY AT SUBSIDIZED RATES. HOWEVER, NONE OF THE INDIVIDUAL

UTILITIES CAN UNDERTAKE A PROJECT OF SUSITNAIS MAGNITUDE.

ONLY THROUGH COMBINING THEIR RESOURCES CAN THE PROJECT

BE A REALITY AND THEN ONLY IF TAX EXEMPT FINANCING IS PERMITTED.

AT AN ESTIMATED COST OF $3,000,000,000 THE AVERAGE COST

OF FIRM POWER FROM SUSITNA IS $2200/KW. WITH TAX EXEMPT

FINANCING, AT AN ESTIMATED 8% RATE OF INTEREST AND A 40

YEAR MATURITY, THE WHOLESALE COST OF POWER TO THE INDIVIDUAL

UTILITIES WILL BE APPROXIMATELY 67 MILLS (6.7 cents)/KWH. CONVERSELY,

WITH A 12% TAXABLE INTEREST RATE, THE UTILITIES WILL PAY OVER
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100 MILLS ($.I0)/KWH. THE SIGNIFICANT POINT IS THAT THE COST

OF THIS POWER WILL NOT INFLATE AS WILL ITS FOSSIL FUEL FIRED

COUNTERPART; THUS STRENGTHENING OUR STATE AND NATIONAL

ECONOMIES. TO THESE WHOLESALE RATES MUST BE ADDED ALL

DISTRIBUTION COSTS. HOWEVER, WITHOUT TAX EXEMPT BONDS,

SUSITNA WILL NOT BE DEVELOPED AND WE WILL CONTINUE TO BURN

FOSSIL FUEL EQUIVALENT OF 10,000,000 BARRELS OF OIL ANNUALLY.

IN CONCLUSION, THE HYDROPOWER DEVELOPMENT ACT OF

1980 WOULD RESOLVE THE PROBLEMS OF TAX-EXEMPT HYDROELECTRIC

FINANCING THROUGHOUT THE NATION AND CONTRIBUTE TO A SOUND

NATIONAL ENERGY POLICY. TO DO LESS THAN ELIMINATE THESE

REGULATORY BARRIERS, WILL PRECLUDE THE NATION FROM USING

OUR MOST RENEWABLE, NON POLLUTING RESOURCE - FALLING WATER,

THE MOST EFFICIENT FORM OF SOLAR POWER GENERATION.

THANK YOU FOR THE OPPORTUNITY TO SPEAK BEFORE YOU

TODAY AND FOR YOUR ATTENTION.

Senator GRAVEL. Our next witness is Dr. Gordon Marker, presi-
dent, National Alliance for Hydroelectric Energy.

Dr. Marker, would you introduce your colleague also for the
record?

STATEMENT OF DR. GORDON MARKER, PRESIDENT, NATIONAL
ALLIANCE FOR HYDROELECTRIC POWER, INC., ACCOMPA.
NIED BY JAMES BRODER, COUNSEL
Dr. MARKER. Yes, this is Mr. James Broder, who is counsel to

the National Alliance for Hydroelectric Energy.
We have prepared a written statement which we would like to

submit for the record.
Senator GRAVEL. It will be placed in the record as submitted.
Dr. MARKER. In view of the limited amount of time, we would

like to highlight several points. The National Alliance for Hydro-
electric Energy is a trade association and has recently been formed
for the purpose of essentially uniting a rather dispersed constituen-
cy in the growing hydroelectric energy area.

It is composed of small developers, manufacturers, the financial
community, site owners, architectural and engineering firms. In its
short history to date, it has been involved with the windfall profit
tax research end of activity, supplying information to the joint
committee staff.
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In addition, there has been a conference which the National
Alliance has conducted which was quite successful as a kickoff for
the alliance. -

I think Mr. Yould has made an excellent statement, which we
can only second, on the signficance of hydropower and also the
positive aspects of the proposed legislation. We would like to ad-
dress a couple of questions. The first one is: Why tax exemption
now?

I think that if we are serious about import substitution and oil
displacement, then we have to look at a range of additional incen-
tives that can implement this process more rapidly. The New Eng-
land River Basin Commission has recently completed a study
which I think is quite instructive.

Thby have developed a scenario of looking at-economically feasi-
ble sites for New England alone. They have come up with a sce-
nario which addresses what would likely happen at market rates of
interest and what would likely happen at Treasury rates of inter-
est. The spread is 7 percentage points.

The implications of this impact, I think, are instructive. The
number of sites that would be developed in the next decade or so,
in effect the tax exemption rate would be 209, more or less, as
opposed to about 80 at market rates. The additional megawattage
would be 466 megawatts in New England alone, in contrast to 164
at market rates of interest.

The additional output per year would be in excess of three times.
Now, this is for New England alone, and it is only for existing
facilities. What does it translate into in addition to these energy
dimensions? It means new investment of about $450 million, new
investment in hydro at existing dams.

The induced economic activity that would follow from this is on
the order of $1.2 billion. The jobs would be probably on the order of
4,500 man-years of construction activity. Now, this is for one
region, and what we are. looking at is the differential impact of the
sort of incentive that the tax exemption would carry with it.

A second question: Why won't rising oil prices be adequate alone
to create the incentive for hydropower? I think the answer here is
negative. The pricing of energy in a utility distribution area is
based on a combination of fuels. So the impact of an OPEC rise in
prices will be very dampened by the very fact that that impact is
mixed in with a variety of other energy sources.

More important, however, is the delay of the impact between any
given price increase in fossil fuel or, more particularly, in oil.
There will be a delay in the impact on ratemaking, and conse-
quently, on the incentive structure in the industry generally.

I think the issues here are that, one, we have to look at what the
impact is on the investment decision. I would suggest that a lower
interest rate which is known now as a result of passage of S. 2766
is of greater significance than an anticipated but unknown price
rise in the future.

Second, I think the substitution of hydro for oil, which can be
done and which can be implemented quickly, requires a set of
national incentives that will accelerate hydro implementation. I
think that the present policy of laissez faire in this matter simply
won't do, given the gravity of our situation.
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Therefore, the National Alliance strongly endorses Senate bill
2766 to include all of hydro. Thank you.

Senator GRAVEL. Thank you very much.
[The prepared statements of Dr. Marker and Seniator Gravel and

Booz Allen & Hamilton, Inc., follow:]

REMARKS OF DR. GORDON MARKER, PRESIDENT, NATIONAL AIAANCE FOR
HYDROELECTRIC ENERGY, INC.

Mr. Chairman, my name is Gordon Marker and I am President of Essex Develop-
ment Associates of Lawrence, Massachusetts. I am here today in my role as Presi-
dent of the National Alliance for Hydroelectric Energy. I am accompanied by
NAHE general counsel James N. Broder.

NAHE is an alliance of people and businesses interested in developing the vast
potential of hydropower for America. We have associated, initially, to speak for
hydro's interests in Washington and to provide a bridge between Washington and
the people who can develop this national resource.

NAHE was born out of a sense of a number of inequities, inequities that follow
from the obvious legislative success that some more exotic and less cost effective
technologies have had, both at the state and federal level. Now is the time, I think,
to redress some of these inequities. -

We sincerely appreciate the opportunity to appear before you today to express our
views concerning S. 2766, the "Hydropower Development Act of 1980." This is the
first opportunity that NAHE has had to participate formally in the legislative
process. You can be sure that it will not be the last.

S. 2766, the "Hydropower Development Act of 1980", is designed to stimulate the
development of hydropower projects. We strongly support this bill. With the appro-
priate encouragement, hydropower projects can make a substantial and immediate
contribution to our national energy program. Moreover, hydropower offers signifi-
cant advantages over other conventional alternative energy sources.

HYDROPOWER CAN MAKE A SIGNIFICANT CONTRIBUTION TO OUR NATIONAL ENERGY
PROGRAM

Until recent times, hydropower was one of the principal sources of electric energy
in the United States. In 1940, 40 percent of our electricity was generated by
hydropower. Since then, the contribution of hydropower to the nation's electricity
supply has declined to only 12.7 percent in 1978.

Studies by the Federal Energy Regulatory Commission (FERC) indicate that hy-
dropower could play a much larger role, and that almost two-thirds of the nation s
hydropower potential remains to be developed.

Furthermore, hydropower is a renewable resource that can be expected to contrib-
ute to our energy needs far into the future. This important factor sets hydropower
apart from many other alternative energy sources. Even coal and oil shale are
depletable resources that will not have a permanent impact on our energy needs. By
contrast, hydropower will continue to supply energy long after conventional and
unconventional fossil fuels have been completely exhausted. Yet this nation's
energy policy discriminates against hydropower development.

HYDROPOWER IS ONE OF THE BEST AND MOST REALISTIC NEAR TERM ALTERNATIVE
ENERGY SOURCES

With proper incentives, hydropower can increase its contribution to the nation's
energy needs almost immediately. The basic hydropower technology has been used
to generate electricity for nearly a hundred years, and recent technolgical improve-
ments make it possible to generate electricity at small dams with low hydraulic
heads. By contrast, the technology for exploiting many other alternative energy
sources-such as ocean thermal energy-is still largely experimental, and even the
most optimistic advocates of these energy sources acknowledge that they will not
materially contribute to our energy needs for many years.

Because hydropower plants take less time to build, hydropower can also be
expected to contribute to our energy needs sooner than many of the conventional
alternative energy sources-such as coal-whose technology is proven. A hydro-
power generating project can be placed in service at an existing dam in from three
to eight years. By comparison, a major coal power plant can take ten or more years
to complete, and a nuclear power plant can take at least fifteen years to complete.
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HYDROPOWER IS INFLATION-PROOF AND ECONOMICAL

One of the principal advantages of hydropower generating facilities is that their
power source is free. The cost of fossile and nuclear fuel has risen dramatically
during recent years, and will continue to increase in the future. By contrast,
hydropower generating plants are virtually immune from inflation because the
water that supplies the power does not have to be purchased. Of course, the repair
costs of hydropower plants are subject to inflation just like repair costs at other
plants. Nevertheless, the overall cost of hydropower is far less susceptible to infla-
tion than the cost of other forms of power.

HYDROPOWER PROJECTS ARE ENVIRONMENTALLY SOUND

Hydropower projects are less destructive and disruptive to the environment than
most other conventional and alternative energy production facilities. A hydropower
project does not pollute the air or the water- its fuel does not have to be mined or
refined. Finally, the extensive environmental reviews required during the licensing
and permitting process guarantee that the environmental implications of a hydro-
power proposal will be carefully examined and balanced with other societal
interests.

HYDROPOWER DEVELOPMENT WILL BENEFIT THE DOMESTIC ECONOMY

The continued use of imported oil and the resulting increase in the United States'
balance of payments deficit is doing serious damage to our economy. Hydropower
development will help to undo some of this damage because most of the money
spent on hydropower development will purchase goods and services from inside the
United States. Moreover, once hydropower projects are in place, they will reduce
the need to purchase expensive foreign oil. By reducing the flow of dollars out of theUnited States, hydropower development will help to strengthen the United States
economy.

There are, however, those that argue that there is no need for tax incentives for
hydropower development because of the high price of oil. The closeness in cost
between a barrel of oil and a barrel's worth of hydropower does not mean that tax
incentives for hydropower are not necessary. In the first place, it is inappropriate to
compare the cost of oil with the cost of hydropower. The cost of oil is a currently
deductible business expense, while the cost of developing a hydropower facility is a
capital cost that can only be recovered through depreciation and credits over a
period of years. Thus, the two figures are not really comparable.

Even if the cost of oil were comparable to the cost of hydropower, the government
should encourage the use of hydropower over the use of oil because the real cost of a
barrel of oil to the business consumer does not reflect the full social cost to the
country of each incremental barrel of oil that is consumed. These social costs
include the continued weakening of the dollars, slower economic growth, and inter-
national political tension. In Energy Future, the report of the Harvard Business
School, it was estimated that the social cost of each incremental barrel of imported
oil is 2.5 times the actual cost of imported oil (at a time when imported oil cost only
$15 per barrel). By contrast, since hydropower development does not lead to an
outflow of dollars (except to the extent that it is necessary to purchase imported
equipment), the cost of hydropower does not include any hidden social costs. While
the business customer may not consider the social costs of various energy alterna-
tives in making its investments, the government should consider these costs in
determining whether it is necessary to stimulate the development of alternative
energy sources. Thus, even if the cost of oil and the cost of hydropower to the
business customer are comparable, it is appropriate for the government to offer tax
incentives for hydropower development.

It is also argued that hydropower will not really have an impact on oil and *as
consumption. One of the uses for which hydropower is best suited is to provide
power during periods of peak demand. Much of the electricity for peak periods is
currently generated in gas turbines and in older, less efficient thermal plants which
use oil and other fossil fuels. To the extent that it replaces other sources of peaking
power, hydropower will have a significant impact on oil and gas consumption.

AN AGGRESSIVE PROGRAM OF INCENTIVES FOR HYDROPOWER DEVELOPMENT CAN
MAKE A DIFFERENCE

The experience of other countries shows what a substantial impact an aggressive
program of government incentives for hydropower development can have. In
France, for example, low interest loans are available to hydro developers, and small
hydro projects (sites under 8 MW) are guaranteed a market for their power. As a
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-result, hydropower accounts for 35 percent of France's electricity. On the Rhone
River alone, France has approximately 3,000 MW of installed capacity. By contrast,
the Ohio River-whose characteristics are similar to those of the Rhone-has only
180 MW of installed capacity. An aggressive program of hydropower incentives
could provide similar benefits to the United States.

Given continuing price rises in imported oil, many more hydropower projects will
become feasible-over time.

Given continuing price rises in foreign oil, more of the nation's hydropower
resources will be developed-over time.

But how long must we wait?
Economic analysis of recently enacted incentives for hydropower development-

primarily through an 11 percent energy tax credit-indicate substantial and rapid
incremental new hydropower capacity on line in the near term.

This occurs because the tax credit reduces the effective capital cost of a hydro-
power project and pushes a certain additional number of hydropower projects above
the feasibility level.

We believe that enactment of S. 2766 can have a similar impact on the develop-
ment of hydropower capacity by reducing the capital cost (less capitalized interest)
and the debt service (reduced interest rate), thus creating incremental hydropower
that would not otherwise be developed in the near term.

We are not prepared today to present a detailed revenue loss projection estimate,
nor incremental power production estimates. We have neither the resources nor the
inclination to engage in such studies. I say this because of the character of the
incentive proposal here.

We are not proposing a subsidy for not growing wheat. Nor are we proposing an
entitlement or grant program. We are proposing that tax-exempt financing be
available for a broad range of hydropower projects that will produce a clean,
inflation-free, uninterruptible and domestic source of power.

Since the tax-exempt financing proposed hereunder is only available for the
financing of a hydropower facility, any subsidy provided will be used only in aid of
the direct purpose intended. Such targeting is an often desired but rarely achieved
goal of public policy.

I would like to close with a plea to this committee for consistency and equity.
Our nation's energy policy must be consistent. We cannot afford policies that give

on one hand and take away on the other. Our tax policy, often used to aid other
national goals, should be consistent throughout. Our nation's energy policy must
also be equitable. A brief review of the Crude Oil Windfall Profits Tax Act of 1980
will quickly reveal that hydropower is the stepchild of energy policy.

Ignored completely in the 1978 tax legislation, the incentives gained in the 1980
legipation leave hydropower roughly in the position of other alternative energy
sources two years earlier. Perhaps some of the fault lay in the lap of the hydro-
power industry itself which did not strongly advocate its positions in 1978. However,
the industry learned its lesson well.

The members of the private hydropower industry are the stewards of a proven
technology that, with proper incentives, can make a significant contribution to this
nation's energy security.

While a shiny new solar panel glints in the sun and commands the attention of
policy-makers; while the exciting new technologies in new alternative energy
sources capture our imaginations, and while we spend billions to harness the atom,
power is washed out to sea as surely as our-rivers continue to flow.

I believe that we can harness this power to the nation's benefit and that the
proposed Hydropower Development Act of 1980 will assist in that effort.

STATEMENT OF SENATOR GRAVEL ON S. 2766

---The development of hydroelectric power in the United-States in recent years has
been thwarted by the inability of many sponsors to finance hydroelectric facilities at
reasonable rates. The initial cost of hydroelectric generating facilities is high. Be-
cause geography, geology, hydrology, and other site specific constraints required the
construction of a particular size project initially, hydro projects often have excesscapacity at the time of completion.

While in some cases this excess capacity can be sold to users elsewhere, it is often
impossible to make full economic use of this capacity until the market served by the
facility expands. This means that during the early years a hydroelectric facility may
be more expensive to finance and operate than a smaller fossil fuel generating plan.
However, in the long run the hydro facility is a much more economical way of
generating electricity. Power rates in the Pacific Northwest bear living testimony to
the long term low cost of generating electricity with hydroelectric facilities.
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Prior to the Tax Act of 1968 there were minimal limitations on the use of tax
exempt financing for hydroelectric facilities. Tax exempt bonds were issued to
finance the construction costs of hydroelectric generating capacity keeping the costs
within manageable limits. Changes adopted in the 1968 Tax Act brought all this to
an end, severely limiting the situations in which tax exempt financing could be
used.

These changes were adopted at a time when the United States was awash in
cheap fuel. The public policy of limiting the use of tax exempt financing at that
time outweighed the need for inexpensive alternative sources of electrical energy.
Hydro projects throughout the United States were being abandoned in the pursuit
of fossil fuel fired plants of lower initial costs.

However, the costs and uncertain supplies of fossil fuels have caught up with us.
Ikis time to review the policy decisions made in the 1968 Tax Act with respect to
tax exempt financing for hydroelectric facilities. We can no longer afford the luxury
of a tax law which thwarts the development of this proven source of low cost
renewable energy. Before discussing the Hydropower Development Act of 1980 let
us take a few moments to consider the implications of existing law.

Interest on State and local government bonds is exempt from Federal income tax.
This means that individuals are willing to accept a lower interest rate on these
bonds saving the issuing States and local governments considerable amounts on
their borrowing costs. If a State or local government bond is an "industrial develop-
ment bond" the interest will be taxable with certain specific exceptions written into
the Internal Revenue Code. Even though a bond is an industrial development bond,
the interest may be tax exempt if the bond falls within the exceptions set forth in
the Code.

WHAT IS AN INDUSTRIAL DEVELOPMENT BOND?

Bonds issued by a State or local government are industrial development bonds if:
First, a major portion of the proceeds of the bond issue are used in any trade or

business not carried on by a State or local government or tax exempt organization,
and

Second, payment of principal or interest is secured, in whole or major part, by an
interest in, or derived from payment with respect to, property used in a trade or
business.

The use of more than 25 percent of the proceeds of an issue of bonds in the trade
or business of a nonexempt person will constitute the use of a major portion of the
proceeds in a prohibited manner and will cause an issue to be treated as an
industrial development bond. In the case of electric energy facilities, the use by one
or more nonexempt persons of more than 25 percent of the output of the facility
will cause an issue to be treated as an industrial development bond where the
payments with respect to such use exceeds 25 percent of the total debt service on
the issue.

This means that if more than 25 percent of the power-from a hydroelectric project
is to be sold to private users, including private power distribution companies distrib-
uting power to the general public, bonds sold by a municipality or State to finance
construction of the facility will be industrial development bonds. In addition, if
more than 25 percent of the power from a project is sold to the general public for
use in a trade or business (that is, commercial users of power from a project
constitute over 25 percent of the power demand) then bonds sold by a State or
municipality to finance construction of the project will be industrial development
bonds.

LOCAL FURNISHING OF ELECTRIC ENERGY

The Internal Revenue Code provides that interest on an industrial development
bond may be tax exempt if the proceeds of the bond are used to provide "exempt
activity facilities" among which are facilities for the "local furnishing of electric
energy." This "local furnishing" test holds that a facility is for the local furnishing
of electric energy (and interest on industrial development bonds to finance the
facility is tax exempt) only if it is part of a system which provides electric energy to
the general populace in a service area comprising no more than two contiguous
counties, or a city and one contiguous county.

The effect of the local furnishing rule can be illustrated by an example. Provate
Power Co. wants to build a 100 megawatt hydroelectric facility to serve its custom-
ers. The company goes to the city government and asks that the city issue industrial
development bonds for the financing of the facility in order to lower the cost of
project financing and the resultant power costs to consumers in the area.

The city agrees, securing the bonds with a lien on the project and its revenues. If
the city is capable of consuming the entire 100 megawatts within its boundaries
interest on the bonds will be tax exempt (assuming the public use test is met).
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However, if the city is located in more than two counties, or the facility has excess
capacity which is sold into a grid, then eyen if the facility met all the other tests it
would fail the "local furnishing" test and therefore the interest on the bonds would
be taxable.

PUBLIC USE

Even if a facility meets the "local furnishing" test interest on bonds used to
finance construction may not be tpx exempt unless the facility serves or is available
on a regular basis for general public use. This test is satisfied only if the facility or
the power output from it is available for use by members of the general public. "Use
by members of the general public" does not refer to the ultimate user of the power,
but the first purchaser of the power or, in the case of a privately owned utility, the
distributor of the power.

Thus, if a project sells any significant portion of its power to a private power
company for distribution to members of the general public, or if a private power
company owns a generating facility the power from which is sold to the general
public, tax exempt financing is precluded. However, if power from the same project
is sold to a publicly owned utility for distribution, or if the project is owned by a
municipal or State company, tax exempt financing would be allowed under the"public use" test.

The distinctions drawn by the public use test between private andpublicly owned
distribution and generating systems does not serve Federal tax and energy policy
well. This test discriminates in the cost of financing for hydroelectric projects based
on accidents of history in the development of power systems serving communities
throughout America. In some places municipal systems for generation and distribu-
tion are owned by the cities, counties or other governmental bodies. In other parts
of the country power generation and distribution systems developed as privately
owned systems providing power at a profit to members of the community. Under a"public use" test the former communities are entitled to finance their power sup-
p lies through the use of tax exempt bonds, but the latter communities are precluded
from this low cost alternative.

Real world examples of the inequities imposed by this rule abound. The city of
Los Angeles is served by the Nation's largest municipally owned public utility, the
Los Angeles Department of Water and Power. The department has 1.2 million
customers and 1978 sales of almost 18 billion kilowatt hours. The entire generating
capacity of the department, nearly 2,000 megawatts of hydro and pump storage,
were constructed through the use of tax exempt fimancing.

By contrast Northwestern Wisconsin Electric Co. is privately owned and provides
power to 10,000 customers. This company has total capacity of 15 megawatts with
2.3 megawatts of hydroelectric generating capacity. It had 1978 sales of approxi-
mately 82 kilowatt hours. Until passage of the 1980 amendments to Internal Reve-
nue Code section 103 in the Crude Oil Windfall Profit Tax Act of 1980, Northwest-
ern Wisconsin Electric Co. was denied access to tax exempt financing for any
ex Casion of its hydro capacity.

Even with the changes in the Windfall Profit Tax Act investor owned public
utilities may not finance hydro faciities-over 100 megawatts with tax exempt bonds
while publicly owned utilities, such as the Los Angeles Department of Water and
Power can continue to do so.

Mr. President, in order to correct the inequities in Internal Revenue Code section
103 with respect to the development of America's undeveloped hydroelectric re-
sources I am introducing the Hydropower Development Act of 1980. This legislation
permits the use of tax-exempt financing for any project the primary purpose of
which is the generation of hydroelectric power. This change in section 103 elimi-
nates the "public use" test and the "two county" rule.

It will place all developers of hydropower on the same footing with respect to the
cost of power from similar- new hydroelectric development. This change m the law
will apply to all hydroelectric development regardless of size.

I am pleased to say that an amendment similar to the one included in this bill
was included by the Senate Finance Committee in the windfall profit bill and was
approved by the Senate in acting on that legislation. Unfortunately, the measure
was deleted in conference at the insistence of the House conferees and a scaled-back
provision dealing solely with small facilities was substituted.

HYDRO: THE Bm CONVENTIONAL POWER SOURCE

Hydroelectric generation of power is the cheapest, cleanest, and most environmen-
tally sound of the conventional alternatives. The generation of electricity through
the use of hydro is much less damaging to the environment than burning coal or oil.
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It does not pollute the air nor require the continued depletion of natural resources,
and water pollution can be minimized.

Hydroelectric generating facilities offer proven technology which works efficiently
and effectively today. It is not a technology in the experimental stage with massive
additional development required to make it economic at today's fossil fuel prices.
Hydroelectric facilities have been constructed in this country since before the turn
of the century and development of the technology to take advantage of this vast
resource has already taken place.

.Hydro power is inexpensive over the long run. Since hydro draws on the renew-
able resource of flowing water to turn its generators no fuel costs are involved.
During the oil rich days of the 1950's and 60's it was cheaper, even after fuel costs,
to generate electric power through the use of fossil fuel fired plants. However, the
days of cheap fossil fuels are gone, and now, despite high initial costs for hydro
facilities, the cost of power over the life of a hydro project is lower than the cost of
power from fossil fuel plants. Because of the low cost of fossil fuels we have
neglected the remaining hydroelectric potential of the United States. With the
current shortage in world energy supplies it is time to move aggressively to develop
this potential.

Some people feel that while hydroelectric generation is-an excellent means of
assisting in the energy crises we should look first to "small hydro" rather than
encouraging hydro generally. It is suggested that small hydro, 25 megawatts or less,
is smehow preferable to larger facilities. But, while small hydro development is
healthy, the real gains in hydro generating capacity come from projects over 50
megawatts. This fact is aptly illustrated by the following chart:
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Currently Proposed Hydroelectric Projects
(not including pumped storage)
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HYDRO NEEDS FINANCING H9F

The development of hydroelectric generating capacity is very expensive. However,
over time hydroelectric generation of electricity has proven to be the cheapest of
our conventional sources. This low cost is a result of the renewable resource upon
which hydroelectric facilities operate, flowing water. The renewable nature of this
power source means that the cost of power from hydro facilities remains relatively
fixed while the cost of power from nuclear and other conventional sources increases
with the increasing costs of their fuels. Thus, we find that the Pacific Northwest,
blest with an abundant supply of flowing water and a far sighted energy policy, has
the lowest cost of power in the United States as a direct result of the heavy
investments made in the development of hydroelectric power during the decades
from the 1930's to the 70's.

In spite of large long run savings it is difficult to finance hydroelectric facilities
because of their high initial cost. There are a limited number of acceptable hydro-
electric sites in the United States. The U.S. Army Corps of Engineers has estimated
that the U.S. has 390,000 megawatts of potential hydroelectric capacity, however,
only 57,000 megawatts of this potential have been developed. Because of the limited
number of good hydro sites and the difficulty of expanding a dam or other impound-
ment facility, it is important to develop the full capacity of a hydro site at the time
of initial construction. Geography, geology and environmental demands all con-
strain the size and configuration of a hydroelectric development. Economics and
geology demand that a good site be developed to its maximum capacity initially
because it will be very expensive to expand it in the future.

Because of the constraints of geology, geography and environment hydro facilities
must generally be overbuilt during the construction period. They must be planned,
not only for the next five years, but for the next 50. Thus, a well planned hydroelec-
tric facility will anticipate power needs as much as 20 years into the future in the
service area for which it is constructed, and will attempt to meet the needs of that
area for the foreseeable future. This means that a hydroelectric facility will have
excess power available during the early years of the facilities' life. This excess
power may not be needed during the early years and may either go unproduced or
may be produced and sold into a grid for use outside the service area. Where excess
power cannot be sold during the early years of the facility life the financing costs
for construction are spread over fewer kilowatts increasing the costs to consumers
beyond what might be expected from a smaller fossil fuels plant generating the
same number of consumable kilowatts, but without the ability to generate larger
power supplies for the future. Where excess power can be sold into a power grid for
use outside the service area of the facility the project may be ineligible for tax
exempt financing because the "two county" rule is violated.

The alternatives to hydroelectric generating capacity, oil and coal fired plants,
have relatively low initial costs and great flexibility fossil fuel plants can be added
in a series of steps each with low initial cost and high initial utilization.

This flexibility, low initial cost and high initial utilization makes the financing of
oil and coal fired facilities relatively easy and inexpensive compared with hydroelec-
tric generating capacity. However, the fuel costs associated with fossil fuel facilities
results in higher costs per lowatt than fully utilized hydroelectric facilities. In
addition, the coal and oil fired fossil fuels facilities deplete non-renewable resources
while the hydro facilities make use of renewable resources for the generation of
electric power.

Because of the high initial costs, the need to overbuild in the early years, and the
flexibility and high initial utilization of fossil fuels plants hydroelectric generation
needs financing help. The least expensive means of providing this assistance with-
out the creation of a new federal bureaucracy is to rationalize the law regarding the
use of tax exempt bonds for the financing of hydroelectric construction. This is what
the Hydroelectric Development Act of 1980 attempts to do.

THE ALTERNATIVE: FEDERAL CONSTRUCTION

The alternative to federal encouragement of hydroelectric construction through
rationalization of the tax rules is full federal funding of hydro projects. In the past
the federal government has spent billions for the construction of major hydroelec-
tric facilities. Federal dams on the Columbia River alone have cost over $2.5 billion.
These dams generate over 4,500 megawatts of electricity and have assured the
Pacific Northwest the lowest power costs in the United States.

Most large hydroelectric projects constructed to date have been federally financed
and built. However, the Congress has in recent years been seeking ways in which
State and local involvement in the construction of public works projects can be
increased in order to ease the burden on the federal government. The Hydropower



157

Development Act of 1980 can reduce the obligations of the federal government with
respect to the development of our hydroelectric resources by making it easier for
these facilities to be financed through State, local and private sources. America's
remaining hydroelectric potential can no longer be ignored. In light of the energy
crises we must develop this important resource and the Hydropower Development
Act will help ensure that the burden of this development is not born solely by the
federal government,

I hope that the Senate will once again express its concern for the expeditious
development of hydroelectric resources in the United States by taking speedy and
affirmative action on the Hydropower Development Act of 1980.

68-601 0-80-11
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BY THE COMPTROLLER GENERAL

Report To The Congress
OF THE UNITED STATES

Hydropower -- An Energy Source
Whose Time Has Come Again

Recent price increases in imported oil demon-
strate the urgency for the US. to rapidly
develop its renewable resources. One such
renewable resource for which technology is
available now is hydropower.

Studies indicate that hydropower potential,
particularly at existing dam sites, can save the
country hundreds of thousands of barrels of
oil per day. But problems and constraints--
economic, environmental, institutional, and
operational--limit its full potential.

Federal programs have had little impact on
helping to bring hydro projects on line. Specif-
ically, the Department of Energy's Small
Hydro Program could do more to overcome
hydro constraints and problems through an
effective outreach program and more emphasis
on demonstration projects.

I I- EMO4O-30
JANUARY 11, 190



159

CHAPTER 2

BACKGROUND AND PERSPECTIVE

WHAT iS 'HYDRO?

Hydropower, in its simplest form, is the production of
energy produced from water flowing through a turbine which
spins a generator. Conventional hydroelectric systems use
dams and waterways to harness the energy of falling water
(See figure 2.1.) These include reservoirs or storage sys-
tems at dams and run-of-river type operations which cause
minimal fluctuations of streamflows. Pumped storage
systems (see figure 2.2) use the same principle of falling
water for the generating phase, but all or part of the
water is made available for repeated use by pumping it from
a lower to an upper reservoir.

There are two major categories of pumped storage sys-
tems: those which produce energy only from water that
has previously been pumped to an upper reservoir-(known as
pure pumped storage), and those which use both pumped
water and natural runoff. Pumped storage systems generate
electricity by releasing water from the upper to the lower
reservoir during peaking periods and using off-peak base
load 1/ energy for pumping water back into the upper reser-
voir. These systems are generally considered to be net con-
-sumers of energy aince, for a pure pumped storage project,
more energy is required for pumping than is produced by the
plant when generating. Overall economics are favorable,
however, because pumped storage systems often provide the
most dependable power to meet peaking demands. They also
improve the plant factor 2/ of the base load thermal units
by pumping during off-peac hours, thus reducing cycling
of these units which improves their efficiency and durability.

I/Load is the amount of power needed to be used at a given
point on an electric system. The total load of a utility
system is generally made up of base lo&d and peak load.
Base load is the component of load which is more or less
constant throughout a period of time. Peak load is the
load during an interval when demand is the highest.

2/The ratio of the average load on the plant for the period
of time considered to the aggregate rating of all the gene-
rating equipment in the plant.



FIGURE 2.1

CONVENTIONAL HYDROELECTRIC SYSTEM
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FIGURE 2.2
PUMPED STORAGE SYSTEM
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Hydroelectric plants have distinct advantages over ther-
mal plants: 1/ they have long life, unscheduled outages are
less frequent, and downtime for overhaul is brief because
hydroelectric equipment is relatively simple. The cost of
fuel, a major expense in most thermal installations, is not a
factor in the operational costs of hydroelectric plants
(except for pumping energy at pumped storage plants) because
they use a renewable supply source--water. As a result,
operation and maintenance costs are relatively low, and in
many instances, the plants are designed for remote control.
In addition, hydro facilities can provide peaking power in
seconds when needed, a capability unmatched by any other
form of power generation.

WHAT HAS BEEN DEVELOPED?

Hydroelectric plants have provided a substantial but
declining proportion of the Nation's electric power supply.
The developed hydroelectric power capacity 2/ in the United
States totaled 59,000 megawatts (MW) / of conventional
capacity and 10,000 MW of pumped storage capacity as of
January 1, 1978. The conventional capacity accounted for
about 11 percent of total U.S. electrical generating capacity
and conventional plus pumped storage capacity represents an
estimated average yearly potential output of 289 billion
kilowatt-hours 4/--equivalent to 462 million barrels of
oil.

I/A type of electric generating station or power plant, or
the capacity or capability there of, in which the source
of energy for the prime mover is heat.

2/Capacity is the maximum power output or load for which
a generator, turbine station, or system is rated.

2/One megawatt equals 1,000 kilowatts (kW).

4/The amount of energy consumed, delivered, or generated
over a period of I hour at the rate of 1 kilowatt.

5/One billion kilowatt-hours is equivalent to 1.6 million
barrels of oil.
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Many significant changes have occurred over the years
in the development of hydroelectric power in the United
States. Most of the early projects were designed to serve
base loads or to supply total system requirements. Approxi-
mately-40 years ago, hydroelectric plants provided 30 percent
of the Nation's generating capacity and 40 percent of the
electric energy. In recent years, as a result of the tre-
mendous growth in electric power loads, the large installa-
tions of thermal electric generating capacity, and the
increasing interconnection and coordination of electric
power systems, hydroelectric projects are being designed to
supply peak system requirements. This trend is expected to
continue in the near future.

WHO HAS DEVELOPED IT?

Hydroelectric facilities have been developed by several
parties but have included more Federal participation than
any other electricity supply source. The growth in hydro-
electric capacity by class of ownership is illustrated in
table 2.1.

TABLE 2.1

Conventional Hydroelectric Capacity
by Class of Ownership, 1940 to 1977

Class of ownership 1940 1950 1960 1970 1977

-'MW, 000 omitted)

Investor-owned utilities 8.5 9.7 13.4 16.3 16.5

Non-Federal public
utilities 1.1 1.5 4.4 11.9 12.8

Federal 1.7 6.5 14.6 23.0 29.2

Industrial 1.1 1.0 0.7 0.7 0.7

Total 12.4 18.7 33.1 51.9 59.2

As shown above, investor-owned utilities accounted for
most of the earlier hydroelectric development. By the end
of 1977, however, investor-owned capacity comprised only
28 percent of total capacity. The largest portion, 49 per-
cent, was federally owned. Non-Federal public utilities
accounted for 22 percent and industrial establishments about
I percent.
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The total installed hydroelectric capacity operated
by Federal agencies at the end of 1977 is given in table
2.2.

TABLE 2.2

Total Federal Hydroelectric Capacity

Federal Agency Installed Capacity

(MW)

Corps of Engineers 16,500
Bureau of Reclamation 9,352
Tennessee Valley Authority 3,256
Alaska Power Administration 77
International Boundary and
Water Commission 31

Bureau of Indian Affairs 14
National Park Service 3

Total 29,233

The Federal presence in hydroelectric development
reflects a broad range of objectives and has occurred
largely as an indirect result of achieving other goals.
The U.S. Army Corps of Engineers and the Department of
the Interior's Bureau of Reclamation, which have developed
most of the Federal hydropower, have primary goals of
constructing water resources projects for flood control,
navigation, and irrigation. Power production has usually
been considered a secondary benefit or purpose of the water
resource projects. The Tennessee Valley Authority, on the
other hand, was not only authorized to regulate the stream-
flow of the Tennessee River "primarily for the purposes of
promoting navigation and controlling floods," but also,

"so far as may be consistent with such purposes* * *
whenever an opportunity is afforded to provide and
operate facilities for the generation of electric
energy, in order to avoid the waste of water
power* * *." (16 U.S.C. 831 h-l)

Non-Federal development of hydropower facilities has
had one main objective--to obtain a generating source of
electricity. Before a non-Federal water power project can
be built in most cases, a license must be obtained from-the

0
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Department of Energy's Federal Energy Regulatory Commission
(FERC). .1/ The licenses are issued for a period up to 50 years
and require that any hydroelectric project be adapted to
a comprehensive plan for the development and use of water
resources for multi-beneficial purposes, including recreation.
FERC had issued 655 licenses as of January 19 1978.

WHAT IS BEING DEVELOPED?

Although hydroelectric power now accounts for about 13
percent of the total U.S. generating capacity, that propor-
tion is expected to decline to less than 10 percent by 1990.
This trend is expected despite the construction of many large
pumped storage plants, which will comprise about 70 percent
of the planned capacity added through 1990. Currently,
7,200 MW of conventional hydroelectric capacity is being
constructed. Of this, 5,600 MW is being constructed by the
Federal water agencies and 1,600 MW by non-Federal entities.
Another 4,200 MW of capacity has been authorized for future
Federal construction. In addition, 26,600 MW of capacity
from pumped storage was under construction, authorized,
or included in the licensing approval process as of January
1, 1978.

A January 1978 FERC inventory of hydroelectric poten-
tial with sites over 5 MW estimated remaining capacity at
about 110,000 MW. This figure will increase, however,
because of recent interest in the development of smaller
projects. Rising fuel and construction costs of thermal
powerplants and the need to develop renewable energy resour-
ces have given emphasis to reevaluation of projects which
were considered marginal or uneconomical a few years ago.
The following chapter discusses the reasons for renewed
optimism in hydropower and the status of studies on hydro
potential.

i/Previously the Federal Power Commission.
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CHAPTER 3

HYDRO POTENTIAL

Hydroelectricity, as a percentage of total electricity,
has been declining for several years. Many plants having
relatively small capacities have been retired because they
were not economical when compared to fossil fuel plants.
This trend is beginning to change, however, because of in-
creased fossil fuel costs. Some electricity planners now see
hydroelectric generation as a possible economical option to
fossil fuel plants. This raises the question of just how much
hydro potential the United States has and how much of it can
be developed.

FOREIGN EXPERIENCE

If the experience of several European countries in
hydro development is an example of what can be developed,
indications are that the United States has more hydro poten-
tial than once believed.

An example of aggressive hydro development has been
demonstrated in France. Hydropower on the average accounts
for 35 percent of France's electrical generating capacity.
More important, however, is its approach to getting the
hydro developed and the makeup of the hydro system. France
has a national policy that anyone who develops a hydro pro-
ject of under 8 MW capacity will be guaranteed a market for
that power, regardless of the cost. Also, under sponsorship
of the French Government, low-interest bank loans are made
available to hydro developers, with the Government providing
the difference in the interest rates. The rationale behind
such policies is to develop maximum potential of domestic
energy and renewable resources so there is less dependence on
energy imports. The result has been a country with one of
the most intensively developed hydro systems which includes
many small projects and a significant small-hydro technology
and manufacturing base.

The United States, in comparison, has developed a part
of its water resources system, but small-hydro projects in
recent years have not been pursued. In fact, older small
projects have been shut down as the equipment has worn out.
The result is that the United States has about 49,000 iden-
tified dams, but only 1,400, or 3 percent of them, produce
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electricity. Also, only one major U.S. turbine manufacturer
is still in the small-hydro business.

An example of the contrasting approaches of France and
the United States is to compare two rivers with similar
characteristics--the Rhone and the Ohio. The Rhone, which
has been developed extensively, has a capacity of about
3,000 MW, whi]a the capacity of the Ohio is about 180 MW.
This means that the Rhone has over 16 times more hydroelec-
tric generation potential than the Ohio.

A major reason for French and other European interest
in hydro is purely economic. Hydro has been seen as a
method to reduce expensive fossil fuel imports.

RECENT U.S. INTEREST IN HYDRO

The increased cost of alternative supply sources is
the major reason for the new U.S. interest in hydro. This,
along with comparative environmental impacts of alternative
sources and the advantages of using a renewable supply
source, has added to the attractiveness of hydropower and
increased interest in its development to a level not seen
since World War II.

In the 1950s and early 1960s, utilities enjoyed econo-
mies of scale in building large thermal- powerplants which
burned fossil fuels--coal, oil, and gas. During this per-
iod, fuel supplies were abundant and costs changed little.
However, with more recent periodic shortages of some fossil
fuels and increased fuel costs, alternative supply sources
are receiving a closer look. For example, 1970 electric
utilities production expense, which was made up mostly of
fuel costs, accounted for about 36 percent of total expen-
ses, whereas in 1978 production expenses were estimated to
be about 58 percent of total expenses.

Another comparison shows the escalating costs of fossil
fuels for electric generation. (See figure 3.1.) This dra-
matizes the increased cost of fossil fuels. Since a great
deal of the fuel (oil) is imported, it has been a major con-
tributor to the country's record balance of payment deficit
in calendar year 1977 and to the country's second highest



FIGURE 3.1

COST OF FUEL FOR ELECTRIC GENERATION
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TABLE 3.1

Studies to Assess Hydro Potential and Source of
Funds for the Studies

Organization
doing study

Funds being
provided by

Fiscal year expenditures
1978 1979 1980 1981

(000 omitted)

New England River
Basins Commission

Bureau of
Reclamation

Corps of Engineers

Corps of Engineers

Bureau of
Reclamation

Corps of Engineers
(note b)

WRC $ 325

Congress -

DOE 250

Congress 1,000

Congress -

Congress 5,000

$ 425 $ 225

_a/ 400

200

2,250 3,000 $ 750

420 420 120

5,000 - -

a/Eighteen site specific hydro facilities.

b/Authorized in section 167 (d) of the Water Resources
Development Act of 1976 but not funded at this time.
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balance of payment deficit in calendar year 1978. _/ With
the economic climate for the resurgence of small-scale
hydro installations, Federal and utility planners are focus-
ing more attention on hydropower.

Another reason for interest in retrofitting small
existing dams is that few environmental barriers exist.
The dam structure is in place and retrofitting or adding a
power house would appear to have few unfavorable impacts on
biological production and diversity.

Various other factors have contributed to the renewed
interest in small-hydro plants. Municipalities and small
public utilities, which have traditionally been dependent on
large privately-owned utilities for power supplies, visua-
lize development of small local dams as a means of becoming
more independent. For this reason, the greatest interest
in-small dams has been shown by publicly owned utilities,
municipalities, cooperatives, and irrigation districts.

HYDRO STUDIES

With renewed interest in hydropower comes increased
optimism that the United States has more potential power
than previously believed. This has led to studies, some of
which have been completed, to assess the total U.S. hydro
potential. Most of the studies have been or are being
conducted or funded by different Federal agencies (see table
3.1). Those studies which have been completed offer opti-
mism for hydro potential.

Corps of Engineers

The Corps of Engineers has completed one study on hydro
potential from existing dams and is identifying total U.S.
potential in another. The completed study was requested by
the President in announcing the National Energy Planj the
study in process was requested by the Congress.

The President, in introducing the National Energy Plan,
pointed out the potential for developing power at small-hydro

1/1978's balance of payments deficit was mitigated due to
Alaskan crude oil coming on line.
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projects and requested that the Corps do a 90-day assessment
at existing dams. The Corps' assessment was announced in a
July 20, 1977, report 1/ to the President. It identified
total potential of 54,600 MW of capacity from existing
facilities. Specific development would include:

--5,100 MW of additional capacity by installing more
efficient turbines and more powerful generators at
existing damsi 2/

--15,900 MW of capacity by installing additional tur-
bines and generators to existing dams; and

--33,600 MW by constructing power houses at existing
non-hydro power dams.

The report further pointed out that, if developed, this
potential capacity could save 727,000 barrels of oil per day,
but it indicated that constraints could stand in the path
of some development. It recommended that emphasis be placed
on small-hydro demonstrations to measure the severity of any
constraints. A recent Corps assessment of this study indi-
cates that potential will-be somewhat less than previously
identified.

The Corps' study of total hydro potential which is
currently in process was authorized by the Congress through
passage of Public Law 94-587 in 1976. The Corps estimated
that this effort would take 3 years and started the assessment
(referred to as the National Hydropower Study) in the summer
of 1978. The assessment, which will cost about $7 million,
is being conducted by the Corps' Institute for Water Resour-
ces and should be concluded by September 1981.

The study primarily will assess (1) the physical poten-
tial for hydroelectric development and how certain factors--
economic, social, environmental, and institutional--will af-
fect the realization of hydropower's physical potential and
(2) the regional distribution of hydropower potential and its

l/"Estimate of National Hydroelectric Power Potential at
Existing Dams."

2/A similar recommendation is in our report, "Power Production
At Federal Dams Could Be Increased By Modernizing Turbines
And Generators," EMD-77-22, Mar. 16, 1977.
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maximum integration with other types of generating facilities
in order to meet electricity needs. This study will be the
most comprehensive hydro assessment performed in the United
States. The assessment will include all hydro potential,
regardless of size.

Bureau of Reclamation

The Department of the Interior's Bureau of Reclamation,
which operates hydroelectric projects in 15 western States
completed a study I/ in February 1977 on hydroelectric po-
tential in its service area. The study concluded that 34
specific sites representing a potential installed capacity
of 11,300 MW were appropriate for further study. Dams are
already constructed at some of these sites, and by uprating
these existing units and adding units, these dams would pro-
vide more capacity. Sixteen of the potential sites would have
460 MW of capacity and could produce energy at plant factors
equivalent to base load facilities. These plants could gene-
rate 2,290 billion kWh of energy, thus saving an equivalent of
about 1.1 million tons of coal annually in base load energy.
Another 11 potential sites would provide intermediate and
peaking power with an 800-MW capacity, which could generate
600 billion kwh of energy and save 1 million barrels of oil
annually.

The remaining seven sites are pump storage facilities
with 10,040 MW of capacity capable of generating 16,400 bil-
lion kWh of peaking power annually, which could save 28.5 mil-
lion barrels of oil each year. The pumping would require an
equivalent of 11.5 million tons of coal annually in base load
energy. These potential developments would, therefore, shift
fuel consumption from limited supplies of oil and natural
gas for peaking power to the more abundant coal resource for
base load power.

In addition, the Bureau is conducting a thre- year study
of hydropower potential in the seventeen western States. This
study will assess areas never seriously considered previously
such as potential derived from drops in irrigation canals and
conduits.

1/"Western Energy Expansion Study."
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CHAPTER 5

CONSTRAINTS AND PROBLEMS

LIMITING HYDRO DEVELOPMENT

Hydroelectric Financing

The U.S. Treasury and the Internal Revenue Service set
rules that affect the taxability of bonds. IRS regulation
1.103.7 states that if more that 25 percent of the electri-
city generated at a power project is sold to a private
utility or transmitted over private utility lines, then the
bonds sold by a public utility are subject to Federal income
tax. Under this rule the public utility must pay 2 to 3
percent more in interest to attract investors. The added
costs could increase the interest costs by 50 percent over
the project's life. For example, the Nevada Irrigation
District started the $8 million (13 MW) Rollins small hydro
project expecting to sell Federal tax exempt bonds at around
6 1/2 percent interest. _ Instead the Irrigation District
had its bond declared taxable by IRS because the District
sold the power to a private utility. The market rate for
the taxable bonds was 9-7/8 percent.

This situation indicates how State and Federal tax
policies can seriously inhibit hydroelectric development.
Public non-profit agencies, such as irrigation districts,
want to develop hydroelectric resources as a means of
reducing the cost of their principal activity, selling
irrigation water. But revenues from a successful hydro
project could subject them to State and Federal regu-
lation and taxation as an electric utility.

The House of Representatives passed legislation to
expand the use of tax-exempt bonds to include certain pri-
vate hydroelectric energy facilities. Presently the bill
is awaiting passage by the Senate.

The Department of the Treasury does not support this
because the agency feels the extension will put additional
burdens on the tax-exempt market and drive up the cost of
conventional municipal financing. The Treasury went on
to say that the legislation would result in an increased
level of subsidy of conventional municipal borrowing as a
consequence of generally higher interest rates in the tax-
exempt rkarket.

I/It should be noted that a non-taxable status is a subsidy
from the general public to serve a designated, specific
social purpose.

".-1l 0-80-1
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BOOZ o ALLEN & HAMILTON INC. HAS BEEN ASKED
TO ESTIMATE THE TAX REVENUE IMPACT IF TAX-
EXEMPT FINANCING OF LARGE HYDROELECTRIC-
PROJECTS (EXCEEDING 100 MW) IS EXTENDED TO
PRIVATE DEVELOPERS"'. IN RESPONSE, WE HAVE
PREPARED THIS DOCUMENT WHICH DISCUSSES:

" CURRENT SITUATION _

- EXISTING AND PROPOSED TAX LAWS
- OUR NATION'S HYDROELECTRIC POTENTIAL

" ESTIMATED IMPACT OF EXTENDING TAX-EXEMPT FINANCING TO:
- PROPOSED PROJECTS EXCEEDING 100MW
- POTENTIAL (BUT UNPLANNED) PROJECTS

* SUMMARY OF FINDINGS

(1) INVESTOR.OWNEd UTILITIES AND PRIVATE INDUSTRY



I. CURRENT SITUATION

TAX LAWS CONCERNING TAX-EXEMPT FINANCING OF
HYDROELECTRIC PROJECTS HAVE BEEN MODIFIED:

* IN THE PAST, PRIVATE DEVELOPERS HAVE NOT BEEN ABLE TO
FINANCE HYDROELECTRIC PROJECTS THROUGH THE ISSUANCE OF
TAX-EXEMPT BONDS

* TO SPUR THE FURTHER DEVELOPMENT OF HYDROELECTRIC POWER.
SECTION 103 OF THE INTERNAL REVENUE CODE WAS RECENTLY
AMENDED BY THE WINDFALL PROFIT TAX ACT TO PERMIT TAX-
EXEMPT FINANCING OF SMALL (LESS THAN 100 MW) PRIVATELY-
OWNED HYDRO FACILITIES

* PROPOSED S. 2766 WOULD EXTEND THE BENEFIT OF TAX-EXEMPT
FINANCING TO ALL HYDROELECTRIC DEVELOPMENT REGARDLESS OF
OF PROJECT SIZE AND OWNERSHIP



HYDRO ACCOUNTS FOR APPROXIMATELY 75.000 MW OR 12.6% OF
THE ELECTRIC POWER INDUSTRY'S CAPACITY

ELECTRIC POWER INDUSTRY
CAPACITY AT ,12131171

PUMPED STORAGE
1.9%

CONVENTIONAL T

INOTERJNAL

59,000 MW



CURRENT SITUATION ...

HYDROELECTRIC POWER ACCOUNTS FOR
APPROXIMATELY 75,000 MW OR 12.6 PERCENT OF
OUR NATION'S GENERATING CAPACITY 2

" TOTAL CAPACITY EQUALS 598,000 MW INCLUDING 412,000 MW
FROM FOSSIL-FUELED UNITS(21

" CONVENTIONAL HYDRO PROVIDES 64,000 MW, WHILE PUMPED
STORAGE PROVIDES AN ADDITIONAL 11,000 MW OF CAPACITY(2) (3)

(2) ELECTRICAL WORLD (MARCH 15. 1980)
(3) 1979 ANNUAL ELECTRIC POWER SURVEY



INVESTOR-OWNED UTILITIES ANO PRIVATE INDUSTRY ACCOUNT FOR
43% OF PROPOSED CAPACITY ADDITIONS

MW



CURRENT SITUATION .. .

UNDEVELOPED HYDROELECTRIC CAPACITY HAS BEEN
ESTIMATED AT 449,000 MW BY THE ARMY CORPS
OF ENGINEERS 41

o CURRENTLY PROPOSED HYDRO PROJECTS BEFORE THE FEDERAL
ENERGY REGULATORY COMMISSION (EXCLUDING PUMPED STORAGE
AND FEDERAL PROJECTS) AMOUNT TO APPROXIMATELY 8.800 MW
OF CAPACITY( 5s

* INVESTOR-OWNED UTILITIES AND PRIVATE iNDUSTRY ACCOUNT FOR
3770 MW OR 43 PERCENT OF THESE PROPOSED ADDITIONS' 5' 1B)

14) NATIONAL HYDROELECTRIC POWER RESOURCES STUDY, U.S. ARMY CORPS OF ENGINEERS (JULY 1979)
(5) FEDERAL ENERGY REGULATORY COMMISSION LISTING (FEBRUARY 29. 1980)

(6) COOPERATIVES WHICH ARE CONSIDERED "PRIVATE" DEVELOPERS. FOR TAX PURPOSES. ACCOUNT FOR
9 PERCENT OF PROPOSED ADDITIONS.



I1. ESTIMATED IMPACT OF EXTENDING
TAX-EXEMPT FINANCING

TO MEASURE THE TAX IMPACT OF S. 2766, WE
ESTIMATED BOTH THE TAX REVENUES WHICH
WOULD BE:

* FOREGONE DUE TO THE TAX-EXEMPT FINANCING OF PROJECTS BY
INVESTOR-OWNED UTILITIES AND PRIVATE INDUSTRY17J

* RECEIVED AS A RESULT OF THESE PROJECTS

THESE ESTIMATES WERE PREPARED FOR:
* CURRENTLY PROPOSED HYDROELECTRIC PROJECTS

o A RANGE OF POTENTIAL (BUT CURRENTLY UNPLANNED) PROJECTS

(7) WE HAVE NOT ADDRESSED THE TAX IMPLICATIONS ASSOCIATED WITH PUBLIC POWER ENTITIES AND
CO-OPS WHICH ARE ALSO SUBJECT TO TAX-EXEMPT FINANCING LIMITATIONS



TAX REVENUES FOREGONE ARE ESTIMATED AT APPROXIMATELY
$10 MILLION TO $30 MILLION ANNUALLY

I CALCULATION OF ESTIMATED TAX
REVENUES FOREGONE I

(1) PLANNED CAPACITY ADDITIONS*

(2) COST PER KW

(3) INVESTMENT
(1) x (2)

(4) AVERAGE ANNUAL DEBT OUTSTANDING
0.50 X (3)

(5) TAX LIABILITY FACTOR

(B) AVERAGE TAX REVENUES FOREGONE ANNUALLY
(41 x (61

2 MILLION KW

$1.0001KW

$2 BILLION

$1 BILLION

1% - 3%

$10 - $30 MILLION

OFOR INVESTOR-OWNED AND PRIVATE INDUSTRY PROJECTS EXCEEDING 100 MW



ESTIMATED IMPACT ...

CURRENTLY PROPOSED PROJECTS

TAX REVENUES FOREGONE DUE TO TAX-EXEMPT FINANCING OF
PROPOSED HYDRO PROJECTS (EXCEEDING 100 MW) BY INVESTOR-
OWNED UTILITIES AND PRIVATE INDUSTRY IS ESTIMATED AT $10 TO $30
MILLION ANNUALLY. THIS RANGE IS BASED ON THE FOLLOWING
ASSUMPTIONS:

9 ALL PROPOSED PROJECTS WILL GO FORWARD AT THE SAME TIME

* CAPITAL COSTS WILL AVERAGE $10001KW

9 BOND ISSUES WILL ACCOUNT FOR 50 PERCENT OF CAPITAL REQUIREMENTS AND WILL
CARRY A 10 PERCENT INTEREST RATE (TAXABLE)

* TAX REVENUES FOREGONE WILL RANGE BETWEEN 1 PERCENT AND 3 PERCENT OF THE
AMOUNT OF TAX-EXEMPT BONDS ISSUED
- THE LOWER ESTIMATED IS DERIVED FROM "THE INTEREST RATE AND TAX REVENUE EFFECTS OF

MORtAGE REVENUE BONDS" BY ROGER C. KORMEEDI AND THOMAS T. EAGLE (APRIL. 1980)
- THE UPPER ESTIMATE IS BASED 01 INTEREST RATE OF 10 PERCENT TIMES A TAX LIABILITY

RATE OF 30 PERCENT

WE BELIEVE OUR ESTIMATE OF FOREGONE REVENUES IS HIGHER THAN
MIGHT ACTUALLY OCCUR FOR SEVERAL REASONS:

o ALL PROJECTS WILL NOT NECESSARILY GO FORWARD

* PROJECTS WHICH O0 GO FORWARD WILL NOT BE BUILT SIMULTANEOUSLY
i
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ONE-TIME TAX REVENUES GAINED WILL NOT BE AFFECTED AND
ARE ESTIMATED AT $230 MILLION

CALCIMATION OF OE-TIME
TAX RECEIPTS

III INVESTMENT $2 BMU s

12) TAX FACTOR (SEE BELOW) 14% 4--,
I

(3) TAX REVENUES GAINED (0UE.T1M $200 MILLION I
(I) x 2I

I
S I

PER SIN OF MATEMALSI
NYDO EVETENT LAND AlE SUPPLIES LABOR TOTAL

YA)CAPITAL COSTS $13 S 54 27 $100

PER CENT TAXABLE 10% 25 25 s0
AS INCOME

10 TAXABLE INCOME $1.30 1.50 13.50 21.60
A)(B)I

I TAX RATE 54% 46 46 30

9) TAXES $0.I 0.19 5.21 6.48 $14.03
1; x W)I

F) COMPOSITE TAX RATE 14% --- i

*0INNA THE CONSTRUCTION PERIOD



ESTIMATED IMPACT ...

HOWEVER ONE-TIME PERSONAL AND CORPORATE
INCOME TAX RECEIPTS FROM THE CONSTRUCTION
OF ALL OF THESE PROJECTS WOULD STILL REACH
$280 MILLION. THESE RECEIPTS ARE BASED ON
TAXABLE INCOME DERIVED FROM:

*THE SALE OF LAND

" ARCHITECTURALIENGINEERING SERVICES

" MATERIALSISUPPLIES PROVIDED

* LABOR SERVICES

I



TREASURY RECEIPTS WOULD INCREASE SUBSTANTIALLY
AS OUR HYDRO POTENTIAL IS FURTHER UTILIZED

TAX "ACT OF POTENTUM PROJCS

TAX-EXENEPT FAUCU

1.680 -

1.560 -

1.400 -

1.30, -i MUM
1.200 TAX RECEIPTS

1.10

I.0 -I-WMI ESTATE
OF AUIVAL

we - TAX SEVEIES

FOKEE

5O" I

401-

IN-

in

6.5%
6.T06MW 11.2065

1.5% 2.5%

MW AOTS TO PRIVATE 102i0 (MW AN AS A % OF
MATL UNOEVEIOPED NOM CAPAM1T



ESTIMATED IMPACT ...

POTENTIAL (BUT CURRENTLY UNPLANNED) PROJECTS

SINCE MORE ATTRACTIVE FINANCING WOULD BE AVAILABLE UNDER
THE PROPOSED LEGISLATION, SOME PROJECTS COULD BE EXPECTED
TO GO FORWARD, WHICH OTHERWISE WOULD NOT UNDER
CONVENTIONAL FINANCING. BECAUSE OF THE DIFFICULTY IN
PREDICTING WHICH PROJECTS WOULD GO FORWARD AS A RESULT OF
THE PROPOSED LEGISLATION, A RANGE OF ESTIMATED CAPACITY
ADDITIONS HAS BEEN DEVELOPED. THIS RANGE IS BASED ON. CERTAIN
PERCENTAGES OF OUR NATION'S UNDEVELOPED HYDROELECTRIC
POTENTIAL OF 449,000 MW ()

AS SHOWN ABOVE, TAX REVENUES LOST DUE TO TAX-EXEMPT
FINANCING WOULD RANGE BETWEEN $23 MILLION AND $113 MILLION
EACH YEAR (MIDPOINT ESTIMATES), DEPENDING UPON THE LEVEL OF
FUTURE CAPACITY ADDITIONS. ONE-TIME RECEIPTS WOULD INCREASE
BETWEEN $315 AND $1,575 MILLION THOUGH, AS A RESULT OF
GREATER CONSTRUCTION 19)

ll) NATIONAL NYDROELECTRIC POWER RESOURCES STUDY
i9) DOES NOT CONSIDER FOREGONE TAX RECEIPTS DUE TO DISPLACED GENERATION ALTERNATIVES



ESTIMATED IMPACT ...

IN ADDITION, OTHER BENEFITS WHICH WOULD
ACCRUE LOCALLY, NATIONALLY, AND TO THE
TREASURY ARE SUBSTANTIAL AND INCLUDE:

* REDUCTION OF NATIONAL RELIANCE ON FOREIGN OIL

* IMPROVEMENTS IN OUR COUNTRY'S BALANCE OF PAYMENTS, DUE
TO THE DISPLACEMENT OF FOREIGN OIL PURCHASES

o THE WELL-KNOWN MULTIPLIER EFFECT OF THE PROFITS EARNED AND

WAGES PAID DURING THE CONSTRUCTION OF NEW PROJECTS

* THE FINANCING, CONSTRUCTION. AND OPERATION-RELATED TAXES
OF ASSOCIATED NON-EXEMPT FACILITIES (SUCH AS TRANSMISSION)
WHICH ARE COMPARABLE IN SIZE TO CAPACITY INVESTMENT
DOLLARS

* THE GREATER TAX BASE RESULTING FROM INCREASED ECONOMIC
ACTIVITY WHERE THE POWER CENTERS ARE LOCATED

* FURTHER UTILIZATION OF A PROVEN TECHNOLOGY WITH MINIMAL
ENVIRONMENTAL IMPACT



III. SUMMARY OF FINDINGS

* EXTENDING TAX-EXEMPT FINANCINIi TO PRIVATE HYDRO PROJECTS
WILL RESULT IN REDUCED TAX REVENUES. WE CONSERVATIVELY
ESTIMATE THESE LOSSES DUE TO TAX-EXEMPT INTEREST INCOME
AT APPROXIMATELY $10 TO $30 MILLION PER YEAR

* HOWEVER, TAX RECEIPTS DERIVED FROM THE CONSTRUCTION OF
PROPOSED HYDROELECTRIC PROJECTS WILL NOT BE AFFECTED AND
AND ARE ESTIMATED AT $280 MILLION (ONE-TIME) DURING THE
CONSTRUCTION PERIOD

* IN ADDITION, SOME PROJECTS WILL GO FORWARD WHICH WOULD
OTHERWISE NOT UNDER CONVENTIONAL FINANCING. TAX RECEIPTS
GENERATED FROM THESE PROJECTS CAN BE SUBSTANTIAL, EVEN AT
LOW LEVELS OF POTENTIAL HYDRO DEVELOPMENT

* ADDITIONAL HYDRO DEVELOPMENT WILL PROVIDE OTHER BENEFITS
TO OUR NATION, MOST NOTABLY A REDUCED DEPENDENCE ON OIL-
FIRED CAPACITY
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Senator GRAVEL The next witness is Dr. Roger Korrnendi.

STATEMENT OF ROGER C. KORMENDI, ASSOCIATE PROFESSOR
OF ECONOMICS, UNIVERSITY OF CHICAGO

Mr. KORMENDI. Mr. Chairman, my name is Roger Kormendi. I
am an associate professor of economics at the University of Chicago
Graduate School of Business. During the past 3 years I have inten-
sively researched the key issues relating to tax exempt financing. I
have written, jointly with my colleague, Professor Michael Mussa,
a book entitled "The Taxation of Municipal Bonds: an Economic
Appraisal" on the subject of the proposed taxable bond option.

I have also written several papers jointly with my colleague Prof.
Thomas Nagle on issues relating to the cost of tax exempt financ-
in. It is my work with Professor Nagle that is most directly
relevant to this hearing, and I would like to have one of our papers
included in the record.

Senator GRAVEL Your papers will be included in the record. I
wonder if you would do me a favor and send me all the papers you
have written in reference to tax exempt bonding, not just the one
which is relevant here.

Mr. KORMENDI. And the book, as well?
Senator GRAvmL. You have a book, too?
Mr. KoRM&NDI. That is right.
Senator GRAvm.. Send it. Autograph the book for me too, will

you?
Mr. KORMENDI. I will.
Senator GRAvL. Thank you.
[The material referred to follows:]
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THE INTEREST RATE AND TAX REVENUE EFFECTS
OF TAX-EXEMPT REVENUE BONDS

by
Roger C. Kormendi

Thomas T. Nagle

UNIVERSITY OF CHICAGO

July 1980
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THE INTEREST RATE AND TAX REVENUE EFFECTS
OF TAX-EXEMPT REVENUE BONDS

by

Roger C. Kormendi
and

Thomas T. Nagle

University of Chicago

I. INTRODUCTION

The right to issue tax-exempt bonds, whether general obligation or

revenue bonds, has traditionally been utilized by state and local governments

for the purpose of financing public projects. In recent years, however, tax-

exempt revenue bonds have been issued by local governments to finance

industrial development, pollution control, and private mortgages. Such

financing has provided substantial benefits to the communities that issued

such bonds, and it no doubt has also involved costs. While to date the esti-

mation of benefits has stirred little controversy, the estimation of costs,

particularly the effects of increased tax-exempt financing on interest rates

and federal tax revenues, has been widely debated. This debate calls for

prompt resolution since policy makers are currently being called upon by

conflicting interest groups to extend or restrict such tax-exempt financing.

If policy makers are to make inteligent and informed decisions, they will

require accurate estimates of the costs of such finan. -7.

In this paper, we argue that an overly simplified view of capital markets

has exaggerated most estimates of the interest rate and revenue effects of

tax-exempt bonds. That view is based on the assumption that only two assets,

taxable and tax-exempt bonds, need be considered in the analysis. Under this

extreme assumption, the analysis implies that investors in tax brackets higher
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than the interest rate differential between taxable and tax-exempt bonds, will

hold tax-exempt bonds exclusively. Conversely, investors in tax brackets

lower than the interest differential will hold only taxable bonds. In this

simple world, any increase in the amount of tax-exempt bonds would require an

increase in tax-exempt interest rates large enough to induce a sufficient

number of taxable bondholders to forego holding them in favor of tax-

exempts. Moreover, such a shift would have the greatest possible effect on

federal tax revenues since completely tax-exempt bonds would replace an equal

dollar amount of completely taxable bonds.

We will argue in this paper that such a simplified view of capital

markets is seriously misleading. We offer a more realistic view accounting

explicitly for other assets that substitute for bonds in investors' port-

folios. In particular, we argue that for most potential purchasers of tax-

exempt bonds, the favorable tax treatment of equity assets makes them more

substitutable for tax-exempt bonds than are taxable bonds. Consequently

substitution from equity absorbs much of any increase in the quantity of tax-

exempt bonds, requiring a much smaller increase in tax-exempt interest rates

to absorb a new issue than previous researchers have assumed. We estimate

that in 1978, each additional billion dollars of tax-exempt bonds would have

increased tax-exempt interest rates by about one-half basis point, a small

fraction of most other estimates. Moreover, since income from equity receives

more favorable tax treatment than does income from fully taxable bonds, the

tax effect of substituting equity for tax-exempt bonds is considerably less

than when taxable bonds are substituted. Consequently our estimate of the tax

revenue effect of additional tax-exempt bonds is less than half the estimate

made by the Treasury and the Congressional Budget Office.
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II. THE MARKET FOR MUNICIPAL BONDS AND OTHER ASSETS

Tax-exempt bonds are Just one of a number of assets competing in the cap-

ital market for investment funds. These assets differ in their riskiness,

liquidity, maturity, and tax treatment. Higher riskiness, lower liquidity,

longer maturity, and higher levels of taxation are valued negatively by

investors, requiring that market determined yields be greater to compensate

for them. Individual investors, however, will generally evaluate these

negative factors differently, and so prefer to hold different types of

assets. The market determines interest rates that equate the demands for

these various assets to their respective supplies.

In contrast to previous writers who analyze tax-exempt financing with a

view of capital markets consisting only of taxable and tax-exempt bonds, we

distinguish three types of capital assets: fully taxable bonds, tax-exempt

bonds and "equity." Fbr data purposes, equity is simply taken to be ownership

of corporate stock. There are, however, many other assets that, like tax-

exempt bonds and corporate equity, yield income (often in the form of capital

gains) that is at least partially tax-sheltered. Among these assets are

consumer durables, privately held firms, tax shelters, discount bonds, non-

reported "taxable" bonds. Such assets also play a role similar to corporate

equity in substituting for tax-exempt bonds.

We also distinguish among four basic categories of investors: (1)

"households," (2) commercial banks, (3) fire and casualty insurance companies

and (4) other nonbank financial companies such as life insurance companies,

pension funds, retirement funds, savings and loans and ntual savings

companies, etc. There are considerable differences within these investor

classes as well as across them. We focus our attention, however, on their tax

liabilities and the resulting structure of their portfolios.



195

Table 1, derived from Federal Reserve Board data, shows the portfolios of

these four investor groups with respect to the three basic assets under analy-

sis. "Equity" in Table 1 is the more narrow definition of corporate equity,

though many of the assets in the "Taxable Bonds" category are, in fact, either

discount bonds or "non-reported" bonds (especially among household investors)

and hence are more like tax-exempt bonds and equity than like other taxables.

Table 1 shows that households hold a considerable amount of each of the three

assets, banks hold primarily tax-exempt and taxable bonds, fire and casualty

insurance companies hold all three assets and other nonbank finance companies

hold primarily equity and taxable bonds. These holding patterns are

explicable when the tax liability of each investor group is considered.

The nonbank financial institutions are basically tax-exempt or very low

taxed institutions, so they do not hold a significant portion of their

portfolios in tax-exempt bonds. Their equity and taxable mix of bonds is

determined by the tradeoff between risk and yield that they desire either as

agents for their owners or for institutional considerations. The fire and

casualty insurance companies hold taxable assets to the point where the income

earned from those assets is no longer balanced by underwriting expenses. As

soon as earnings begin adding to profit, fire and casualty companies hold tax-

exempt bonds and equity (yielding shielded income and deferable capital gains

income, respectively). In this way, these companies shield virtually all

their income from taxation. Banks are in a similar position, except that they

are constrained by regulation from holding equity. They hold large quantities

of tax-exempt bonds, but not enough to entirely shield their incomes. This

may result from the fact that banks restrict themselves almost entirely to

municipals of a short-term, the supply of which is insufficient to enable them

to shield all their income. 4
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TABLE 1
ASSET HOLDINGS BY SECTOR
(in billions of dollars)

Municipal Bonds Equity Taxable Bonds"'

Households* 89 840 415

Commercial Banks 125 0 725

Fire and Casualty Insurance Companies 60 20 35

Nonbank Financial Institutions 15 190 1,412

"Households" in Federal Reserve Data includes nonprofit institutions. In
Table 8 below we use estimates from another source to disaggregate
this category.

*UIncludes mortgages and taxable mortage bonds.

Source: U.S. Board of Governors, Federal Reserve System, "All Sectors,
Financial Assets and Liabilities, 1979," available on request from
the Board of Governor's.
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In Table 1, we have treated households as a single group. The "House-

holds" category, which includes non-profit institutions, is not however a

homogeneous group of investors. Investors in that category have widely

different demands for investment assets because of differences in their

preferences and tax brackets. Since a household's tax bracket determines the

value it will place on tax exemption, differences in tax brackets are

especially important for analyzing who holds, or might be induced to hold,

municipal bonds.

The tax exemption is most highly valued by those households subject to

high levels of taxation. Consequently, they are the households most willing

to accept a lower yield in return for the exemption. Lower tax bracket indiv-

iduals and tax-exempt institutions, which are included in "households" in this

data, place a lower value on tax exemption. They are therefore unwilling to

forego the higher yields of a taxable bond in order to obtain the tax exemp-

tion on a municipal bond. Fbr only a small group of investors, those whose

marginal tax rate is approximately equal to the percentage difference between

the taxable and tax-exempt yields would taxable and tax-exempt bonds be valued

equally. Table 2, which shows household holdings of various assets at

alternative income classes, confirms this analysis. The higher the level of

income, the larger is the portion of household portfolios invested in

municipals relative to taxables.
5

Households in all income classes hold equity in quantities vastly ex-

ceeding their bond holdings. Unlike the value of the tax exemption, the value

households place on the higher risk that equity carries is not dependent on

tax rates. Consequently, when constructing a portfolio, high tax bracket

individuals choose a combination of tax-exempt bonds and equity depending on

their risk preferences. Note also that equity and tax-exempt bonds largely
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TABLE 2

AVERAGE ASSET HOLDINGS PER HOUSEHOLD BY INCOME CASS

in thousands of dollars
(in percentage of marketable asset portfolio)

Income* Municipals Equity Taxables
(1962)

0-114,999 < .05 1.5 < .05

15-24,999 .37 (2.6%) lo.4 (91.2%) .7 (6.1%)

25-49,999 3.7 (4.8%) 7T.4 (91.7-%) 2.7 (3.5%)

50-99,999 34.7 (16.7%) 161.8 -(77.7%) 11.8 (5.7%)

100 + 88.0 (8.2%) 956.3 (90.1%) 17.6 (1.7%)

*1962 is the latest year for which

characteristics is available,

a detailed survey of consumer

Source: Dorothy S. Projector and Gertrude Weiss, Survey of Financial

Characteristics of Consumers (Washington: Federal Reserve Board, 1966),

Municipals and Equity are taken directly from Table AIO. Taxables is the

sum of "U.S. Government Certificates, Notes and Bonds," "Domestic Corporate

Bonds" from Table A12.
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dominate any holdings of taxable bonds for high income investors. This is

because both equity and tax-exempt bonds generate income subject to favorable

tax treatment. Thus changes in the portfolios for high income investors are

most likely to occur at the margin between equity and tax-exempt bonds.

Lower tax bracket individuals (and institutions) place a lower value on

tax exemption, but nevertheless hold some equity for the higher return that

accompanies its higher risk. In fact, equity and taxable bonds largely

dominate holdings of tax-exempt bonds by low income investors. This results

because the after-tax return on taxable bonds for low income investors exceeds

the return on tax-exempts. Thus changes in the portfolios of these investors

will generally occur at the margin between equity and taxable bonds.

In most analyses of the demand for municipal bonds, it has been assumed

that an increase in the quantity of tax-exempt or taxable bonds results in

substitution only at the margin between taxable--tax-exempt bonds. 6 Since so

few investors operate at that margin, most previous analysts have been led to

expect that a large change in yields would be required to adjust to a change

in the quantity of bonds outstanding. In the world of integrated capital

markets, however, adjustment occurs not only at the direct taxable--tax-exempt

margin but also at all the other margins in investors' portfolios. New muni-

cipal bonds would be absorbed not only by those few investors substituting

taxable for tax-exempt bonds directly, but also by many investors substituting

equity and other partially taxed assets (e.g., durables and tax shelters) for

tax-exempt bonds. When one recognizes that the entire market, not just a

small segment, can respond on all margins tO a change in relative yields, the

expected increase in the tax-exempt yield necessary to induce holding of more

municipal bonds becomes nch smaller. Moreover, since these other alterna-

tive assets also receive favorable tax treatment, the effects on federal tax



200

revenues will be much smaller as well.

To summarize, let us consider the consequences of a tax-exempt revenue

bond issue. If we hold constant for the moment the total volume of borrowing

(taxable and tax-exempt), a tax-exempt revenue bond issue will simply cause a

substitution of tax-exempt debt for taxable debt.7 The increase in the stock

of tax-exempt bonds outstanding will increase somewhat the interest rate on

tax-exempt bonds; the corresponding decrease in the stock of taxable bonds

outstanding will reduce somewhat the interest rate on taxable bonds. Those

few households on the direct taxable--tax-exempt bond margin will simply shift

their holding of taxables to tax-exempts. If this were the only margin of

adjustment, a significant interest rate effect would be necessary to induce

additional households not now at that margin to give up their taxable bonds

and absorb all the tax-exempt bonds, and the effects on federal tax revenues

would be large. Fortunately, this is not the case.

The rise in tax-exempt interest rates would also induce a shift by high

tax bracket households (and perhaps marginal tax bracket households and fire

and casualty insurance companies) away from equity and toward tax-exempt

bonds. At the same time, the fall in taxable yields would induce a shift

towards equity and away from taxable bonds for low tax bracket households and

institutions and for other nonbank financial institutions (see Table 1). With

these other margins operating, little adjustment need occur at the direct

taxable--tax-exempt margin. Given the size of the overall capital market, the

total holdings of equity, and the number of investors at the equity-taxable

bond and equity--tax-exempt margins, the necessary yield changes can be

expected to be very small. Furthermore, the effects on federal tax revenues

will be smaller due to the favorable tax treatment of equity assets.

In the next section, we consider the empirical evidence on the interest
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rate change required to absorb new tax-exempt bonds. Then, in the following

section, we examine in more detail the portfolio readjustments likely to

result from new municipal bonds and calculate the effect of those

readjustments on federal tax revenues.

III. EMPIRICAL ESTIMATES OF THE INTEREST RATE EFFECTS OF

TAX-EXEMPT REXTENUE BONDS

Since modern capital markets involve many different assets, a complete

empirical specification of the market would involve a large simultaneous

equation system with the concomitant identification problems and the problem

of measuring ex ante yields.8 Such a project is beyond the scope and purpose

of this paper. Therefore, we make two commonly employed assumptions that

simplify the problem. First, we allow one alternative interest rate--the rate

on a taxable bond--to serve as a proxy for the level of ex ante interest rates

on all alternative assets. This should pose no problem since changes in the

quantity of municipal bonds are probably too small to affect significantly the

structure of yields on alternative assets. Second, we assume that supplies of

municipal bonds and of the total quantity of assets outstanding are invariant

to changes in tax-exempt relative to taxable rates of interest. 9

These assumptions allow us to estimate with a simple OLS equation the

effect of the municipal bond supply on the relative tax-exempt interest

rate. In this equation, one should naturally expect municipal interest rates

to increase when the stock of municipal bonds increases relative to the stock

of all financial assets, since the relative return to municipal bonds must

rise to induce investors to purchase them in lieu of other assets. In

addition, our equation should be specified to measure the delayed affects of

portfolio readjustments and the effect of inflation.

In order to account for lagged adjustments, we include in the equation a
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distributed lag on relative stocks of municipal bonds. Though the con-

temporaneous coefficient should be positive, the sum of the lagged

coefficients should be negative, but not as large as the contemporaneous

coefficient, since even after investors have fully adjusted their portfolios

some interest rate effect should remain.

To account for the effects of expected inflation we include a measure of

that variable, wt. Expected inflation has two effects that operate in

opposite directions: (1) simply adding the same inflation premium to the tax-

exempt and the taxable interest rates would raise the value of the ratio of

those two rates, but (2) since taxes are applied to the nominal interest

return on fully and partially taxable investments, including the inflation

premium reflected in that return, higtrates of inflation make tax-exempt

investments relatively more attractive. This enables them to be absorbed at

lower relative interest rates.

The equation we estimate can therefore be written as follows:

m t 3
(1) rt/rt a £ 0+ i(M/A)t-i + *2"t+ Ct

i=0

where r. is the tax-exempt municipal rate of interest, rt is the taxable

rate of interest, M is the stock of municipal debt outstanding, A is the

stock of all financial assets outstanding, and wt is a measure of expected

inflation. Some comments on the series utilized in the estimation of equation

(1) are required. We use quarterly data, the implicit assumption being that

all portfolio readjustment occurs over the course of one year. The rate rm
t

is the prime grade, 20 year maturity, municipal rate from Salomon Bros. The

,rate rt is the New Long Aaa Utility yield series from Salomon Bros. These
t

were chosen for their comparability in maturity and risk. The expected infla-

tion variable was generated assuming an adaptive expectations model with
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exponential decay. Using changes in the Consumer Price Index, we calculated

expected rates of inflation based on an assumed mean lag of 16 quarters.

Table 3 presents the empirical estimates of equation 1 both excluding

(la) and including (1b), the expected inflation variable. In this table and

in those that follow, we report the minimum length of the lag structure that

generated the same equilibrium interest rate effect as when all three lags

were included. We report the results in this way because although the

magnitude of the lagged effect was invariant to added lags, collinearity among

the lags precluded identification of the actual length of adjustment.

As expected, both (1a) and (lb) reveal a positive coefficient for the

current period value of M/A, which indicates that as the supply of municipal

bonds increases as a portion of the total stock of assets, the municipal rate,

m, increases relative to alternative assets yields. Given the levels of
t

assets and interest rates in the last quarter of 1978, (la) implies that each

$1 billion of new tax-exempt revenue bonds would initially increase tax-exempt

interest rates by about .9 basis points. The negative coefficients on the

lagged value of M/A indicate that as investors adjust their portfolios to the

increase in municipal bonds, this initial effect is reduced in equilibrium to

less than one-third of a basis point per $1 billion of tax-exempt revenue

bonds.

Holding expected inflation constant, as in (lb), the estimated interest

rate effect per billion dollars of mortgage revenue bonds increases some-

what. (ib) implies that, at fourth quarter of 1979 levels, one billion dol-

lars of tax-exempt revenue bonds would raise tax-exempt interest rates by

about one basis point. After complete portfolio adjustment that effect is

reduced to about .6 basis points per billion dollars of bonds. (ib) also

implies that in the absence of expected inflation, the tax-exempt interest
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TABLE 3
THE RELATIONSHIP BETWEEN INTEREST RATES

AND THE "NTIT OF MUNIrAL BONDS

(is)

rm/rt .57 + 8.3 (M/A)t - 5.6
t t (6.8) (2.3) (-1.6)

Sample: 1952-1978, quarterly

Effect per $1 billion of Tax-exempt
Revenue Bonds:-

Equilibrium:

(lb)

r/rt - .51 + 9.1 (/A)tt t (7.7) (2.6) C

Sample: 1952-1978, quarterly

Effect per $1 billion of Tax-exempt
Revenue Bonds:

Equilibrium:

(X/A)t-l Ct - pt-1

R2 - .35 p i .53

Impact: .9 basis points
.3 basis points

3.9 (M/A)t. -. 88 wt + Ct -po+l
1 .4) (-3).

R2 a .40 P .41

Impact: 1.0 basis points
.6 basis points

*The basis point effects are for the level of interest rates and assets at

the fourth quarter of 1978.

Sources: rn a Prime Grade, 20 year maturity, municipal rate from Salomon
Brothers, Analytical Record of Yields and Yield Spreads,
Part III.

rt X Nev Long Aa Utility yields from Salomon Brothers, Analytical
Record, Part II.

Mt * The stock of State and Local Government obligations from the

Board of Governors, Federal Reserve System.

At - The Stock of Total Financial Assets from the Board of
Governors, Federal Reserve System.

t The expected rate of inflation calculated using the Consumer
Price Index and assuming an adaptive expectations model.
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rate for the fourth quarter of 1978 would have been about 67% of the taxable

rate, instead of the 61% that actually occurred.

In order to verify that the results reported in Table 3 reflect the true

nature of the data and are not spurious, we undertook a number of sensitivity

checks:

(1) We analyzed the time series properties of all the primary data to check

for stationarity. The data we used generated stationary relative yields

and relative stocks. Data we examined from other studies showed

disturbing nonstationarities in relative yields.1 This is probably due

to the fact that our taxable and tax-exempt interest series are more com-

parable in maturity and grade.

(2) We ran the regression over different subperiods to check its stability.

Fbr all subperiods, F tests for the stability of the coefficient failed

to reject the null hypothesis at the 5% level. [See Table 4.1

(3) We tried alternative functional forms; results were qualitatively robust

to almost every alternative. [See Table 5.1

(4) We used alternative data for the interest rate series. Though the time

series properties of these data and the regression properties were

inferior, our results were qualitatively robust. (See Table 6.1

Our estimated interest rate effect of .3 to .6 basis point per $1 billion

of new bonds implies that even in the event of a large increase in the quan-

tity of municipal bonds, the total effect on the tax-exempt interest rate

would not be disruptive. Even one hundred billion dollars of new mortgage

revenue bonds would raise tax-exempt interest rates relative to taxable rates

by little more that one-half of one percentage point at the level of rates in

the fourth quarter of 1978. These estimates are noteworthy in that they are

about one-tenth the estimates cited by critics of tax-exempt revenue bonds.
13

66-691 0-80-14
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TABLE 4
REGRESSIONS OVER ALTERNATIVE SUBPERIODS 1

rm/r = .49 + 9.1 (M/A)t - 3.8 (M/A)t.l
tt(8.7) (2.1) (1.0)

Sample: 1952-1967, quarterly R2 = .36 SSR P = .30
Interest Rate Effect per $1 bil-
lion TERBs: .6 basis points 2 "

+8.4(M/A) - 4.4 (M/A)_. -(2.0)
t T 3 (-) (1.1) (1.5)

Sample: 1952-1967, quarterly

1963-19783

R2 = .38 SSR P - .25
Interest Rate Effect per $1 bil-
lion TERBs: .4 basis points

rm%/rt - )62 + 12.0(M/A)t -. 5('/A)tl - (23 (M/A)t_2 - 68.1(M/A)t.3

Sample: 1963-1978 R2 - .44 SSR P a .66
Interest Rate Effect on $1 bil-
lion TERBs: .1 basis point

t t (1.8) (2.5) ()(-.2)

-7.0 (M/A)t-3-78 it
R2 - .46 SSR p .56
Interest Rate Effect on $1 bil-

196T-12T83 
lion TERBs: .6 basis points -

rm/rt a .52 + 14.6(M/A)t - 2,8(M/A)tl -,:6(M/A)t_2 . 7,5(M/A)t- 3tt(1.6) (2.2) (-.4) 1-.) 1-l2)

Sample: 1967-1978 R2 = .41 SSR P - .62
Interest Rate Effect of $1 bil-
lion of TERBs: .5 basis points

rm/rt -.46 + 13.0(M/A)t + .6(M/A)ti - .6(IM/A)t_2 - 7.3(M/A)+_3 - 1.2• t 15) (1.9) (.l) L-.l ) t-3.1 (-1.5) t

Sample: 1967-1975 R2 a .45 SSR P a .55
Interest Rate Effect of $1 bil-
lion of TERBs: .6 basis points

Notes: (1) t-statistics in parentheses.
(2) Bass rout effect on equilibrium effects.
(3) Later subperiods required 3 quarters lags before equilibrium
basis points effects were reached.

1952-1967
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TABLE 5

ALTERNATIVE FUNCTIONAL FORMS OF THE INTEREST RATE EQUATION

With rm as the Dependent Variable

rm a .62 rt + 4.4 (M/A)t - 36.8 (M/A)tI
t( 28. 3) (2.1) (-I .8)

Sample: 1952-1978, quarterly R2 , .98 P w .61
Interest rate effect per $1 bil-
lion of TERBs: .1 basis point

.65 rt + 40.6 (M/A)t - 35.3 (M/A)t-l -_4 4 w.t(19.o) (1.9) (-1.6 (-1.1)

Sample: 1952-1978
R2 = .98 p - .56
Interest rate effect per $1 bil-
lion of TERBs: .1 basis point

log(rI(/rt) -.o1 + .42 log (MIA) 30 log(M/A)t,
t t (-.04) (2.18) __1.6 4)

Sample: 1952-1978, quarterly
R2 , pa
Interest rate effect per $1 bil-
lion of TERBs: .2 basis points

log(rm/rt) = .143 + .147 log(M/A)t - .23109(M/A)t-.l - .041 log wt
t t (1.3) (2.5) (1.-3) (-3.2)

Sample: 1952-1978 R2 a .4 0 p .42
Interest rate effect per $1 bil-
lion of TERBs: .5 basis points

Notes: (1) t-statistics in parentheses.

(2) Basis point effects are equilibrium effects.
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TABLE 6

REGRESSIONS USING OTHER INTEREST RATE SERIES

George Peterson's Series
1

r* .55 + 4.8(M/At - .3(M/A)t-l
.(32) (1.5) (-.1)

Sample: 1958-1978, quarterly R2 - .86 P = .92
Interest rate effect per $1 bil-
lion of TERBs: .5 basis points

rm/rt = .65 + 6.2(M/A)t .8(M/A)tI + 1.7(M/A)t_2  - 5.0(M/A)_ 3 - 1.6 t
(2.6) (1.8) (-.3) (.5) (-1.5) (-2.7)

Sample: 1958-1978 R2m .85 P . .81
Interest rate effect per $1 bil-
lion of TERBs: .2 basis points

Federal Reserve Board Series
2

rm/rt - .50 + 6.7('/A)t .8(MA)tIt t (2.9) (2.0) (-.3)

Sample: 1955-1972, quarterly R2 = .75 p - .89
Interest rate effect per $1 bil-
lion of TERBs: .6 basis points

=mr .65 + 7.3(M/A)t + .l(M/A)t.. - .4(M/A)t,-2 4i(M/A)t-.3 - 1.0 T
t t(2.7) (2.2) (.03) (-1.3) - (-:l) (-_1:5)

Sample: 1955-1978 R2 a .77 P - .83
Interest rate effect per $1 bil-
lion TERBs: .3 basis points

Notes: (I) See Peterson [19791 for references.

(2) Federal Reserve Board, Federal Reserve Bulletin, Aaa State and
Local Government and Aaa Seasoned Corporate Bonds.

(3) t-statistics in parentheses.

(4) Basis point effects are equilibrium effects.
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Common sense indicates that an interest rate effect of .3 to .6 basis

points per billion dollars of tax-exempt bonds must be closer to the true

effect than the commonly cited larger estimates of 5 to 7 basis points. If

the interest rate effect were that large, the entire difference between tax-

able and tax-exempt interest rates would be eliminated by only $75 billion of

new tax-exempt bonds. But an increase of $75 billion represents only 15 per-

cent of household-held assets yielding taxable income and only 2 percent of

all assets yielding taxable income. It seems highly implausible that for a

shift of that magnitude, investors would cease valuing the tax exemption of

municipal bonds and therefore cease accepting a lower interest rate on bonds

carrying that exemption.

IV. THE EFFECTS OF TAX-EXEMPT BONDS ON FEDERAL TAX REVENUES

Critics of tax-exempt revenue bonds have also focused considerable

attention on the tax revenue effects of these bonds. At issue is the fact

that if Congress were to eliminate or restrict the rights of localities to

issue tax-exempt bonds, the Treasury would take in additional tax revenues.

Row much additional revenue depends on what alternative investments are bought

when fewer tax-exempt bonds are available. At one extreme, if investors

substituted only between tax-exempt and fully taxable bonds, then restriction

of the tax-exempt bond market wbinld result in a very large gain for the

Treasury. It is this extreme assumption that is made by most critics of tax-

exempt bonds.15

In point of fact, however, tax-exempt bonds are likely to substitute to

some degree for many assets, not Just for fully taxable bonds. They will

generally substitute more for those assets most similar to municipal bonds

from the viewpoint of the investors holding them. Corporate equity, tax
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shelters, and durable assets are the most similar assets to municipal bonds in

their tax treatment. Taxable bonds, reported and "nonreported," are the most

similar asset to municipal bonds in terms of risk. As we shall see, to the

extent that assets with favorable tax treatment are substituted, the tax

revenue effects will be smaller.

As a first step toward estimating who would purchase tax-exempt revenue

bonds and what assets they would forego to do so, let us examine who currently

holds municipal bonds and what assets they have available to substitute. In

1978, households held 31%, banks held 37% and fire and casualty insurance com-

panies held 22% of municipal bonds of over one year maturity. Although no

direct data exists on the question of who holds municipal debt with over 10

year maturity, the class relevant for most tax-exempt revenue bonds, one can

infer from scattered data that the share held by households and fire and

casualty insurance companies is uch higher, and that of banks much lower,

than their relative holdings of municipals in general. Any of these holders

could be potential purchasers of a new issue of municipal bonds.

The major purchasers of new tax-exempt revenue bonds, however, would

probably be households. First, since tax-exempt revenue bonds are highly

concentrated at long maturities, banks are unlikely purchasers. Second, since

fire and casualty insurance companies, as well as banks, would at most desire

to purchase only enough tax-exempt bonds to shield their net income from

taxation, they have a natural limit to expanding their purchases very

significantly. Therefore, we will examine the case where households absorb

all of the net increase in tax-exempt bonds. This is the assumption usually

employed, but our analysis is easily adapted to alternative assumptions.1
6

Potential household holders of tax-exempt revenue bonds can be divided

into two groups--a small group of marginal holders whose marginal tax rate is
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approximately equal to the percentage differential between the taxable and

tax-exempt interest rates and a larger group of inframarginl holders whose

marginal tax rate is higher than that. The former are indifferent between

holding taxable and tax-exempt bonds since the after tax return they earn is

the same in both cases. Although they would be likely to substitute tax-

exempt for taxable bonds in significant proportion, they would also substitute

equity for taxable bonds, since that is a relevant margin for them as vell.

In contrast, the households subject to higher tax rates would normally avoid

fully taxable investments in favor of tax-exempt municipal bonds, corporate

equity (or similar investments yielding income in the form of capital gains),

discount bonds, tax shelters and durable goods yielding non-taxable income,

and would substitute tax-exempt bonds for this broad spectrum of assets.

In Table 7, we present some estimates of the proportions in which

marginal and inframarginal households absorb tax-exempt revenue bonds, the

proportions of alternative assets that tax-exempt revenue bonds would replace

in those households' portfolios, and the relevant marginal tax rates. Fbr the

purposes of deriving a reasonable estimate of the tax revenue effects, and

because of the difficulties in obtaining direct estimates of the substitution

coefficients, we employ the simplifying assumption that investors shift their

portfolios in proportion to their holdings. Thus our estimates of the

elasticities of substitution among assets are, through this assumption, all

derived from published data on household holdings of alternative investments.

We discuss these sources below as we calculate the tax revenue effect of a $1

billion issue of tax-exempt revenue bonds. When in doubt, estimates were

biased in favor of high tax revenue effects.

Table 8 presents the available data on the relative magnitudes of equity,

tax-exempt bonds, and taxable bonds held by income class. It is derived from
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TABLE 7
TAX REVENUE EFFECTS PER BILLION DOLLARS OF ADDITIONAL TAX EXEMPTS.

REVENUE BONDS WHEN HOUSEHOLDS MAKE ALL ADJUSTMENTS

% of New
Revenue Bonds

Purchased
()

By Replacing

With a
Replacement
Percentage

of
(2)

At an
Average
Tx Rate

of
(3)

With a
Tax Revenue

Effect
(in millions)

(4)

Corporate
Equity

Inframarginal
90% households

10%
Margin nal
households

Tax shelters
and durables

Taxables

Corporate
Equity

Tax shelters
and durables

Taxables

Plus allowance for portfolio adjustments by
other investors

Minus tax gain from lower interest deduction

TOTAL

$3.5

<$14.4 to $5.0>

$ 2.5 to $11.9

(82%)

(10%)

(08%)

(50%)

(0%)

(5o%)

12%

0

35%

10%

0

30%

$8.9

0

2.5

.5

0

1.5

SUBTOTAL
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TAKE 8\,
DISTRIBUTION OF HOUSEHOLD-HELD FINANCIAL ASSETS BY INCOME CLASS

Income* Municipals Equity Taxables**

(1962)

0-14,999 7% 43% 44%

15,000-24,999 4% 11% 15%

25,000 + 89% 46% 41%

*1962 is the latest year for which a detailed survey of consumer
characteristics is available

**An unknown portion of "taxables" held by high income investors are actually
discount bonds, the return to which is mostly capital gains, not fully taxable
interest.

Source: Projector and Weiss [19661. Calculated by mltiplying the average
household holdings by income class (from Table AlO) times the number
of consumer units in the population at each income class (Table
A36). For the largest income class ($100,000 and over), which is
indicated as having less than .05 million consumer units, we assume
.025 million units. Since this class is grouped with the much more
populous ones preceeding it, the effect of error in this assumption
would be trivial.
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the ProJector-Weiss survey of 1962 household holdings of assets. The three

classes listed are taken to correspond to low, marginal and high tax bracket

income classes in terms of 1962 effective marginal tax rates.17 The data in

columns (1) and (2) of Table 7 are derived from Table 8. Fbr example, infra-

marginal high income households constitute about 89 percent of all household

holders of municipal bonds. Marginal household hold only 4% of tax-exempt

debt. Thu-, in order to be conservative, we assumed for column (1) that 90

percent of new tax-exempt revenue bods could be absorbed by inframarginal

households and that marginal households would absorb 10 percent. Inframar-

ginal holders hold over ten times as much equity as debt. Thus, we assume in

column (2) that the absorbed tax-exempt bonds replace equity and taxable in

that proportion. Marginal household also hold more than ten times as much

equity as debt. But as tax brackets approach the interest differential, tax-

able and tax-exempt bonds become close, though not perfect, substitutes.

Thus, we conservatively assume tax-exempts replace only half equity and the

other half taxable debt. Since we have no hard data on the quantities of

assets such as tax shelters, durable goods, nonreported taxable bonds, etc.,

we assume that tax-exempts only replace 10 percent of those assets in

inframarginal households and none for marginal households.

The tax rates we employ in column (3) of Table 7 reflect the tax treat-

ments of different kinds of assets and of individuals at different incomes.

The marginal tax rate for a fully taxable investment held by a marginal

household is approximately thirty percent, the same as the difference between

the taxable and tax-exempt interest rate. Fbr the tax rate applicable to a

taxable investment held by' an inframarginal investor, we have chosen thirty-

five percent.18 The reasons for this choice are that 1) for holdings of

securities yielding fully taxable income, the higher the marginal tax rate,
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the less likely is a household to be holding a taxable investment and 2) the

"taxable" bonds held by higher tax bracket investors are generally "discount

bonds" that yield very low coupon rates. Discount bonds are held for their

capital gains, and hence are taxed more like equity than like taxable bonds.

For equity, the tax rate on accrued capital gains has been estimated as 10

percent.19 This is because capital gains receive favorable tax treatment,

capital gains are generally deferred so that only a small fraction is realized

in any given year, and people generally realize the accrued capital gains in

years, such as in retirement, when their marginal tax rates are low. Since

this 10 percent estimate was made, the portion of capital gains subject to tax

has been reduced from fifty to forty percent and maximum tax rates have been

reduced. Thus, current capital gains are probably at a rate less than 8 per-

cent. Since, however, the yield on equity is somewhat higher than the yield

on taxable debt, we assume in our calculations a tax rate of 12 percent for

inframarginal households and a 10 percent rate for marginal households.20

Table 7 reveals that for each billion dollars of tax-exempt bonds households

would pay about $13.4 million less taxes as a consequence of switching to tax-

exempt bonds from various alternative assets.

The key assets given up by households when purchasing tax-exempt bonds

are equity and taxable bonds. Other investors must absorb those assets, which

will also have tax revenue implications. Since commercial banks and saving

and loan associations generally cannot invest in equity as a matter of law, we

assume that their portfolios are unaltered by a tax-exempt revenue bond issue

(that is, to the extent that they lose the taxable debt that tax-exempt finan-

cing replaces, they simply replace it with the debt given up by households and

other investors, with their tax liabilities unaffected). Life insurance com-

panies, mutual saving banks and credit unions for various reasons hold only a
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very small amount of equity relative to their taxable debt holdings. Thus, we

assume that these investors also vill not change their portfolios in response

to a tax-exempt revenue bond issue.

Table 9 provides evidence on the holdings of equity and taxable debt by

investors who are in a position to absorb equity and give up taxable debt--

nonprofit institutions (such as foundations, universities and unions), pension

funds, low income households, and fire and casualty insurance companies. We

assume that the absorption of equity and the release of taxable debt is in

proportion to the total investor holdings of these assets as shown in column

3. Nonprofit institutions, pension funds, and insurance companies hold about

60% of the equity and taxable bonds held by the relevant investor groups.

Changes in the portfolio of these institutions have almost no tax effect since

they pay virtually no taxes,

Low income households hold about 35% of the equity and taxable bonds held

by the relevant investor group. Thus, they would absorb about $350 million of

equity for each billion dollars of tax-exempt revenue bonds and give up a like

amount of taxable debt. The effect on their tax liabilities of such a change

depends on the amount of their interest income actually reported. While

nonreporting of interest income is commonly believed to be substantial, the

Interval Revenue Service declines to publicize its estimates. We assume that

one-fourth of such interest is unreported by low income taxpayers, who have an

average marginal tax rate of about 25 percent on reported income. On equity

income, they would pay about 8 percent assuming that they, like higher income

taxpayers, shield their earnings by taking them as capital gains. Thus on the

$350 million shift in their portfolios, they would pay about 10 percent

[.2(1 - .25) - .08l less tax on that income than they would have paid on

fully taxable debt. Thus a 10% return on taxable debt yields a reduction of
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TABLE 9
ASSET HOLDINGS BY INVESTOR C ASS IN POSITION TO ABSORB FOREGONE EQUITY

(in billions of dollars)

Equity Taxable Bonds Total of Equity

Low Income Household

Nonprofit Institution

- Private Pension Funds

Fire and Casualty
Insurance Companies

291

160

150

21

(47%)

(26%)

(24%)

(3%)

101

184

194

34

(20%)

(36%)

(38%)

(7%)

and Taxable Bonds

392 (35%)

344 (30%)

344 (30%)

55 (5%)

622 (100%) 513 (10o%)' 1135 (100%)

*Not 100% due to rounding.

TOTAL
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about $3.5 million in tax revenues from these investors for each $1 billion of

tax-exempt revenue bonds.

Tax-exempt revenue bonds also result in greater tax liabilities for those

individuals and institutions that obtain the tax-exempt financing since with

lover interest rates on tax-exempt debt, they must claim lower interest

deductions. Assuming tax-exempt rates of 7% and taxable rates of 10% yields

approximately $30 million less deduction per billion dollars of tax-exempt

bonds. For industrial development bonds and pollution control bonds, the

appropriate tax rate is approximately the 48% corporate tax. Thus, the tax

revenue gained would be approximately $14.4 million for these types of revenue

bonds. Fbr mortgage revenue bonds, due to the participation of commercial

banks and savings and loans, the interest rate differential is generally

reduced, with approximately one third of the interest differential going as

income to the intermediary and two thirds going as interest reduction to the

borrower. Thus, applying a 30% household tax rate to the reduced interest

payments of the borrower (2% of the principle) yields approximately $5 million

as tax revenue gains on mortgage revenue bonds.

We have now accounted for the three main elements of the federal tax

revenue effects of tax-exempt revenue 16nds: (1) The loss of tax reveneues

from investors who hold the new tax-exempt bonds and give up equity and tax-

able debt, (2) the loss of tax revenues from investors who give up taxable

debt and absorb the equity and (3) the gain in tax revenues from the lover in-

terest deduction that tax-exempt borrowers receive. The range of the net tax

revenue loss to the Treasury is $2.5 million for industrial development and

pollution control bonds to $11.9 for mortgage revenue bonds. The differences

come solely from the third element, the reduced interest deduction compon-

ent. These estimates of the revenue loss are notable because they are less
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than half those produced by the Treasury and the Congressional Budget

Office. The reason for this difference is simply that we have explicitly

accounted for the substitutions of a broad spectrum of assets, most

importantly, equity, whereas the generally cited estimates make the extreme

assumption that only taxable bonds substitute for tax-exempt bonds in

investors' portfolios.

V. SU4MAY AND CONCLUSIONS

We have argued that previous researchers' high estimates of the interest

rate and tax revenue effects of tax-exempt revenue bonds resulted from an

oversimplified view of capital markets. We presented a more complete view of

the capital market as it relates to municipal bonds. Recognizing the substi-

tutability of equity assets, broadly defined, for both tax-exempt and taxable

bonds, we have argued that the equity--tax-exempt margin would probably absorb

much of any increase in the quantity of municipal bonds, which reduces the

adjustment required on the taxable--tax-exempt margin. As a consequence of

the smaller adjustment required on the taxable--tax-exempt margin, one should

expect an increase in tax-exempt bonds to have smaller effects both on

interest rates and on federal tax revenues than critics have claimed.

Our estimates of the effect of a $1 billion increase in the volume of

tax-exempt revenue bonds on municipal interest rates, .3 to .6 basis points

per billion dollars of bonds in 1978, are only a small fraction of most other

estimates. An important reason for that difference is that this study is cur-

rently the only one to distinguish between the impact and long-run effects of

new bonds. Our estimates of the tax-revenue effects of tax-exempt revenue

bonds are less than half the frequently quoted estimate made by the Congres-

sional Budget Office. This difference results from our taking into account

the fact that municipal bonds will often replace a broad spectrum of assets
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that generate less than fully taxable income.

Whether any particular type of private investment should be allowed tax-

exempt financing is a question of social policy that must be decided by the

political process. To make intelligent and informed decisions, however,

policy makers require accurate estimates of the costs of such financing. We

believe that our estimates of the interest rate and tax revenue effects of

tax-exempt financing offer a far more accurate picture than has heretofore

been presented.
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Footnotes

1Peterson 119791, Hendershott and Koch [1977), Congressional Budget

Office 119791, Galper and Tbder 119801, Hendershott 11980).
2 Kormendi and Nagle 11979).

3Mussa and Kormendi 119791, Chapter 6.
4 Ibid.

5Studies that have recognized other margins in their analyses are Massa
and Kormendi [19791, Ott and Meltzer 119631, Kane [19801.

6 The analysis that of an increase in mortgage revenue bonds exceeds the
reduction in taxable bonds requires only slight modification.

7 Hendershott and Koch make an interesting and bold attempt at
simultaneous estimation of these relationships. They include, however, ex-
post yields on equity as a proxy for ex-ante yields, which yielded no
significant effect. Since the errors in the variable problem are tremendous,
that the coefficients should be biased to zero is expected.

8 This is an identification assumption that allows us to employ single
equation estimation techniques. Recent work by Zellner-suggests that single
equation estimation is as good as two-stage least squares simultaneous
estimation when dealing with small samples, as in this case.

9Longer lags are possible, but the data do not allow us to distinguish

between the possibilities of one, two, or three lags. See point (7) supra.
1 0 See Table 6 for regressions utilizing other interest rate series.

llSee Plosser-Schwert [19771 and Plosser-Schvert-White 119791.

1 2Congressional Budget Office (19791. Peterson 119791.
1 3We were unable to replicate these results with data from the sources

cited by Peterson. In spite of attempts to estimate the equation in a number
of forms, the coefficient of interest was always essentially zero. Peterson

A19791, pp.--U2-115 is the source for his reported regression results.

14See, for example, Congressional Budget Office [19791. Peterson [19791.

1 5 Federal Reserve Board 119791.

16 Hussa and Kormendi 119791, Chapter 6.

1 7 Ibid.

18See Table 2 infra, Projector and Weiss [19661, and Mtssa and Kormendi
[19791.

66-691 0-80- 15
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1 9 Mussa and Kormendi 119791 .
20Bailey [19691.

21Fare and Schwert 119771. Fisher and Lorie 119771.

22Hendershott and Koch 119771.
23Hussa and Kormendi [19791, p. 82.

2 1bid.
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Mr. KORMENDI. In our papers, Professor Nagle and I take issue
with the U.S. Treasury's estimates of the cost of tax-exempt financ-
ing. We differ with the Treasury's estimates on two key issues:
One, the effects of additional tax-exempt financing on interest
rates, particularly on tax-exempt interest rates; and two, the ef-
fects of additional tax-exempt financing on Federal tax revenues.

With respect to the issue of the interest rate effects, the Treas-
ury has generally assumed the tax-exempt rates would increase by
about five basis points for each additional billion dollars of tax-
exempt bonds. This assumption derives from a statistical estimate
made by some economists at the Urban Institute.

Unfortunately, there are several economic and statistical errors
in that analysis. Therefore, we reestimated the interest rate effects
and discovered that the true effect was about 0.6 basis points,
approximately one-tenth as large as that assumed by the Treasury.

With respect to the issue of the Federal tax revenue loss, the
Treasury estimates that each $1 billion of additional tax-exempt
bonds would involve a $30 million direct Federal tax revenue loss.
What makes the analysis of the Treasury wrong is their assump-
tion, contrary to the facts, that only those investors with marginal
tax brackets near 30 percent would absorb newly issued tax-exempt
bonds. In fact, Federal Reserve Board data shows that more than
85 percent of household-held tax-exempt bonds are held by inves-
tors with tax brackets much higher than 30 percent and about the
same percentage of newly-issued tax-exempt bonds are generally
absorbed by this group.

For this investor group, the relevant substitute asset for tax-
exempt bonds is not taxable bonds, but corporate equity, because
investors with higher tax brackets hold little tax-exempt debt and
large quantities of corporate equity, and because the income from
corporate equity is subject to favorable tax treatment as currrently
provided by the tax law.

Moreover, since equity income is subject to much lower tax rates
than fully taxable debt, the true Federal tax loss is much smaller
than currently estimated by the Treasury. Using the Federal Re-
serve Board data, we find that-the direct Federal tax loss is, at
most, $15 million per $1 billion of new tax-exempt bonds. This is
only one-half of the Treasury's inappropriate estimate.

It is dramatic to see how our estimates differ with the Treasury's
in the context of an explicit example. This example was taken from
a table entitled "Inefficiency of Mortgage Subsidy Bonds Under
Modified Ullman-Conable Proposal," and it was submitted to the
Senate Subcommittee on Intergovernmental Relations by Roger-
Altman, Assistant Secretary to the Treasury.

In this table the Treasury claims that only 33 cents of benefits
accrue to home buyers for each dollar's worth of cost borne by
Federal, State, and local governments. In contrast, using our more
appropriate analysis of the interest rate and tax revenue effects,
we find that home buyers actually receive $1.83 of benefits for each
dollar of cost.

In other words, the Treasury has underestimated the benefit-to-
cost ratio by a factor of 6. I have attached a table comparing the
Treasury estimates with our own.
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Senator GRAVEL. Very good, Doctor. It was a pleasure to hear
your testimony. I have no questions and wish to compliment you on
your good work in punching some holes in Treasury's case.

Mr. KORMENDI. Thank you.
Senator GRAVEL. Thank you.
[The prepared statement of Mr. Kormendi follows:]
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TESTIMONY OF ROGER C. KORMENTDI BEFORE THE SENATE
FINANCE COMMITTEE ON THE SUBJECT OF THE INTEREST
RATE AND FEDERAL TAX REVENUE EFFECTS OF TAX-EXD4PT

FINANCING

by

Roger C. Kormendi

My name is Roger Kormendi. I am an Associate Professor of Economics

at the University of Chicago, Graduate School of Business. During the past

three years, I have Intensively researched some of the key issues relating to

tax-exempt financing. I have written jointly with my colleague, Professor

Michael Mussa, a book entitled The Taxation of Municipal Bonds: An Economic

Appraisal, on the subject of the proposed taxable bond option. I have also

written several papers jointly with my colleague, Professor Thomas Nagle, on

issues relating to the costs of tax-exempt revenue bonds. Our paper on

mortgage revenue bonds was presented at the recent National Science Foundation

Conference on the Efficiency of the Municipal Bond Market and will be published

in the proceedings of that Conference. It is my work with Professor Nagle -that

is most directly relevant to this hearing, and I have included a copy of one of

our papers for the record.

In our papers, Professor Nagle and I take issue with the U. S. Treasury's

estimate of the cost of tax exempt revenue bond financing. We differ with the

Treasury's estimates on two key issues: 1) the effect of additional tax-exempt

revenue bond financing on interest rates, particularly tax-exempt interest rates,

and 2) the effect of additional tax-exempt revenue bond financing on federal tax

revenues.

With respect to the issue of the interest rate effect, the Treasury has

generally assumed that the tax-exempt interest rate would increase by about five

basas points for each additional billion dollars of tax-exempt revenue bonds
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issued. This assumption derives from a statistical estimate made by George

Peterson of the Urban Institute. Unfortunately, Mr. Peterson made several

economic and statistical errors in his analysis that we discuss in our

papers. We therefore reestimated the interest rate effects and discovered

that the true effect was about .6 basis points--approximately one-tenth as

large as the effect assumed by the Treasury. As a matter of common sense, the

Treasury's estimates of five basis points per billion dollars of tax-exempt

bonds must be far off. If the interest rate effect were five basis points, the

entire difference between taxable and tax-exempt interest rates would be elimi-

nated by only 60 billion dollars of new tax-exempt bonds. This increase would

represent less than 2% of all assets yielding taxable income, and it certainly

could not reduce to zero the value of the tax exemption to all investors.

With respect to the issue of the federal tax revenue effect, the Treasury

estimates that each $1 billion of additional tax exempt revenue bonds would

involve a $30 million direct federal tax revenue loss. What makes the Treasury's

analysis wrong is their counterfactual assumption, that only those investors

with marginal tax brackets near 30% would absorb newly issued tax-exempt revenue

bonds. In fact, Federal Reserve Board data shows that more than 85% of household-

held tax-exempt bonds are held by investors with tax brackets higher than 30% and

about the same percentage of new issues of tax-exempt revenue bonds are generally

absorbed by this group. For this investor group the relevant substitute asset

for tax-exempt bonis is not taxable bonds but corporate equity. This is

because investors with high marginal tax brackets hold little taxable debt and

large quantities of corporate equity, the income of which is subject to favorable

tax treatment as provided by current tax law. Moreover, since equity income is
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subject to much lower tax rates than fully taxable debt, one should expect

the true federal tax loss to be much smaller thar. currently estimated by

the Treasury. Using the Federal Reserve Board data we have estimated that the

direct federal tax loss is at most $15 million dollars per billion dollars of

new tax-exempt revenue bonds. This is only one-half of the Treasury's inappro-

priate estimate.

It is dramatic to see how our estimates differ in the context of an

explicit example. This example is taken from a table entitled "Inefficiency

of Mortgage Subsidy Bonds Under Modified Ullman-Conable Proposal," submitted

to the Senate Subcommttee on Intergovernmental Relations by Roger Altman,

Assistant Secretary of the Treasury. In this table the Treasury claims that

only 33t of benefits accrue to home buyers for each dollar of cost borne by

federal, state, and local governments. In contrast, using our more appropriate

analysis of the interest rate and revenue effects of tax-exempt financing, we

find that home buyers actually receive $1.83 of benefit for each dollar of cost!

In other words, the Treasury has underestimated the benefit to cost ratio by a

factor of six. I have attached a table comparing the Treasury's estimates with

our own.
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COt'ARISON OF KOF!ENDI-NAGLE VERSUS TREASURY
ESTIM-'ATION OF THE BENEFIT TO COST RATIO FOR

MORTGAGE REVF3UE BONDS

Treasury

Direct cost to Federal taxpayers $30 millicn

Kormendi -Nagle

$15 million

- plus -

Cost to State and local governments
due to higher interest rates on
their tax-exempt debt

- minus -

Investment profit on reserve funds

- minus -

Higher-taxes due to lower interest
deductions

- equals -

TOTAL COST

TVTAL BENEFIT (to home buyers)

BENEFIT/COST

$19.5 million

< $4.5 million >

< $5.7 million >

$39.3 million

$13.1 million

330 per dollar

$2.4 million

< $4.5 million >

< $5.7 million >

$7.2 million

$13.1 million

$1.83 per dollar
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Senator GRAVEL. Our next panel is from the great State of Lou-
isiana, who are Mr. Sidney Murray, mayor of Vidalia, and Mr.
Sylvan Richard, director of Louisiana Energy and Power.

Gentlemen, please proceed.

STATEMENT OF SIDNEY MURRAY, MAYOR, VIDALIA, LA.
Mr. MURRAY. If it is proper for me to do so, I do not have written

comments here, but if it is proper for me to ask that they be placed
on the record, I will do so.

Senator GRAVEL. Why don't you send us -the comments that you
want placed in the record and we will have them placed there. I
am sure the chairman would have no objection to that.

Mr. MURRAY. I will proceed to give my statement and then allow
Mr. Richard to comment. First of all, I would like to say that my
primary purpose in being here is to enthusiastically support Senate
bill 2766. The town of Vidalia is a municipally-owned utility and
has been since I can remember. For about the past 2 years, we
have been actively working on a hydroelectric project which, if
successful, will be the first ever in the State of Louisiana.

Senator GRAVEL. It will be the first hydro project in Louisiana?
Mr. MURRAY. Ever, in the State of Louisiana.
Senator GRAVEL. With all that water.
Mr. MURRAY. Right. It would be a great source of pride to us if

the entire Louisiana delegation were to support this bill as enthusi-
astically as we do. Without going into all of the detail of what has
happened in the last 2 years, we will say that the town has pro-
posed this project, has sought the engineering necessary to have it
constructed. We have secured a permit and are now in the licens-
ing stage of this project.

We have learned of the restriction known as the 25 percent two-
county rule. When we learned of this, we began to realize as we
studied our problem the real gravity of the situation. Simply put,
we could generate more, electricity on this site than the town of
Vidalia uses.

In fact, at the present time it will be about 75 percent more than
we consume. Therefore, we have to have a source of sale for this
power. It is very critical to the success of the project that we be
allowed to do this, but under the 25 percent, two-county rule limi-
tation, our hands are tied.

We hope, of course, eventually to go into the size, industrially
and residentially and so forth, that we would consume the tota
output of our plant; but at the present time, at least initially, we
would not have the capacity to use it- all.

This basically is our statement, Senator, and we--
Senator GRAVEL. Let me ask this question, sir. Are you part of a

grid system?
Mr. MURRAY. Yes. We are purchasing power right now from

Louisiana Power & Light Co.
Senator GRAVEL. Wouldn't you be pumping that power into the

grid and displacing fossil fuels?
Mr. MURRAY. Well, we have various alternate sources that we

could furnish the power to. We could put it on LPL's grid. If I were
allowed to sell them--
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Senator GRAVEL. I am presupposing that, and if the cost-benefit
ratio is there, it is very meritorious to go ahead and do that.

Mr. MURRAY. Yes, there is no question about it.
Senator GRAVEL. Saving fossil fuels in Louisiana is just as impor-

tant as saving them in Alaska.
Mr; MURRAY. We estimate on this project, if our arithmetic is

correct, it is around a million barrels per year, an 86-megawatt
plant.

Senator GRAVEL. Is it 86 megawatts?
Mr. MURRAY. Yes, sir. And we have various alternate sources to

sell it. We have been talking with investment firms, and of course
they require contractors over a long term, and this is one of the
problems. So again, we would very much like to see this bill en-
acted.

Senator GRAVEL. What is the cost of the project?
Mr. MURRAY. Around $300 million.
Senator GRAVEL. $300 million?
Mr. MURRAY. This is the only place at the present time that a

site exists, to my knowledge, in the State on which hydro can be
put.

Senator GRAVEL. I obviously, as a sponsor, am very enthusiastic
about this and have been very favorably disposed to Louisiana's
water problems, having been the chairman of water resources com-
mittee, so I am very familiar with your area. With what we passed
last year in the windfall profits tax in terms of small hydro, and
recognizing that Louisiana is not a mountainous State, I would
hope there would be many areas that might qualify under the
small hydro,

Mr. MURRAY. Since we have filed our permit 2 years ago, there
are now some eight permits that I know of that have been filed in
the State. There are locks and dams proposed on the Red River. As
a matter of fact, the town has secured a second permit on lock and
dam 4 on the Red River, along with some other municipalities.
There are several municipalities involved.

I am sure Mr. Richard here, who is chairman of the board of the
LEPA organization, could elaborate more on that end of it.

We have a real problem in the financing of this program, and we
hope that this bill will pass. We thank you for your time.

Senator GRAVEL. I hope so, too. I am sure that if you talk to the
chairman personally, who has always been a backer of my efforts
in the past, that you will add to his considerable enthusiasm for
this.

Mr. MURRAY. Thank you very much.
Mr. Richard.

STATEMENT OF SYLVAN RICHARD, DIRECTOR, LOUISIANA
ENERGY & POWER AUTHORITY

Mr. RICHARD. I would like, Senator, to second the mayor's com-
ments and statement, in that we do have other municipals in
Louisiana looking at potential hydro development on the Red River
and all the locks and dams that are being planned by the Corps of
Engieers.

Sme of these projects are also limited in the same manner in
which the mayor indicated the city of Vidalia is, in that these
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projects will generate excess energy which they will have to sell,
and it does violate the 25 percent, two-county rule and therefore
they would lose their tax exemption on the financing.

So they are in favor and would support this bill.
Senator GRAVEL. Thank you very much, gentlemen. We appreci-

ate it.
Our next witness in this group will be John Schaefer, vice presi-

dent of E. F. Hutton & Co.
Mr. Schaefer, I understand Mr. Lopp was not able to be here and

you are sitting in for him.
Mr. SCHAEFER. Yes, that is correct.
Senator GrVEL. Please proceed.

STATEMENT OF JOHN SCHAEFER, VICE PRESIDENT, E. F.
HUTTON & CO.

Mr. SCHAEFER. Mr. Chairman, in the interest of time, I would
like to highlight Mr. Lopp's testimony, which supports Senator
Gravel's hydro-

Senator GRAVEL. It will be placed in the record as submitted.
Mr. SCHAEFER. Thank you very much.
Inasmuch as the Finance Committee, by a vote of 9 to 2 last

October 25, voted to include as an amendment to the windfall
profits tax measure language similar to bill 2766, I will not take
the subcommittee's time this afternoon to make a lengthy argu-
ment as to the merits of the proposed legislation. In fact, I think
those have been covered fairly well.

Senator GRAVEL. In fact, the Senate has already acte-1 on that
issue. We lost it in conference. Our hope is to regain it this year.

Mr. SCHAEFER. In Mr. Lopp's testimony he addresses the objec-
tions which have been raised against the use of tax exempt bonds
to finance hydroelectric facilities, objections which we understand
were responsible for the refusal of the House members of the
conference committee on the windfall profits tax bill to accept the
Senate provisions.

In large part these objections are based upon a grossly erroneous
concept of the bond market and upon highly inflated estimates of
the revenue loss to be lost to the Treasury because of tax exempt
status of the bonds. I think Professor Kormendi has already cov-
ered the inaccuracies of the Treasury's method of estimation.

With respect to the bond market itself, we really can do no
better than to recount the comment of Senator Gravel in his addi-
tional views in the report of the windfall profits tax bill, where he
said:

The use of tax exempt financing for hydroelectric construction is attacked by the
administration on the grounds that the expansion of the use of tax exempt financ-
ing into this field will increase interest rates, drive out other tax exempt borrowers
such as schools and hospitals.

The administration position has no basis in fact. Historically, when investments
eligible for tax exempt financing have been expanded, the markets have expanded
to absorb the new issues without affecting interest rates. In recent years, two major
new markets for tax exempt bonds have developed without affecting interest rates.
These two new major markets were pollution control facilities and housing mort-
gage bonds.

As investment bankers, we can endorse completely Senator
Gravel's comment. He was also completely on the mark when he
said:
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The interest rate on tax exempt bonds is not tied to the volume of bonds issued
but to the cost of money generally. The Treasury and the Federal Reserve System
do more to affect -'he interest rate on tax exempts than any conduct in the market.

The market for ax exempt bonds is not a closed market with a limited volume all
its own, but a market like other markets which interacts with the markets for other
financial assets. The Treasury appears to view this market as closed, with a finite
possible size, in spite of historical evidence to the contrary.

Again, E. F. Hutton as an investment banking firm can agree
with these words and tell you that they are the truth. The use of
tax-exempt financing for a broad spectrum of public purposes has
served America well. It has prompted industrial development, cre-
ated jobs, rebuilt neighborhoods, provided affordable housing,
curb pollution and accomplished a significant number of other
worthwhile public purposes.

It is true that because of the tax-exempt status of these bonds,
some would argue that there has been what amounts to a Federal
subsidy. If this is true, then we feel that it should be continued.
States and localities which have issued the bonds have benefited
from their proceeds in a manner, we suggest, that is more efficient,
cost effective and workable than a Federal subsidy program admin-
istered by a massive and often unresponsive bureaucracy.

In short, Mr. Chairman, we believe that the passage of bill 2766
would not only make a significant contribution to the solution of
the Nation's energy problem but would do so in a way that is
completely compatible with the expressed intent of tax exempt-
financing.

Senator GRAVEL. Thank you very much, Mr. Schaefer. I have no
questions.

[The prepared statement of Mr. Lopp follows:]
TESTIMONY OF W. JAMES Lopp II, ExECUMiv VIcE PRESIDENT, E. F. Hu'rroN &

Co., INC.
Mr. Chairman and members of the Subcommittee, I am Jim Lopp, Executive Vice

President of E. F. Hutton & Company Inc. I sincerely appreciate this opportunity to
express support of Senator Gravel's bill, the Hydropower Development Act of 1980.

Inasmuch as the Finance Committee, by a vote of 9 to 2, last October 25, voted tq
include as an amendment to the Windfall Profit Tax measure, languae similar to"
S. 2766, I will not take the Subcommittee's time this afternoon to make a lengthy
argument as to the merits of the proposed legislation. It is clear that you, the full
Finance Committee and the full Senate already appreciate the need to develop the
nation's neglected hydroelectric potential.

More than that, Senator Gravel, in his May 28 remarks upon introduction of the
bill, has clearly and succinctly outlined the urgent requirement that this nation
rediscover and bring back into use the massive potential for energy represented by
hydroelectric power generation.

In these brief remarks, Mr. Chairman, I would like first to address the objections
which have been raised against the use of tax-exempt bonds to finance hydroelectric
facilities-objections which I understand were responsible for the refusal of the
House members of the conference committee on the Windfall Profit Tax bill to
accept the Senate provisions.

In large part these objections are based upon a grossly erroneous concept of the
bond market and upon highly inflated estimates of the revenue to be lost to the
Treasury because of the tax-exempt status of the bonds.

I can do no better, Mr. Chairman, than to recount the comment of Senator Gravel
in his Additional Views in the report on the Windfall Profit Tax. He said:

"The use of tax-exempt financing for hydroelectric construction is attacked by the
administration on the grounds that expansion of the use of tax-exempt financing
into this field will increase interest rates, driving out other tax-exempt borrowers
such as schools and hospitals. The administration position has no basis in fact.
Historically, when the investments eligible for tax-exempt financing have been
expanded, the markets have expanded to absorb the new issues without affecting
interest rates. In recent years two major new markets for tax-exempt bonds have



-235

developed without affecting interest rates. These two major new markets were
pollution control-facilities and housing mortgage bonds."

As an investment banker, I can endorse completely Senator Gravel's comment.
He was also completely on the mark when he said:
"The interest rate on tax-exempt bonds is not tied to the volume of bonds issued

but to the cost of money generally. The Treasury and the Federal Reserve System
do more to affect the interest rate on tax-exempts than any conduct in the market.
The market for tax-exempt bonds is not a closed market with a limited volume all
its own, but a market like other markets, which interacts with markets for other
financial ass-et. The Treasury appears to view this market as closed, with a fimite
possible size in spite of historical evidence to the contrary."

Again, Mr. Chairman, as an investment banker, I can tell you those words are the

The Senator from Alaska is on solid ground when he questions the validity of the
Treasury Department's estimates of forgone revenues. Since I have never seen a
credible explanation of how such estimates are reached, I must conclude that they
are based on faulty assumptions, one of which is that if tax-exempt bonds were
eliminated, investors would shift their funds to fully taxable issues. Clearly, this is
not the case.

Further, I have no reason to believe that the Treasury considers the indirect tax
benefits which flow from the increased economic activity financed by a tax-exempt
bond issue. This Subcommittee is familiar with the well-recognized multiplier effect
of the profits earned and wages paid during the construction of new projects and of
the additional revenues generated by taxes on financing and operations of facilities,
as well as the enhanced local tax base.

Fifty years ago, Mr. Chairman, hydros supplied a third of America's electricity.
Today the figure is no more than 13 percent and a good deal of that comes from
storage facilities at large hydro plants.

At the request of President Carter, the Army Corps of Engineers in 1977 counted
and evaluated all the dams in the United States. Of the 49,500 dams the Corps
found, less than 3 percent produced power. The rest were used for flood control,
navigation, irrigation or water supply.

In another study, the Federal Power Commission found that no fewer than 770
hydro plants had been abandoned since 1940. The reason is obvious: Fueled by
cheap oil, large steam-driven generators cranked out millions of kilowatts of elec-
tricity. The smaller, older hydros simply could not compete and were closed down by
the hundreds.

The Middle East oil embargo of 1974 and frequent increases in petroleum prices
hy-the OPEC cartel has caused a rethinking of national policy toward- hydros. The
Corps of Engineers estimates that the action of additional generating capacity
at existing dam sites could add to the nation's power pool about 54.6 million
kilowatts, the equivalent of 85 good-sized nuclear plants. Almost half that power
could come from small, undeveloped dams with capacities of 5,000 kilowatts, while
the rest would come from installing more powerful and more efficient equipment at
dams already producing power.

The advantages of hydro over other power generation methods are clear: It is
renewable, unlike oil, coal or uranium. It is non-polluting and available throughout
most of the country. Most hydro systems have two or three times the expected life
of a conventional thermal plant, have lower operating costs-and offer high effi-
ciency-up to 94 percent.

In its report to the President, the Corps of Engineers concluded that "none of the
identifiable constraints to the development of hydroelectric power at existing dams
are insurmountable and the national potential is of such significance as to warrant
the rapid selection and development of small scale hydro demonstration projects."

Senator Gravel has already explained that his legislation is designed to eliminate
from Section 103(b) of the Internal Revenue Code of 1964 the so-called public-use
test and the "two-county" rule which work to effectively deny the use of tax-exempt
bonds for the development of hydropower.

It is important, Mr. Chairman, that the Congress address this matter from the
standpoint of the contribution it can make toward the national goal of independence
from foreign energy sources -

The Congress is completing work on an $88 billion bill which is designed to
increase the production of synthetic fuels by the equivalent of at least half a million
barrels of crude oil a day by 1987 and by the equivalent of 2 million barrels a day
by 1992. That measure provides for a broad range of government subsidies, in the
form of purchase agreements, price guarantees and loan guarantees for up to 75
percent of the project costs.
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The Senate Energy Committee, by a vote of 17 to I has reljorted S. 2470 which
authorizes $3.6 billion in grants to encourage s ified utilities to convert from oil
or gas to coal as a primary energy source. The ill is designed to reduce the use of
petroleum and natural gas by at least a million barrels a day within a decade.

Dozens of other measures are pending in the Congress, all designed to lessen this
nation's dependence on foreign sources for our energy requirements.

In view of that congressional willingness to commit billions-of dollars to energy
independence, it seems ironic that there should be any reluctance to proceed with
the development of a resource as plentiful and as available as hydropower.

Mr. Chairman, as a taxpayer I can well understand-indeed, I applaud-the
current efforts in the Congress to achieve a balanced budget and.to reduce unneces-
sary federal spending. Further, I readily acknowledge that a considerable portion of
the municipal finance work of E. F. Hutton is in the field of tax-exempt issues. I
could not, in good conscience, come before you this afternoon and ask your support
of a bill that I felt was not in the nation's best interest.

The use of tax-exempt financing for a broad spectrum of public purposes has
served America well. It has promoted industrial development, created jobs, rebuilt
neighborhoods, provided affordable housing, curbed pollution and accomplished asignificant number of other worthwhile public purposes.

It is true that because of the tax-exempt status of these bonds, there has been
what amounts to a federal subsidy. That's the way the Conrs intended it. States
and localities which have issued the bonds have benefited from their proceeds in a
manner, I suggest, that is more efficient, cost-effective and workable than federal
subsidy programs administered by a massive and often unresponsive Washington
bureaucracy.

In short, Mr. Chairman, I believe that passage of S. 2766 would not only make a
significant contribution to solution of the nation's energy problem but would do so
in a way that is completely compatible with the expressed intent of-the Congress.

I will be pleased to respond to any questions members of the Subcommittee may
have.

Senator GRAVEL. Mr. Hathaway to testify. That is S. 2547.

STATEMENT OF WILLIAM D. HATHAWAY, PEPSICO, INC.,
ACCOMPANIED BY ERNEST CHRISTIAN, JR.

Mr. HATHAWAY. Thank you very much, Mr. Chairman.
I am appearing this afternoon on behalf of Pepsico Co., Inc. in

support of S. 2547, which would clarify the law that the costs of
complying with the State antidisposable beverage container law
can, like other solid waste disposal and pollution control facilities,
be financed by tax-exempt industrial development bonds.

I am accompanied by my cocounsel, Mr. Ernest Christian, also of
the firm of Patton, Boggs & Blow.

Mr. Chairman, 13 States, including Michigan, where Pepsico has
a large bottling facility, have already adopted antidisposable bever-
age container laws. In general these laws ban the sale of beverages
in cans with pull tabs and require bottlers to collect and dispose of
all empty cans and bottles which consumers return to dealers in
exchange for refund of their deposit.

One result has been to cause bottlers to convert their operations
from the use of lightweight, nonreturnable, nonrefillable bottles to
the use of heavy, more expensive refillable bottles. The initial cost
of this conversion in operations, including the initial supply of
returnable bottles and associated facilities plus equipment to crush
and bale the, cans, are very large.

In PepsiCo s case in Michigan, for example, the cost is about $54
million. But that is only the initial cost. The continuing ongoing
cost over the years, of course, will amount to much more. These are
governmentally mandated costs for the purpose of solid waste-dis-
posal and pollution control. These costs do not increase the
bottler's productivity or his output.
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Where government imposes on private companies extraordinary
costs to achieve a public purpose such as solid waste disposal, it is
appropriate and the Congress has deemed it so to allow these costs
to be financed with industrial development bonds. Keep in mind
that the bottler would still bear the burden of these government-
mandated costs.

Industrial development bonds would merely reduce the interest
expense infinancing the initial capital outlays. In Pepsico's case,
Detroit and several cities served by Pepsico's Michigan plant adopt-
ed.bond resolutions to permit those government-mandated costs to
be financed with tax exempt industrial development bonds under
the provisions of present law related to solid waste disposal facili-
ties.

It has, however, not been possible to issue those bonds. That is
because of the refusal of the Internal Revenue Service to rule that
the bonds are tax exempt. That adverse interpretation apparently
relates primarily to the fact that in lieu of collecting the empty
bottles, crushing them and making new bottles out of the waste
glass, Pepsico is converted to refillable bottles which can, when
collected, be washed, sterilized, and reused for a limited period of
time.

The IRS apparently considers these bottles to have a value to
Pepsico and therefore not to be-solid waste, despite the fact that
under present tax law and under the Solid Waste Disposal Act,
empty beverage bottles clearly are solid waste.

Contrary to the position of the Internal Revenue Service, we
believe that the policy of present law, if not the letter of present
law, fully justifies allowing industrial development bond financing
of facilities to comply with an antidisposable beverage container
law.

S. 2547 is, in many respects, more narrowly drawn than compa-
rable provisions of the present law. The amendment would not
allow industrial development bond financing for replacement facili-
ties or for ongoing business costs. Only the initial costs of facilities
required at or about the time of the enactment of the antidisposa-
ble beverage container law. would be covered.

Also, unlike present law, the amendment would apply only to
costs which are mandated by law. For the same reasons, the reve-
nue costs of S. 2547 could never be large, nor could the total
amount of bonds issued pursuant to S. 2547 ever be significant
enough to have any material effect on the bond market or on
Treasury's borrowing costs.

Even if all the States in the Union adopted antidisposable laws, a
very unlikely event, total eligible investments would be limited to
the narrow category of the one-time cost required to be made at or
about the time of enactment of each State's law.

The main point is that S. 2547 applies to government-mandated
costs imposed to achieve the public purpose of solid waste disposal
and pollution control. It is sound tax policy to allow these private
costs to be financed with industrial development bonds.

Mr. Chairman, I would hope that the longer statement will be
made a part of the record. I would like permission just to add a
couple of points. The Treasury in its statement makes the point
that since the Federal Government doesn't have any control over

66-691 0-80-16
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what the State may mandate or not mandate, that we shouldn't go
along with this.

This is true with respect to pollution facilities. The State law can
mandate certain pollution facilities be established, and as a result
of that, under the law as it stands today, IDB treatment would be
available. The Treasury also makes the point in opposition to the
bill or the amendment that this is retroactive; but the Treasury by
its own regulations provided the same kind of treatment to pollu-
tion facilities that were in existence at the time that the section
that we would like to amend, the solid waste disposal section, was
enacted into law.

Senator GRAVEL. I believe you make a very strong case.
Mr. HATHAWAY. Thank you very much.
Senator GRAVEL. Thank you very much. Thank you, Mr. Chris-

tian.
[The prepared statement of Mr. Hathaway follows:]
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STATEMENT
OF

WILLIAM D. HATHAWAY
ON BEHALF

OF
PEPSICO, INC.
BEFORE THE

COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

JUNE 24, 1980

S. 2547

Summary Of Statement

1. PepsiCo, Inc., the second largest bottler of
soft drinks, strongly supports S. 2547.

2. S. 2547 would make clear that the costs of com-
plying with a state or Federal antidisposal
beverage container law may, like other solid
waste and pollution control facilities under
present law, be financed with tax-exempt indus-
trial development bonds.

3. The costs of compliance with these antidisposable
beverage container laws are large and do not in-
crease the bottlers' output or productivity.

4. Financing of those governmentally mandated costs,
imposed on private companies to achieve a public
purpose, is an appropriate use of industrial
development bond financing.

5. S. 2547 is narrowly drawn. Only those costs
directly attributable to complying with the
antidisposable beverage container law would be
eligible, and even those costs would not be
eligible unless incurred at or about the time of
the enactment of the antidisposable law. The
costs of replacing such facilities and other on-

-going business costs, even if associated with
compliance with law, would not be eligible. In
this respect, S. 2547 is more restrictive than
the provisions of present law.

6. The revenue costs of S. 2547 could never be
large; nor could the total amount of bonds -
issued pursuant to S. 2547 ever be significant
enough to have any material effect on the bond
market or on Treasury's borrowing costs. Even
if all states adopt i antidisposable laws -- a
very unlikely event -- total eligible investment
would be limited to the narrow category of one-
time costs required to be made at or about the
time of enactment of each state's law.
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STATEMENT
OF

WILLIAM D. HATHAWAY
ON BEHALF

OF
PEPSICO, INC.
BEFORE THE

COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

JUNE 24, 1980

S. 2547

Thank you Mr. Chairman. I am William D. Hathaway. I am

appearing today as special counsel for PepsiCo, Inc., in support

of S. 2547 which would clarify that tax-exempt industrial develop-

ment bonds can be used to finance facilities necessary to comply

with a state or Federal antidisposal beverage container law. I

am accompanied by my co-counsel, Mr. Ernest S. Christian, Jr.,

also of the law firm of Patton, Boggs & Blow.

PepsiCo, Inc., the second largest soft drink company in

the U. S., strongly supports S. 2547. In our view, this legis-

lation is not an expansion of present law as concerns industrial

development bonds. Instead, we think it is merely a necessary

and appropriate clarification of provisions in present law which

allow tax-exempt industrial development bond financing of solid

waste disposal facilities. Under present law, such bonds may

also be issued to finance pollution control facilities.
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S. 2547 is directed to the problem presented when govern-

ments, Federal or state, impose on private companies the costs

of achieving a public purpose. The private sector ought not be

required to bear totally these governmentally mandated costs.

The public ought, at least to some extent, bear part of the

costs of achieving the intended public purpose -- in this case

environmental protection and solid waste disposal.

Thirteen states, plus several local governments, have

adopted antidisposal beverage container laws of one form or

another. Among these are Delaware, Hawaii, Michigan, Minnesota

Oregon and Virginia. Such laws are currently under active con-

sideration in six local jurisdictions in New York State, nd

by the states of Louisiana, New Jersey, Pennsylvania and

Massachusetts.
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TABLE I

Current Statewide Beverage Container Laws

State

California

Connecticut

Delaware

Hawaii

Iowa

Maine

Massachusetts

Michigan

Minnesota

Oregon

South Carolina

State

Vermont

Virginia

Type Of Law

Bans pull-tabs

51 deposit - 10 handling
fee - bans pull-tabs

50 deposit - bans pull-
tabs and nonbiodegradable
can holders

Bans pull-tabs

50 deposit - 10 handling
fee - bans pull-tabs

51 deposit - labeling
requirement - bans pull-
tabs and nonbiodegradable
can holders

Bans pull-tabs

10% deposit - labeling
requirement - bans pull-
tabs

Bans pull-tabs

5. deposit - labeling
requirement - bans pull-
tabs and nonbiodegradable
can holders

Bans pull-tabs

Type Of Law

5% deposit - labeling
requirement - bans pull-
tabs and nonbiodegradable
can holders

Bans pull-tabs

Effective Date

January 1, 1979

January 1, 1980

1 year after
passage of similar
legislation by
Pennsylvania and
Maryland

January 1, 1979

July l, 1979

January 1, 1978

June 1, 1979

December 3, 1978

January 1, 1977

October 1, 1972

May 5, 1978

Effective Date

July 1, 1975

January 1, 1979
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TABLE I I

Current Local Beverage Container Laws

County

Marin County,
California

Montgomery
County,
Maryland

Loudon County
Virginia

Fairfax County,
Virginia

Type Of Law

5% deposit

Effective Date

Effective date
delayed pending
approval by a
majority of cities
within the county

January 1, 1978
October 1, 1980

Pull-tab ban
5d deposit

50 deposit/pull-
tab ban (carbonated
soft drinks only)

5% deposit/pull-
tab ban (carbonated
soft drinks only)

1978

1977
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Antidisposable beverage container laws generally are of

two types. Some prohibit by law the sale of beverages in flip-

top or pull-tab cans, and thus require the use of beverage cans

with nondetachable openings. Other such laws, designed to

encourage consumers to return empty bottles and cans, require

deposits on all beverage containers. These laws also require

bottlers to collect and dispose of the bottles and cans which

are returned. Typically, antidisposable beverage container laws

contain all of these features.

The beverage container law in Michigan, with which PepsiCo

has recently had substantial experience, is a good example of

a antidisposable beverage container law. This Michigan exper-

ience also provides a good illustration of the large amounts of

governmentally mandated costs which these laws impose on bot-

tlers. First, the Michigan law prohibits the sale of beverages

in flip-top cans. Thus, PepsiCo has had to purchase and install

new machinery to manufacture and affix to cans tops with non-

detachable openings. Second, PepsiCo is required to collect alid

dispose of all empty bottles and cans which consumers return to

the retailer in order to obtain a refund of the 10 cent deposit

required by law. Consequently, PepsiCo has had to incur the

additional costs of collecting these empty containers, and h.

had to purchase new machinery to crush and bale the empty cans

which are solid waste that PepsiCo is required to dispose of.

PepsiCo is also required to collect and dispose of all empty

bottles. Disposal of solid waste in the form of glass bottles
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is, however, a much more expensive and difficult process than is

the case with cans. Therefore, since PepsiCo is in any event

required to collect and somehow dispose of the bottles, PepsiCo

has, as a practical matter, been required to convert from the

use of lightweight non-refillable bottles to the use of more

expensive, heavy glass refillable bottles. That portion of these

refillable bottles which are not cracked or broken may, by wash-

ing and sterilizing, be reconstituted into useable containers.

These bottles, which PepsiCo is required by law to collect, are

refilled and recycled back into the trade rather than being

accumulated as solid waste which would be the case if PepsiCo

continued to use and collect nonrefillable bottles. This was

the intended and expected result of the beverage container law

in Michigan.

However, in order to convert its operation to comply with.

the law, PepsiCo had to incur very substantial costs which did

not increase the productivity or output of its bottling facility

in Michigan. PepsiCo had to purchase the initial supply of

expensive refillable bottles which alone cost about $20 million.

PepsiCo also had to purchase additional trucks and carrying

cases for heavy bottles, as well as machinery and equipment to

process refillable bottles and warehouse facilities to store

refillable bottles. All these facilities and equipment had been

unnecessary prior to intervention of the Michigan antidisposable

beverage container law with which PepsiCo was required to comply.

In total, the capital costs directly associated with complying

with the Michigan law amounted to about $54 million.
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In recognition of the extraordinary nature of these

governbentally mandated costs imposed on PepsiCo, the cities of

Detroit, Dearborn, Dearborn Heights, Flint and Howell passed

bond resolutions authorizing the issuance of tax-exempt bonds to

assist in financing these large, new capital costs. These bonds

would be tax-exempt industrial development bonds under section

103(b)(4)(E) of the Internal Revenue Code which expressly permits

such bonds to finance solid waste disposal facilities. It has,

however, not yet been possible to issue these bonds because the

Internal Revenue Service refused to issue a ruling that thesa

bonds would qualify as tax-exempt bonds for solid waste disposal

facilities. The government has taken that position despite the

fact that beverage containers are solid waste within the meaning

of the Solid Waste Disposal Act, despite the fact that the

legislative history of section 103(b)(4)([) indicates that it

was based upon the same principles as the Solid Waste Disposal

Act, and.despite the farct that the antidisposable beverage

container law in Michigan was quite clearly enacted for the

purpose of achieving environmental protection and solid waste-

disposal.

That tax-exempt bond financing is not available, absent

the clarification provided by S. 2547, is an incongruous result.

For example, had PepsiCo voluntarily gone out, collected dis-

carded bottles, crushed the bottles, made new bottles out of the

crushed glass, and recycled the bottles back into the trade at a

_profit, the facilities required to do that would qualify as solid
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waste disposal facilities under present law and would under pre-

sent law be eligible for tax-exempt industrial development bond

financing. On the other hand, according to the Internal Revenue

Service, where PepsiCo is required by law to incur additional

costs for solid waste disposal which accomplishes the same result

as in the prior example, without increasing PepsiCo's output or

profit, tax-exempt industrial development bond financing is not

available.

Apart from its general hostility toward the use of tax-

exempt bonds for either pollution control or solid waste dis-

posal, the apparent basis for the Internal Revenue Service's

adverse interpretation of present law is the so-called "fair

market or other value" restriction which is solely an administra-

tive creation found nowhere in the law enacted by Congress.

Under this interpretation, empty bottles are not solid waste

unless those bottles have *no market or other value at the place

where . . . located-" Where located in the backyards, garages,

basements, etc., of consumers, empty beverage bottles, even

refillable bottles, do not have any value since it would cost

PepsiCo or any other bottler more to collect them than the bot-

tles are worth. On the other hand, the Internal Revenue Service

may mean that the bottles have a value because the consumer can

get a refund of his 10 cent deposit if he takes the bottle back

to the retailer; but this is patently an incorrect application

of the IRS's own administratively created rule. The fact that a

consumer can get back his deposit, his own 10 cents that he has

already paid, does not mean that the empty bottle has a value in
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any real economic sense. The deposit and refund procedure is a

mere formality (with no net economic effect) imposed by the

requirements of state law. It would, of course, be possible for

a person to go around and collect bottles, even on the roadside,

and get the 10 cent refund of the deposit paid by someone else.

But this would not be an economic endeavor because the true

economic cost of collection would exceed the 10 cent refund

value.

Alternatively, the IRS may mean that the empty refillable

bottles have a value to PepsiCo where, after having been returned

by the consumer, they are located at the retailer's store. But,

again, this is an incorrect application of the IRS's own adminis-

tratively created rule even assuming that rule has any validity.

The empty bottles have no value to anyone other than PepsiCo.

Even to PepsiCo, these bottles have no value until further

processed to the point where they can be refilled. Moreover,

any such restrictive IRS interpretation ignores three fundamental

facts. First, PepsiCo paid the cost of the bottle to start

with, so that any refillable bottle Pepsico recovers merely

reduces the overall negative economic impact on PepsiCo of the

beverage container law. Second, PepsiCo would not have incurred

the additional costs associated with the use of refillable

bottles but for the need to comply with the mandates of state

law. Third, the additional costs of refillable bottles and all

associated facilities do not increase PepsiCo's output or

productivity.
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Whether or not the costs of complying with an antidispos-

-- able beverage container law designed to achieve the purposes of

environmental protection and solid waste disposal fit precisely

into the provisions of present law, they are so closely related

that the underlying policy of present law is equally applicable.

In addition, allowance of tax-exempt industrial development bond

financing of these beverage container facilities is justified by

the fact that they are governmentally mandated.

Therefore, S. 2547 would amend present section 103 of the

Code to provide a separate category for tax-exempt industrial

development bonds for facilities to comply with an antidisposable

beverage container law. This would leave undisturbed the present

rules related to the more traditional categories of solid waste

disposal facilities, including the IRS's "market or other value"

rule which may have some utility in those other circumstances.

Moreover, unlike the provision of present law related to other

types of solid waste disposal facilities, S. 2547 would be

limited to costs incurred to comply with state or Federal law.

The amendment that would be made by S. 2547 is narrowly

and carefully drawn. Only those costs directly attributable to

compliance, and only those costs incurred at or about the time

of enactment of the beverage container law, would be eligible.

Unlike bonds issued under the more liberal provisions of present

law related to solid waste disposal, these bonds could not be

used to finance replacement of existing facilities or to finance
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on-going, recurring costs after the initial impact of the con-

version in operations required by the enactment of the beverage

container law. In this respect, the amendment that would be made -

by S. 2547 is narrower and more restrictive than present law.

Under S. 2547, beverage container facilities would be

eligible only if acquired, etc., after enactment of the beverage

container law and within two years after the effective date of

such law. Normally, beverage container laws have an effective

date which is delayed a year or two after enactment in order to

allow bottlers time in which to acquire or construct the addi-

tional facilities required to comply with the law. Thus, S. 2547

is confined to facilities made necessary solely by enactment of

the beverage container law, and is, in fact, confined only to

the initial facilities.

Because the facilities must be acquired at or about the

time of the effective date of the beverage container law, tax-

exempt bonds cannot be used for what is, in any realistic sense,

an expansion of facilities. Any additional capacity which is

added so close in time to enactment of the beverage container

law represents an expansion that almost certainly would have

occurred in any event. Tax-exempt financing would be available

only for a portion of the additional facilities that would not

have had to be included in the expansion but for the intervention

of the beverage container law. The same rule applies to those

who are new entrants in the bottling business at or about the

time of the beverage container law. If the enactment of the
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beverage container law catches a new entrant right at the time

he is putting in place his initial plant, tax-exempt bonds would

be available only for those costs which would but for the

beverage container law not have been incurred. Once, however,

after two years, when the facilities required by law have become

the norm for bottlers, no facilities, not even those required

solely to comply with law, would be eligible for tax-exempt bond

financing.

The specific type of facilities included would be limited

to the initial supply of refillable bottles, and associated

facilities for collecting, sorting, handling, storage, cleaning

or processing those containers; all of which are costs attribut-

able to the antidisposable beverage container law. Equipment

directly associatEd with the requirement of non-detachable can

tops would also be included in the eligible category.

Tax-exempt status would be available only for bonds issued

after enactment of S. 2547. Proceeds of those bonds could be

used to finance facilities already in use prior to enactment of

S. 2547 only if the bond resolution was adopted by the state or

local government before the construction, acquisition, etc., of

such facilities.

The revenue loss to the Treasury associated with tax-exempt

bonds authorized by S. 2547 could not be large; nor could there

ever be a sufficiently large amount of such bonds to have any

material effect on the bond market or on the Treasury's own bor-

rowing costs. That is because of the narrow scope of S. 2547,

whereby only facilities related to compliance with a beverage
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container law, and only those acquired at or about the time of

enactment of the beverage container law, can be financed with

these bonds. Thirteen states have adopted beverage container

laws, but five of those laws became effective more than two

years ago and would be outside the scope of S. 2547. Even if

over the next decade all the remaining 37 states adopted such

laws -- a very unlikely event -- the total eligible investment

would, by definition, be limited to the narrower category of

one-time costs required to be made at or about the time of

enactment of each state law.

In conclusion, PepsiCo, Inc., strongly supports S. 2547.

S. 2547 is an appropriate clarification of present law. S. 2547

provides for an appropriate use of tax-exempt industrial develop-

ment bonds where mandated costs are concerned.

I thank the Committee for its attention.

Senator GRAVEL. Our next witness on S. 2784 is Mr. Robert
Peabody, president of American Iron & Steel Institute.

Mr. Peabody, please proceed.

STATEMENT OF ROBERT B. PEABODY, PRESIDENT, AMERICAN
IRON & STEEL INSTITUTE

Mr. PEABODY. Mr. Chairman, my name is Robert Peabody. I am
president of the American Iron & Steel Institute, a trade associ-
ation whose 63 domestic member companies account for more than
93 percent of the steel production in the United States.

I am appearing today to urge passage of S. 2784, a bill which
changes the effective date for the applicability of energy invest-
ment tax credits to coke ovens. My brief remarks will summarize a
more detailed statement which I have filed. I request that it be
included in the record.

Senator GRAVEL. It will be included in the record as submitted.
Mr. PEABODY. I would like to make a correction on page 3 of that

statement. The figure cited for the amount of investment tax cred-
its that would accrue to eligible steel companies should be approxi-
mately $35.1 million rather than the $34 million cited. I would ask
that the statement, as corrected, be included as part of the record.

The Energy Tax Act of 1978 as passed provided an additional 10-
percent investment tax credit for "alternative energy property".
Although such property includes equipment for converting an al-
ternative substance, one other than oil or natural gas, into a syn-
thetic liquid, gaseous or solid fuel, the words "other than coke or
coke gas' were included in the conference report, thus making
coke ovens ineligible for the "alternative energy property" invest-
ment tax credit.
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To correct this inequity, Senator Heinz subsequently offered an
amendment to the Crude Oil Windfall Profit Tax Act of 1980 to

-delete the exclusion of coke ovens. This amendment became the
law. However, instead of making coke producing equipment eligible
on the same basis as other equipment under the terms of the
Energy Tax Act of 1978, that is, with an effective date of Septem.
ber 30, 1978, the effective date for coke ovens was made December
31, 1979, the effective date of the Crude Oil Windfall Profit Tax
Act.

The effect of the December 31, 1979, date thus is to deny to
domestic steel producers that placed into service new coke ovens or
conducted overhauls or rebuilds of their coke-producing equipment
between September 30, 1978, the effective date of the Energy Tax
Act of 1978, and December 31, 1979, which was the effective date of
the Crude Oil Windfall Profit Tax Act, the same treatment that is
provided to other "alternative energy property"; that is, an addi-
tional 10-percent investment tax credit with an effective date of
September 30, 1978.

Therefore, in order to fully correct the inequity that was origi-
nally placed against coke ovens as alternative energy property, the
American Iron & Steel Institute urges you to approve S. 2784.

I would like to add one comment about the Treasury suggestion
of a revenue loss of some $50 million in fiscal year 1981 and their
suggestion of an additional $3 million fiscal year 1982 loss. I think
the reality is that this is not at all likely to occur. There are two
reasons. First, as is, unfortunately, too well-known, the operating
rates of the domestic steel companies are such in the current
recession that it is highly doubtful that there will be sufficient
profitability to set against any investment tax credits.

But muc more fundamentally, there are literally hundreds of
millions of dollars of unused investment tax credits heretofore
accumulated in the domestic steel industry. It is inconceivable, I
think, to assume that they are going to be utilized in the next 2
fiscal years.

I think the net of it is, Senator, that coke ovens are fitted, so to
speak, with the additional investment tax credit from December 31,
1979 forward. We are suggesting that the act be changed to permit
it back to September 30, 1978, which was the date of the original
Energy Tax Act.

Senator GRAVEL. Thank you very much, Mr. Peabody. I think
you make a good case.

Mr. PEBODY. Thank you, sir.
[The prepared statement of Mr. Peabody follows:]

66-01 0-80-11



254

STATEMENT OF

ROBERT B. PEABODY

PRESIDENT

AMERICAN IRON AND STEEL INSTITUTE

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE

SENATE COMMITTEE ON FINANCE

JUNE 24, 1980



255

Amecan Iron and Steel hIstitute
STATEMENT OF ROBERT B. PEABODY

PRESIDENT, AMERICAN IRON AND STEEL INSTITUTE
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
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Mr. Chairman and members of the Subcommittee on Taxation and Debt

Management, my name is Robert B. Peabody. I am President of the American

Iron and Steel Institute (AISI), a trade association representing 63 domestic

iron and steel producers which account for 93 percent of all domestic raw

steel production. Thank you for the opportunity to express the views of the

steel industry In favor of S. 2784, a bill which changes the effective date for

the applicability of energy. investment tax credits to coke ovens.

The Energy Tax Act of 1978 as passed provided an additional 10 percent

investment tax credit for "alternative energy property." Although such prop-

erty includes equipment for converting an alternate substance (one other than

oil or natural gas) into a synthetic liquid, gaseous, or solid fuel, the words

"other than coke or coke gas" were Included in the conference report, thus

making coke ovens ineligible for the "alternative energy property" investment

tax credit. To correct this inequity, Senator Heinz subsequently offered an

amendment to the Crude Oil Windfall Profit Tax Act of 1980 to delete the exclusion

of coke ovens. The amendment became the law. However, instead of making

coke-producing equipment eligible on the same basis as other equipment under

the terms of the Energy Tax Act of 1978, i.e., with an effective date of

September 30, 1978, the effective date for coke ovens was made December 31,

1979, the effective date of the Crude Oil Windfall Profit Tax Act.

The effect of the December 31, 1979 date thus is to deny to domestic

steel producers that placed into service new coke ovens or conducted overhauls
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or rebuilds of their coke-prooucing equipment between September 30, 1978

(the effective date of the Energy Tax Act of 1978) and December 31, 1979

(the effective date of the Crude Oil Windfall Profit Tax Act) the same treat-

ment that is provided to other "altesiative energy property": an additional

10 percent investment tax credit with an effective date of September 30, 1978.

S. 2784 will correct this inequity.

Coke ovens are exactly the kind of investment the energy tax credit

was designed to encourage, making possible shifts from oil and natural gas to

other fuels. Coke ovens convert coal into coke, coke oven gas and other by-

products, and are currently the only full scale production-tested coal gasifiers

in commercial operation in the United States. We estimate that for each ton of

coal charged, a BTU equivalent of approximately three barrels of crude oil is

obtained in the form of coke and one barrel in the form of various by-products.

These by-products have a variety of important uses as fuels or feedstocks.

For example, coke oven gas is used in steel operations as a primary fuel displacing

natural gas; tars and light oils are used as fuels or chemical feedstocks; and

ammonia by-products are used as feedstocks in the production of agricultural

fertilizers.

The steel industry presently derives about two-thirds of its energy needs

from coal which is used to make coke to feed our blast furnaces, and coke oven

gas, which is available as a fuel substitute in various steelmaking operations.

However, with much of the steel industry's coke-making capacity in need of

replacement, and due to the industry's limited ability to generate the capital

needed to replace deteriorating equipment and invest in required environmental

controls, this equipment is being retired faster than it is being replaced.

When sufficient domestic coke is not available, the steel industry must
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import coke from abroad. In 1979, we imported 4 million tons of coke, which

represented a $340,000,000 contribution to our balance of payments deficit. In

addition, four million barrels of oil were imported to make up for the coke oven

gas and other by-products which would have been generated had the coke been

produced domestically. This represented an additional $133,000,000 which was

added to our trade deficit. The decline in domestic coke oven production capacity

also has resulted In the loss of thousands of job opportunities for coke plant and

coal mine workers, further adding to the nation's economic and social problems.

In summary, the inequity of excluding coke ovens from the deflnitioti of

"alternative energy property" eligible for an additional 10 percent investment

tax cred-t under the Energy Tax Act of 1978 was partially corrected by the "Coke

Oven Amendment" to the Crude Oil Windfall Profit Tax Act of 1979. This amend-

ment included coke ovens within the definition of "alternative energy property"

under the Energy Tax Act of 1978 and, thus, they became eligible for the additional

10 percent Investment Tax Credit - but this became effective on December 31, 1979,

the effective date for the Crude Oil Windfall Profit Tax Act.

In order to full, correct the inequity, we believe that the date applicable

to the coke oven eligibility should be the date of eligibility for all "alternative

energy property", i.e., September 30, 1978, the effective date of the Energy Tax

Act.

The application of the investment tax credit to coke oven construction or

rehabilitation for the period between September 30, 1978 and December 31, 1979

would total about $3f,000,000 to those steel companies eligible. This would be

helpful to the industry's capital formation problem at a time when, according to

a recently released Treasury Department analysis (copy attached) done under the

auspices of the Steel Tripartite Committee, the steel industry will have between
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a $1.3 and $1.5 billion shortfall annually (1978 $) in capital requirements over

the five-year period from 1979 - 1983. Treasury is currently revising its

analysis to reflect 1980 dollars, thereby increasing further this estimated gap

between planned capital expenditures and industry capital availability.

Therefore in order to fully correct the inequity that was originally

placed against coke ovens as alternative energy property and to provide some

assistance to the capital formation problems of the steel industry, the American

Iron and Steel Institute urges you to approve S. 2784.
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SUMMARY

To provide the Steel Tripartite Committee with the assessment
of the U.S.-steel industry requested by the Committee, the Working
Group on Modernization and Capital Formation designated a joint
staff to analyze the steel industry's "Orange Book". In its first
report, the staff concluded that the industry's average annual capital
requirements in 1979 and the next several years to modernize and
meet environmental requirements on its existing capacity would
be $4.6 --4.9 billion (1978 $). In this second report, the staff
presents its conclusions on the amount of capital available to the
industry to meet those requirements, and on whether this modernization
program will provide an adequate return on investment.

The staff's availability analysis examined the period 1979
1983, using 1978 data and profits, assumed shipments at the 90% capacity
utilization rate used in the Orange Book, and certain other agreed-on
assumptions concerning profits, external financing, dividends, and
operating costs.

The staff concluded that-the--i0try's planned capital uses
under the modernization program would exceed its planned sources by
an average of approximately $1 - 1.2 billion (1978 $) annually over
the period 1979 - 1983.

Based on industry cost estimates accepted by the staff, it
appears that a 25-year modernization investment would earn annual
returns of approximately 12 1/2% on investment, and over 17% on the
incremental investment above a base maintaining level.

These general conclusions carry several qualifications:

-- shipments in 1979 and probably in 1980 will be sub-
stantially less than assumed in the analysis; this would
increase the annual shortfall for the five-year period by
approximately $300 million.

-- the shortfall identified does not include the cost of
funding that shortfall.

-- if the annual analysis was extended over a ten-year
period, the average shortfall could be as small as $200 million,
indicating an industry "hump" problem in the early years of the
program.

-- the analysis examines the industry as a whole and uses
average data, which may distort the actual problems or circum-
stances of specific firms.

-- the analysis assumed that inflation would impact revenues
and costs equally.
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The first two staff reports leave unresolved several issues
which the Group or Committee may wish to pursue.

" the Industry's financing of steel investment from
non-steel operations

" the effect of 010-5-3" or other depreciation proposals
on the industry

" future U.S. and world steel supply and demand and its
implications on the future adequacy of steel supply
in the It.S.

" Given U.S. labor and environmental costs, the future
competitive position of the U.S. in steelmaking, both
with and without the proposed modernization program

* the effect of technology advances on capital requirements
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INTRODUCTION

The Steel Tripartite Committee (the "Committee") established
a Working Group on Modernization and Capital Formation (the "Group")
to develop an assessment of the current status of the U.S. steel
Industry/ in these areas. At the Group's organizational meeting
on November 16 1979. the Group decided initially to review the
"Orange Book", / the industry's analysis of its capital needs
and sources, rather than conducting its own de novo analysis.
It adopted this approach as the most efficient wayto define the
issues and reach consensus within the Group. The Group, without
concurring with the policy recommendations contained in the Orange
Book, nevertheless used some of the Orange Rook assumptions to
examine the issues.

The 1977 Solomon Report stated that the industry's annual
capital requirements in the next several years should average
$4 billion (1977 $) and that with 1977 cash flows of no more
than $2.2 billion there was a gap-of $1.8 billion between the
industry's cash flow and investment requirements.

For its analysis, the staff developed a three-step process.
The first step would assess the Orange Book's treatment of industry's
capital requirements: the second step would assess the capital
available to the industry to meet the requirements identified
in the first step: and the third step could analyze issues raised
but not resolved in the first two steps and any other issues
identified by the Group or Committee.

This is the second report of the joint industry, labor and
government staff designatel by the Croup to analyze the Orange Book.

First Report

The staff presented its report on the first step (the "First
Report") to the Group at the Group's March 14 meeting. The
Orange Book i,entifieA the annual capital requirements of the
industry as $7.0 billion. This aggregate amount was comprised of
$.4 billion for debt reduction, $.l billion for additional working
capital, $.5 billion for expansion, $.8 billion for nonsteel,
$.8 billion for environmental, and $4.4 billion for modernizing
expanded capacity. The First Report covered only the capital

I/ "Industry" as used throughout refers to U.S. companies
for w~ich a majority of revenues come from the manufacture of
carbon, alloy and stainless steel products.

I/ Steel at the Crossroals: The A.erican Steel Industry in the
1980s, American Iron and Steel Institute ("AISI"), January, 108C.
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required for modernization and environmental expenditures and concluded
that the annual capital expenditures required by the industry in the
next several years would be $3.8 billion to $4.1 billion to modernize
existing steel capacity and $.8 bil-lion to retrofit that capacity to
meet environmental/ requirements. The $4.6 - 4.9 billion (1978$)
staff estimate corresponds to a $4.0 (1977$) estimate in the Solomon
Report. The First Report identified a number of issues on which the
staff either could not reach complete agreement or did not analyze.
The principal of these unresolved issues were:

-- future U.S. steel demand and supply, and the need, if any,
for U.S. capacity expansion.

-- the appropriate industry debt and working
capital levels.

-- the capital required for the industry's nonsteel operations.

-- the appropriate annual replacement rate for steel capacity.

These issues are important to the ultimate assessment of the
industry's capital needs and any policy decisions which may be made

by the Group or Committee.

Second Report

This Second Report reviews the Orange Book's treatment of the
capital availability question, and the staff's assessment of the
amount of capital which the industry should be able to raise to
carry out the modernization program described in the Orange Book.

The Orange Book describes a twenty-five year modernization
program. The First Report focused only on the modernization
requirements in the next several years. This report will assess
the capital available during; a five-year period 1979-1983, and
briefly comment on the subsequent five-year period. As in the
Orange Book, 1978 dollars are used throughout.

The Orange Book's Scenario I assumed circumstances in which
the industry could attain an average 90% capacity utilization
over a twenty-five year period, although capacity utilization
over the ten-year peiod 1969-1978 averaged only 85.0% (83.0% over
five-year period 1974-1978). This Second Report projected year-to-
year shipments and capital availability using 1978 as a data base,
an assumption of a 90% capacity utilization, and industry estimates
of the impact of the modernization program on operating costs.

1/ As used throughcut this report, "environmental requirements"
includes safety and health requirements.
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In reality, 1980 shipments are not expected to be the 102
million tons projected but are expected to be 85 million tons or
less. Demand for steel is highly cyclical (with sizable peak to
trough amplitudes), and, in the longer term, such cycles may even
out. However, a downturn at the beginning of the modernization
program can pose special problems by severely constraining
capital availability and may suggest a need to reassess the
amount of capacity which could or should be replaced in any
modernization program.

Third Report

In this report and the First Report, the staff identified
a number of issues on which it was unable to reach any conclusions.
Some or all of these issues could be the subject of a third-
stage analysis and report by the staff. The more important of
these issues are identified in the last section of this report:
UNRESOLVED ISSUES.

The first two reports adopted many assumptions for analytical
purposes, with express reservations. How these assumptions are
actually dealt with will significantly affect the size of the
industry's shortfall.
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METHODOLOGY

The First Report represented primarily the staff's analysis of
the Orange Book's data, assumptions, methodology and conclusions
regarding the industry's capital requirements. The staff did not
undertake an independent examination of the industry's capital re-
quirement because of the time and resources required, and because
the basic information source for such analysis would have been the
same as the Orange Book's - AISI's member companies.

The availability analysis in this Second Report, however, involves
an independent assessment of the industry's capital sources and uses.
The independent assessment was necessary for several reasons.

* First, the Orange Book does not contain annual estimates
of capital sources available during its proposed modernization
program, and does not identify a capital "shortfall" susceptible
to analysis. The shortfall defined in the Orange Book is the
difference between real capital recovery and capital expen-
ditures under current tax rules, as compared to the proposed
Capital Cost Recovery Actl/A if the $6.5 billion annual capital
expenditures recommended in the Orange Book were made. The
Orange Book does not define a total shortfall of capital
required versus that available from all other sources. The
Orange look does discuss various other sources of capital,
including debt and reinvested, earnings, but there are no
detailed estimates of annual profits, dividends, and rein-
vested earnings if the modernization progran is undertaken.

* Second, unlike the Orange Book, the First Report did not
include an estimate for expansion or non-steel expenditures
and usel a five-year period for the analysis rather the twenty-
five-year period used in the Orange Book. Differences in
the timing, annunt and purpose of expenditures affect the capital
available for subsequent expenditures. Therefore, a separate
analysis based upon the ad~uste:l nee-is of the First Report was
necessary.

* Third, in the First Report, the staff relied to a great
extent on the industry's estimates of its modernization needs
and costs in the capital requirements analysis. In assessing
the industry's financial resources, however, the staff, because
of its collective expertise in this area, was better able to
ma~e independent assumptions an' estimates.

I/ The so-called "10-5-3" proposal, which would allow, after a five-
year phase-i'n period, depreciation of bA:ildings, equlprXent and
vehicles over 10, 5 and 3 years, respectively, without regard
to the useful lives of these assets.
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ANhLYSIS

To assess the capital available to the industry, the staff
looked into the following key areas:

-- Return on investments Whether the cost savings from the
modernization program would justify the proposed investment.

-- Capital sources and uses: The key assumptions to be
used to estimate available capital during the proposed
modernization program.

-- Cash flows from the industry's nonsteel operations: To what
extent can they be considered as a source of capital for
steel modernization expenditures.
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RETURN ON INVESTMENT

To analyze the reasonableness of the proposed modernization pro-
gram, the staff assumed that the industry would only modernize if the
return on investment ("ROI") was favorable. To do this, two sets
of assumptions were considered: one based on the total investment
of $960 per finished ton and the other based on incremental investment
beyond a base maintaining level. $960 is the average of the $920
to $1000 per ton replacement cost range identified in the First
Report.

The total modernization program assumed a $960 per ton
investment spread over four years to reflect the standard steel plant
construction cycle. The cost savings from the investment were based
on the Orange Book estimates, assuming the minimum sized efficient
plants (three to four million tons for integrated plants). Current
profitability plus the cost savings due to modernization represent
the cash inflows from the investment. Depreciation was taken over
a 12-year life on an accelerated basisl/ and coordinated with the
investment tax credit to maximize tax reductions.

The analysis indicated a return on investment from the complete
modernization program of 12.4% (Attachment A)4/. The increased returns
from modernization reflect the substantial changes in technology that
have occurred in the steelmaking process in the last twenty-five years.
Furthermore, substantial increases-in energy costs in this energy-
intensive industry, and the higher absolute and relative wages of the
U.S. steel industry encourages companies to adopt new labor-and energy-
saving technology as rapidly as possible.

The second analysis (Attachment B) examined the returns to the
industry from pursuing incremental modernization beyond a base
maintaining investment strategy. Based on industry estimates, the
staff assumed that $560 per ton was required to maintain base op-
erations, $400 per ton represented the incremental modernization
investment, and the incremental investment results in 80% of the cost
savings. -he return on this incremental investment was 17.1% after
tax. Furthermore, some individual modernization projects, such as
coke ovens, blast furnaces, continuous casters, and plate and bar mills
may have returns greater than 17%.

I/ Double-declining balance changing to sun-of-the-years digits
after 1.5 years.

2, The 12.4% assumes 100% equity financing and no working capital.
However, if one assumes additional investment of $100 per ton
for working capital and that 30% of the total capital required
is borrowed at 10%, the 12.41 ROI becomes a 14.1% discounted
cash-flow return on equity investment.
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Discussion

The additional return from modernization is primarily due to
two factors. First, a decrease In man hours per ton from the
current 9 hours to a projected 5 hours, reducing labor costs from
the approximate 1978 level of $129 per ton, to a projected $71 per
ton. Labor savings are critical because labor costs represent
approximately one-third of total 1978 production costs. Second,
an improvement in energy efficiency of approximately 35%. Energy
savings are critical because of rapidly increasing energy costs.

The staff discussed cost savings estimates with some U.S. steel
company executives and attempted to compare these estimates to those
of Canadian producers. Based on these discussions, these cost savings
appear to be attainable; however, there is some disagreement among
industry experts as to their precise magnitude. This is one area
which the Committee may wish to pursue.

The above ROI analyses do not take into account future market
conditions which could increase or reduce the ROl from the rates
suggested by the above estimates. For example, a downturn in steel
sales could idle the modernized plant, reducing the ROI; an increase
in real revenues would result in a higher ROI.

The a-nalysis assumed a $960 per ton modernization investment
and current average industry operating costs. If a particular plant
has higher-than-average operating costs, or the modernization cost
is less than $960 per ton, the ROl would be higher.

66"91 0-80-18
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KEY ASSUMPTIONS

To determine the capital available to the industry, the staff
divided the industry into steel and non-steel segments and analyzed
the industry's sources and uses of funds in each of these two segments
for each year, 1979 - 1983. 1/ The analyses used 1978 industry
profits and taxes, adjusted tor each year based on certain assunptions
with respect to the following: shipments, profits, taxes, external
financing, dividends, asset sales and working capital. The assump-
tions were, for the most part, agreed to by the staff. The following
discussion includes any unresolved disagreements and concerns by staff
members with these assumptions.

USES

CAPITAL EXPENDITURES

For this report, it was assumed that the average annual capital
expenditures during the period would be $4.755 billion, the mid-
point of the $4.6 - 4.9 billion range identified in the First
Report: $.8 billion to meet environmental requirements, and
between $3.8 billion and $4.1 billion to modernize existing steel
capacity. These expenditures we7qe assumed to be phased-in, beginning
with $4.678 billion in 1979 and increasing to $4.832 billion by 1983.

Discussion

The First Report did-not identify a specific annual replace-
ment rate necessary to preserve a modern, competitive steel
industry, although a 4 percent rate was adopted as a construct
to compute the annual modernization requirement. The $3.R billion
and $4.1 billion figures reflect the staff's use of a range for
estimating the costs of replacing a ton of finished steel capacity.
Finally, the figures identified in the First Report were based on
1978 capacity, and to the extent that that capacity has been reduced
through the plant closings -- which, presumably, were the least
efficient plants with the highest modernization costs -- the
modernization requirements, would also be reduced. On the other
hand, the Orange Book estimate of environmental expenditures,
accepted in the First Report, does not include the possibly sub-
stantial capital expenditures necessary to meet solid waste disposal
requirements, whlch were only recently issued by FPA.

1/ The basic sources of funds are profits, non-cash expenses (depre-
ciation and deferred taxes), net borrowing, and sales of assets
and equity. The uses of funds are net working capital, dividends,
and capital expenditures. A shortfall" results if planneA
uses exceed planned sources.
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DIVIDENDS

The analysis assumed that dividends each year will be either
the 1978 level for the industry, $536 million, or 35% of after-tax
profits, whichever is greater. 67% of this amount was allocated
to steel operations , and 33% to nonsteel operations.

Discussion

The industry staff believes that despite the industry's poor
profitability, the industry has a duty to maintain a consistent and
reasonable level of dividends. Steel shareholders tend to mininire
risk and rely on dividends. Dividends for the industry have eroded
steadily since 1974 and the industry believes it cannot penalize
its shareholders any more than has already been the case.

The Treasury staff believes that this undertaking of a major
modernization program would require that the industry's historical
dividend payout ratio, approximately 4S% of after-tax profits,
be reduced. Furthermore, this relatively high payout has not
enabled the industry to issue any substantial amounts of new equity.
The low ratio of stock prices to book value within the industry
reflects the market's reaction to the industry's low profit levels
despite the high payout ratio. A reduction in dividends, at least
by some of the less profitable corpanies, will help finance the
modernization program, which should result in increase, profitability
and increases value for steel equates. From the stockholders'
point of view, capital gains from an increase in stock value may
be more desirable than the ordinary income of stock dividends.

WORKING CAPITAL

The analysis assumes that the industry would nee! $.I billion
in additional working capital for steel operations each year.
This is the figure identified in the Orange Book.

Discussion

The industry's current assets in 1978 were SI8 billion, which
includes $2 billion in cash and marketable securities and inventories
on a current value basis; current liabilities were $10 billion,
leavin; $10 billion in net working capital or roughly $100 per
finished ton. The staff believes $.I billion is a reasonable
estimate of the incremental working capital needed, given the
increased volume projected. However, if the long-tern shipment
levels assumed do not materialize.-working capital could be reduced
to fund modernization expenditures.
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-SOURCES

PROFITS

The Second Report assumes profits each year to be equal to
the 1978 profit, adjusted for increased shipments, the effects of the
capital expenditure, and additional interest, depreciation and tax
expenses. Revenues and costs (other than depreciation) were assumed
constant, i.e., the inflation rate would be the same for all costs and
revenues. -reciation expense was deflated to compensate for the
decreased value of historical cost depreciation due to inflation.

ADDED VOLUME

Steel shipments were assumed at the levels projected in the
Orange Book, which assumed 90% capacity utilization: 101 million
tons in 1979, increasing hy 1 million tons each year thereafter.
Each additional shipped ton above 1978 levels was assumed to provide
an $80 variable profit.

REDUCED OPERATING COSTS

The assumed cost reduction fron modernization was S113 per
finished ton. Cost reductions were phased in with a two-year lag,
with 4% of the total operating cost savings occurring by 1981, 10%
by 1982, and 16% by 1983.

Discussion

The 6% annual increases in cost savings after 19SI are greater than
the 4% replacement rate used in the Orange Book since it was assumed
that the most cost-effective projects would be done first.

As previously indicated, the cost reduction and operating profit
estimates were provided by AISI based on the industry average. These
figures may vary considerably between individual firms. The lack of
cost reductions during the first two years is the primary reason for
the large capital shortfall in those years.

INCREASED ENVIRONMENTAL COSTS

Operating costs increases were assumed to occtir each year
because of environmental requirements. Annual increases used were
provided by AISI, based on a 1980 study being prepare.! for AISI by
Arthur D. Little Inc. By 1983, additional operating costs over
1978 levels were estimated to be $690 million. These estimates
do not include the possibly substantial additional operating costs
associated with meeting solid waste disposal requirements.
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Discussion

The EPA representative on the staff advised that the AISI esti-
mates were approximately the same as EPA's preliminary estimates and
that EPA estimates should be forthcoming in August, 1980. The staff
believes that if market conditions prevent the industry from passing
on these additional operating costs through higher prices, these
costs, together with the higher U.S. labor costs, may result in a
gradual shift of carbon steel production to less developed countries
which impose less strict environmental standards and such a loss
of comparative advantage will have an impact on the industry's
future capacity and capital requirements.

TAXES

The analysis assumes an effective Federal and State
increased tax rate for the industry of 32%. The assumption was
based on an effective industry tax rate in 1978 of 34%, reduced by
the 2% reduction in the Federal corporate tax rate for years beginning
after January 1, 1979. The analysis also assumed a Federal investment
tax credit of 10% of 90% of capital expenditures. The credit is
available only for equipment, which the analysis assumed to be 90%
of the modernization expenditures.

Discussion

The analysis was made on an actual tax basis and then con-
verted to book basis. The results indicate that, other than a
mininm tax liability of approximately $50 million per year, the
industry's steel segment will pay no Federal taxes during the
first five years of the modernization program.

BORROWINGS

The analysis assumed new borrowings at a rate of 49.51 of
new equity (stock sales and reinvesteS steel earnings). This was
the approximate debt/equity ratio of the industry at the end of
1978. It was assumed that new debt would be issued at a 9% interest
rate, a composite corporate and tax-exempt rate based on 1978 interest
rates and reflecting the relatively high level of pollution control
financing by some of the larger integrated companies.

Also included as a source was an additional $300 million, an
estimate of the amount of unexpended proceeds from pollution control
debt issued prior to 1979.

Discussion

Because of lbw interest/earnings coverage and the cyclical
nature of the industry, this could be vieweA as-a high level of debt.
Nevertheless, it is believed that the industry can maintain this
level during the early years of the modernization program. This
debt level need not be permanent and could be reduced with the
additional profits in the later years of the modernization program.
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The industry staff argued that current debt ratios would be
difficult to maintain unless there were a much higher degree of
certainty introduced into the economy in general and the steel
market specifically. High debt ratios are extremely risky for an
industry with low profit rates -- such as is the case with steel.
Even assuming 90% utilization is maintained, profit rates for the
industry as a whole will not improve significantly during the initial
years of the industry's modernization program. If 90% utilization
is not maintained, profit rates in some years will be quite low.

ASSET SALES

$.I billion per year was assumed to be available from
the after-tax proceeds from the scrapping or sale of excess
industry property. $81 million was allocated to steel operations.

Discussion

The estimate is based on historical data from the firms'
annual reports and does not include sales of profitable non-steel
operations.

PROJECT AND LEASE FIWACING

$.I billion per year was included as an estimate of the
additional financing !or raw materials available through leasing,
project financing and long-tern guaranteed purchase contracts.

Discussion

Approximately $500 million of the annual capital expenditures
identified is for raw materials development. The staff believes
that at least $.I billion of this could be financed through off-balance
sheet financing. --

Industry staff noted that approximately 201 of current
financing is off-balance sheet and argued that additional use of
this source is severely limited especially since use of off-balance
sheet financing constrains on-balance sheet financing. The industry
staff notes that sales of raw material properties with a guaranteed
(take or pay) raw material buy-back provision are usually economically
unsound -- steel-companies assume all the risk, and sacrifice long
term profits for current cash and the uncertainty associated with
any capital investment. However, asstuing conditions which reduce
market uncertainty during the modernization program, the industry
would agree that approximately $.I billion per year could be
available from this source.
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NEW EQUITY

Stock sales were assumed to be $.l billion annually. $67 million
was allocated to steel operations, and $33 million to non-steel
operations.

Discussion

The $.1 billion estimate is roughly equivalent to the new
stock issued by the industry in recent years, chiefly through dividend
reinvestment and employee stock purchase plans. The last major
equity sale by a steel company in the market was a $71.3 million
issue of common stock by Inland Steel in 1976. The modernization
program should increase industry profits and make industry stock
issues more attractive, so that new equity should become a much
larger source of capital during the modernization program. However,
at the current time, few companies can issue new equity and the small
amount assumed reflects this reality.

I
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NON-STEEL CASH FLOW

The First Report analyzed only the capital required to modernize
the industry's steel operations.

For this analysis, the industry's steel and non-steel operations
were analyzed separately. Cash from steel operations, and from non-
steel operations in excess of that needed to maintain existing oper-
ations, was considered an "available" source of capital for Pteel
operations.

Based on an AISI special survey of 12 member companies covering
the years 1975 - 1978, it was assumed that 33% of the industry's gross
income and dividends, and 194 of its depreciation, investment tax
credits and interest expense was attributable to non-steel operations,
and annual capital expenditures of $.5 billion would be necessary
to maintain these operations assuming no expansion. The analysis of
non-steel sources indicated that an average of approximately $400
million in non-steel cash could be available from non-steel sources
for capital expenditures each year during the 1979 - 1984 period-r-
This $400 million includes $250 million in non-steel reinvested
earnings, and an additional $125 million nonsteel debt (assuming an
unchanged debt/equity ratio) and $33 million in stock sales -- both
made possible by the non-steel earnings.

The Treasury staff's view was that $400 million should be con-
sidered available for steel capital expenditures. The industry
staff's view was that, given returns in steel equivalent to non-steel,
possibly $200 million could be made available for steel.

Discussion

In developing the First Report, there was disagreement-among
the staff over whether non-steel expenditures should be included.
Because of the Group's primary concern with steel plant modernization,
non-steel expenditures were excluded.

The Treasury staff's view is that since the Group is attempting
to assess whether the industry has sufficient financial resources of
its own any capital "available" to the industry should be considered,
regardless of the source. Therefore, any cash from non-steel in excess
of that necessary to maintain those operations would be available for
the modernization program. Whether these funds will be spent to modern-
ize steelmaking facilities, expand steel-related operations to process
steel made by itself or others, or diversify, is a decision to be made
by each individual company, project-by-project, based on the relative
investment returns available to that company. Any diversion of non-
steel cash flows need only be temporary - to enable the industry to
fund any capital shortfall in the early years of the modernization
program; in later years, the large cost reductions identified by the
industry in the ROI analysis will eliminate the need for non-steel
cash. If, as the industry has indicated, as much as one-half of
these "non-steel" operations are dependent on steel operations,
some diversion must occur merely to preserve the non-steel profits.
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Treasury staff also noted that the staff's separate analyses of
steel and non-steel operations may understate and perhaps mischaracterize
the excess non-steel cash flows, since tax losses from steel operations
in the early years of the modernization program would be available
to shelter non-steel projects.

Industry staff disagreed with splitting steel from non-steel
in the First Report. Given this division, however, industry staff
argued that it is unreasonable to expect the industry to divert funds
from profitable non-steel operations to less profitable steel operations.
The net effect of this would be to make the industry less profitable
and thus doom the modernization program and insure greater cuts in steel
operations. For some years non-steel cash flow has been supporting
investment in steel in the amount of approximately $200 million per
year, and this has permitted little expansion of non-steel activities.
Unless conditions are forthcoming which improve rates of return for
steel versus non-steel, and reduce the risk of investing in steel, the
steel companies could not justify to their shareholders or employees
continuation of such a policy.

Industry staff also noted that approximately one-half of the
so-called non-steel-ac ivities are steel-related and include steel
construction, fabrication, and steel service centers. The expansion
of these steel-related "non-steel" activities is essential to the
industry's modernization program. Thus, the industry staff believes
the most that could be made available for steel from non-steel sources
in a modernization program, eveik.given ideal circumstances, would
be $200 million per year. Assuming circumstances that reduce
the risks of market volatility during the modernization program
end provide rates of return for steel equivalent to those in non-
steel, the industry staff agrees that possibly one-half of the
Available" non-steel cash flow per year ($200 million) could be
invested in steel.
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SOURCES AND USES

Based on the foregoing assumptions, the staff's estimate of the
industry's steel segment capital sources and uses for the 1979 - 1983
period is as follows.

Table I

Sources and Uses for Steel Segment
($ Millions, 1978 S)

Shipments

Uses
Capital Expenditures
Change in Working Capital
Dividends

Total

Sources
Profit After Taxes
Non-cash Expenses
Net New Debt
Use of Env. Borrowing
Asset Sales
Addition to Stock
Off Balance Sheet

Subtotal

Surplus from non-steel
Treasury
Industry

Total

With $400 Non-steel
With $200 Non-steel

Shortfall

With $400 Non-steel
With $200 Non-steel

1979 1980 1981 1982 1983 Average

101 102 103 104 105

4678
100
357

4717
100
357

4755
100
357

4794
100
3S7

4832
100
357

5135 5174 5212 5251 5289 5212

1021
1654

383

81
67

1nO

862
1673

308
100

81
67

100

978
1876

365
100

81
67

1On

1175
2221

462
100

81
67

100

1418
2543

583

81
67

100

330G 3191 3567 4206 4792

387 398 407 '413 426
194 199 204 207 213

3693 3589 3974 461Q 5218
3500 3390 3771 4413 5005

(1442) (15)--(1238)
(1635) (1784) (1441)

4219
4016

(632) (71) (994)
(838) (284) (1196)
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Extending the analysis over a 10-year period (1979-1988)
(Attachment C) indicates that the average annual shortfall could
be as small as $200 million/ and there would be no shortfall in the
later years. 2/ When viewed With the staff's incremental ROI analysis,
this suggests two conclusions: substantial cost reductions will occur
only with sustained modernization expenditures in excess of those
required for base maintaining; and the industry must overcome a *hump"
problem, i.e., obtain the additional capital in the early years to
produce the-cost savings necessary to continue the program.

1/ This assumes existing environmental requirements. The industry's
operatin; costs and capital requirements would increase if the goals
in the Clean Air Act and Clean Water Act become requirements:
based on a forthcoming A.D. Little Inc. study for AISI, the staff
estimates that the industry's annual average shortfall over the
10-year period would increase by $350 million.

2/ The Orange Book's Scenario I assumed rates of modernization between
the fifth and tenth years in excess of 4% per year. The staff
assumed a constant 4% during this period. The Orange Book approach
would mean larger capital requirements in the fifth through the
tenth years than the staff approach and would thus lead to a larger
"shortfall", but also a faster rate of return improvement. Both
approaches would arrive at a competitive, profitable industry before
the end of a 25-year modernization program.
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CONCLUSIONS

The staff estimates that the industry would have had a capital"shortfall" averaging approximately $1 - 1.2 billion (1978 $) annually
during the period 1979 - 1983 if it had undertaken the modernization
program identified in the Orange Book and shipments were at the
levels assumed in Table 1.1/

Based on cost savings estimates provided by the industry and ac-
cepted by the staff, it appears that the modernation program should,
in the longer tern, provide adequate returns on investment.

Several qualifications must be made with respect to these general
conclusions.

The funding of any shortfall involves costs, regardless of the
sources used. Assuming the shortfall were to cost the equivalent of
a 10t interest rate per year, the shortfall range would be
$1.25 to 1.5 billion annually.

This analysis looked at the industry as a single entity,
using average or composite data which may not completely reflect
the circumstances or problems of individual companies. Profit
levels, management strategies, financing capabilities, modernization
requirements, and degrees of diversification vary considerably
among companies within the industry and even within the large
integrated-producer segment of the industry.

Finally, this analysis assumed that a modernization program
would begin in 1979, and that shipments would be 101 million tons
in 1979, increasing 1 million tons each year until 1983. This
did not happen. Shipments were 100 million tons in 1979 and are
likely to be 85 million tons or less in 1980. If the 1979 and 1980
shirent projections were revised to reflect actual circumstances,
the average unfunded shortfall would increase to $1.3 - $1.5 billion
annually (see Attachment D), demonstrating the problem posed by
cyclical downturns during the early years of any modernization
program.

1/ The 1977 Solomon Report identified a $1.8 billion (1977 $)
"gap":

"Assuming that the industry spends $2.5 billion
per year on maintenance and replacement, $1 billion
on pollution control projects, and $0.5 on additional
modernization projects, its annual capital require-
ments should average $4.0 billion (in 1977 dollars)
over the next several years. Given that 1977 cash
flow is likely to be no higher than $2.2 billion,
there is a $1.8 billion gap between industry cash
flow and investment requirements."
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UNRESOLVED ISSUES.

The staff believes that a separate complete study by the Group
of the capital needs and sources of the industry is unnecessary at
the present time. The Orange Book and the two staff reports to date
should provide the Group with an adequate basis for the current
assessment of the industry in the area of modernization and capital
formation requested by the Committee.

The staff discussions in preparation of these reports brought
to light several related issues which were never fully resolved
or analyzed. Their resolution could substantially affect the
capital needs and sources identified, and therefore may need to be
addressed by the Group or Committee.

Industry Profitability. Every company should and
probably will invest where it believes it can, in
the long run, obtain the highest returns. Available
capital will flow to the most profitable companies and
industries. Perhaps more important questions than
the extent of the industry's capital shortfall are: whether
the relative profits in steel in the long term justify
additional investments; what management actions other
than additional investment can or should be taken to increase
those profits; and at what point, if any, will the lack of
investment in domestic steelmaking present a problem which
the government must address.

" The effect on the industry of the proposed Capital Cost
Recovery Act or other liberalization of tax depreciation.

" Future U.S. and world steel demand and supply and their impli-
cations on tRe future adequacy of steel supply in the U.S.

" The future competitive position of the U.S. in steelmakinV
give: U.S. labor and environmental costs.

" The effect of possible technology advances on estimated
capital requirements.



ATTACIIENT A

CASH FLow FOR HODERNIZING PLANTt CURRENT TAX LAW
(CE,-ntant 141711 $ Ansumi-. No nflation)

Investment

Operating Cost
Savings (Before tax)

Revenue-Operating
Cost* beforee tax)

Deprec. (17-yr
write-orf but~used
uhen possible)

Taxable Income

Tax Due ('s%)

ITC (10% but used
as soon as possible)
Cash Recovery -

After tAx

Net Cash Flow

Internal Rate of
Return (after tax)

1st Yr
Out In

200

2nd Yr
Out In
760

3rd Yr
Out In
300

'th Yr
Out In

200

Sth Yr 6th
Out In Out

o s0 121

so 120

7th-Yr 12th Yr 13th Yr 14th Yr

In Out In Out in Out In

121 121 121 121

15th
Out

161 161 161 161 161

0 147 18- 94 64 42

Yr 16th Yr 27th Yr Total,
out In Out in

121 121 121 2903

161 161 161 3903

S - 960

Ro 120 14 13 67 97 119 156 161 161 2943

3G; 54 6 6 30 44 54 70 72 77 1311

9636 5i 6

-200 -260

80 120 161 155 131 117

-300 RO-700 120 161 155 131 (117

107 91 89 9 2685

107 91

12.1

&Revenue-Cost includes 178 Industry margins of $40 per ton (M135 revenue -$395 costs) and the operating cost 'savings.

89 89 172S



ATTACIMCNT R

INCREMIE.NTAL CAst FLOW FOR MODERNIZATION: CURRENT TAX LAW
((onntant 1 q7- 41, Annuming Ho lnf lat ion)

(7th-
2nd Yr 3rd Yr 'th Yr 5th Yr 6th Yr .9th Yr
11-Fn Out I n oETn Out in Out In Uut In

10th-
12th Yr

15th-
13th Yr 14th Yr 27th Yr
Out In D uft =n

Investment

Incremental Cost
Savings (Before tax)

Deprec. (12-yr
write-ofr but used
when possible

Taxable Income

Tax Due (4St)

ITC (10% but used
as soon as possible)

Cash Recovery-
After tax

Net Cash Flow

Internal Rate of
Return (after tax)

125 '125

32

75

6" 97 97 97 97 97 97 97 2327

6 97 97 39 22

32 58

it, 26

14 26

. 58

11 - '00

75 86 90 97 1927

26 .34 39 '1 4% 1672

40

32 6'. 97 97 71 63 58 s6 :53 1495

-?S -125 -125 37 -7S 6' 97 97 71 63 58 56 53 1095

It is assumed that $560/ton shipment (this excludes any retrofit environmental
miiistain existing plantn and exinting revenue-operating cost gaps. Therefore,
to revitalize the American steel plants, $500/ton shipments is the incremental
operating cont improvements noted.

or non-steel expenditures) must be spent to
of the total $960/ton shipments required
investment needed to make possible the

1st YrUutIn
7!

Total

400

17.11

€



Shipments (900)

Uses

Atta, *.nt C

Sources and Uses for Steel Segment, 1979 to 1988:

Assuming No Environmental Requirements Beyond Those Currently Mandated

1979 190 1981 1982 1983 1984 1985 1906 1987 1988

101 102 103 104 105 106 107 108 109 110

Average

Capitol Expenditures 4678 4717 4755 4794 4832 4870 4209 4247 4286 4324
Change in Working Cap. 100 100 100 100 100 100 100 100 100 100

Dividends 357 357 357 357 357 357 357 500 725 1015

Total 5135 5174 5212 5251 5289 5327 4666 4847 5111 5439'

Sources

Profit After Taxes 1021 862 978 . 1175 1418 1643 1945 2265 2570 2875
Non-cash Expenses 1654 1673 1876 2221 2543 2904 3375 3075 2830 2880

Net New Debt 383 308 365 462 583 650 242 319 388 352

Use of Env. Borrowing - 100 100 100 - - - - - -i

Asset Sales 81 81 81 81 81 81 81 81 81 81

Addition to Stock 67 67 67 67 67 67,

ort Balance Sheet 100 100 100 100 100 - - -.. . .

Subtotal 3306 3191 3567 4206 4792 5345 5643 5740 5869 6188

Non-stek1 Sources
Treasury 387 398 407 413 426 - - - - -

Industry 194 199 204 207 213 - - - - -

Total Sources (unfunded)
Treasury 3693 3589 3974 4619 5218 5345 5643 5740 5869 6188

Industry 3500 3390 3771 4413 5005 5345 5643 5740 5869 6188

Shortfall (unfunded)
Treasury
Industry

(1442) (1585) (1238) (632) (71)
(1635) (1784) (1441) (838) (284)

5145

4785

203102

49884887

(157)
(258)18 977 913 -758 749

18 977 913 758 749'

i
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Sources and Uses for Steel Segment Only:
Below 90% Utilization 1979 and 1980, 900 Utilization Thereafter

($ million 1978 $)

1979 1980 1981 1982 1983 Averaqe

Shipments

Uses
Capital Expenditures
Change in Working Capital
Dividends

Total

Sources

Profit After Taxes
Non-cash Expenises
Net New Debt
Use of Env. Borrowing
Asset Sales
Addition to Stock
off Balance Sheet

Subtotal

Surplus from non-steel
Treasury
Industry

Total Sources (Unfunded)
With $400 non-steel
With $200 non-steel

Shortfall (unfunded)
With $,00 non-stoel
With $200 non-steel

100 85 103 104 10

4678 4717 4755 4794 4832
100 100 100 100 100
357 357 357 357 357

5135 5174 5212 5251 5289 5212

981
1615

364

81 "
67

100

185
1022
-28
100

* 81
• 67.

100

9941891
37,
100
81

'67
100

1190
2236

470
100

81
67

100

14332557
591

81
67

100

3208 1577 3606 4244 4829 3493

- 387 398 407 413 426
194 199 204 207 213

3595 1975 4013 4657 5255 3899
3402 1776 3810 4451 5042 3696

(1540) (3199) (1199) (594) (34) (1313)
(1733) (3398) (1402) (800) (247) (1516)

66-91 0-80-19
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Senator GRAVEL. Our next witness is Mr. Malcolm Lovell, presi-
dent of the Rubber Manufacturers Association.

Mr. Lovell.

STATEMENT OF MALCOLM R. LOVELL, PRESIDENT, RUBBER
MANUFACTURERS ASSOCIATION, ACCOMPANIED BY RAY VAN
LEUVAN, MANAGER OF TAX COMPLIANCE, UNIROYAL INC.,
AND EDWARD MORGAN, COUNSEL
Mr. Lovmu. Thank you, Senator.
I have with me Ray Van Leuvan of the Uniroyal Co., who is

manager of tax compliance, and Mr. Ed Morgan of Alexander and
Green, a law firm in New York.

If I may, Senator, I would like to submit my formal statement for
the record.

Senator GRAVEL. It will be included in the record as submitted.
Mr. Lovin. I will try and be very brief.
Under present law and regulations, the tire manufacturing in-

dustry must pay an excise tax on the tires it sells and must remit
that tax on a twice-monthly basis on sales made during the previ-
ous one-half month. The present excise tax payment requirements
are inequitable and impose a hardship on the industry which is in
poor financial condition. 1

Now, the reasons we say the present requirements are inequita-
ble are, first, manufacturers are required to make tax payments
significantly earlier than the time they receive the proceeds of the
sales which triggered the obligation. This results in the industry's
being in the position of having to finance on any given day an
average of $200 million in excise tax payments already made to the
Treasury but for which payment from customers has not been
received.

It is, we believe, fundamentally inequitable that the tire industry
must borrow money for the privilege of paying this excise tax. We
are not suggesting any change in the excise tax. We are suggesting
that we not have to borrow money in order to pay it.

The cost we are talking about here ranges from $17 million to
$24 million a year.

Next, S. 2493, which would permit the payment of the entire
excise tax 90 days after the month of sale, would provide much-
needed relief to the industry. The legislation does not alter the rate
of the tax or the total amount of the tax, and the industry is not
seeking in any way a subsidy from the Federal Treasury.

Now, we appear before you at this time because the industry is
in a depressed financial position. In the past year, one smaller
company. has declared bankruptcy and discontinued tire produc-
tion, while several xnajor companies have been forced to close
several plants or reduce employment in other plants.

I would say that unemployment in the tire industry at this time
is in the tens of thousands of people. The rat" of return on invest-
ment in the tire industry is the lowest of any major industry in the
United States, and this depressed condition of the industry is not
likely to change over the foreseeable future.

It is not only related to the automobile industry; it is related to
an overcapacity, and the fact that tires are better and lasting
longer. It is a condition which we expect to continue for some time.
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Finally, I would like to point out that in the Treasury submis-
sion, in their testimony, Mr. Halperin suggests that the cost to the
Treasury is both $190 million in the first year and $17 million a
year subsequently. I would like to point out that that is really not
so; that the cost to the Treasury is the interest on approximately
$200 million.

As I say, that is approximately $17 million to $24 million a year,
depending on the actual interest rates.

Mr. Chairman, that concludes my testimony. -
Senator GRAVEL. Thank you very much.
[The prepared statement of Mr. Lovell follows:]
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Summary of Principal Points

Statement by
Malcolm R. Lovell, Jr. President
Rubber Manufacturers Association

June 24, 1980

A. Under present law and regulations, the tire manufacturing industry
must pay an excise tax on the tires it sells, and must remit that
tax on a twice monthly basis on sales during the previous one-half
month. The present excise tax payment requirements are inequitable
and impose a hardship on an industry which is in poor financial con-
dition.

B. The present requirements for excise tax payments are inequitable.

1. The present system, which is based on the time of sale
between the manufacturer and the distributor, fails to
account for normal industry business practice. Under
normal practice, the industry extends credit on average
for 90 days to its customers.

2. Thus, manufacturers are required to make tax payments
significantly earlier than the time they receive the
proceeds of the sale which trigger the tax obligation.

3. This results in the industry being in the position of
having to finance on any given day an average of
$200,000,000 in excise tax payments already made to the
Treasury but for which payment from customers has not -"

been received. It is, we believe, fundamentally inequit-
able that the tire industry must borrow money for the
"privilege" of paying this excise tax.

C. The tire industry is in a depressed financial position.

1. In the past year, one smaller company has declared
bankruptcy and discontinued tire production, while
several major companies have been forced to close
several plants or reduce employment at other plants.

2. The rate of return on investment of the tire industry
is the lowest of any major U.S. industry.

3. This depressed condition of the industry is not likely
to change over any short period.
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D. 8. 2493t which would permit the payment of the tire excis* tax
90 days after the month of sae, would provide much needed relief
to the industry.

1. By bringing the tax payment schedule more in line with
industry credit and payment practice, it would correct
this serious inequity.

2. By relieving the Industry of the obligation of financing
the excise tax payment, it would free such needed financing
to be applied to more productive uses.

3. The legislation does not alter the rate of tax, nor the
total amount of tax to be realized by the government.

4. The industry is not seeking, nor does the legislation
provide, any subsidy from the federal treasury.

E. We urge the prompt enactment of S. 2493.
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STATEMENT BY
MALCOLM R. LOVELL, JR., PRESIDENT
RUBBER MANUFACTURERS ASSOCIATION

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

COMMITTEE ON FINANCE
UNITED STATES SENATE

JUNE 24, 1980

I am Malcolm R. Lovell, Jr, President of the Rubber Manufacturers

Association, representing here today the United States tire manufacturing

industry. Our members have tire manufacturing facilities in 24 states,

and when office and sales facilities are considered, are in active busi-

ness in all 50 states. I am grateful for the opportunity to appear before

the Subcommittee today, in order to convey the unequivocal support of our

industry for S. 2493. S. 2493 would not alter the amount of excise tax

payable on tires and tubes, but it would at this particularly crucial

time for the U. S. tire industry correct an inequity, by permitting the

excise tax to be paid to the government more nearly at the same time as

sales proceeds are received by the manufacturer from which the tax may

be paid.

Under present law (Section 4071 of the Internal Revenue Code

of 1954, as amended), there is imposed upon tire manufacturers at time

of sale an excise tax at the rate of 10 cents per pound on new tires and

inner tubes of the type used on highway vehicles, and 5 cents per pound

on tread rubber and tires of the type used on nonhighway vehicles. Under

regulations prescribed by the Treasury Department, if a taxpayer has

incurred more than $2,000 of excise taxes in any month of the preceding

calendar quarter, he most deposit such taxes for the following quarter

(regardless of amount) on a semi-monthly basis. Deposits of manufacturers

-1-
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excise taxes must be made on or before the 9th and the 24th days of the

month, for the semi-monthly period ending nine days earlier. Treas.

Reg. §48.6302(b)-l(b)(2) (1970).

The excise tax payment schedule is presently based upon the

time of sale (or constructive sale) by the manufacturer to a distributor.

Since the excise tax represents a portion of the overall sale proceeds,

it would be rational to expect the manufacturer to be required to turn

over excise tax funds to the government promptly after their receipt by

the manufacturer, but that is not what actually happens. By keying the

incidence of tax to the time of sale, present law fails to take into

account normal business credit terms or other timing differences between

the time of sale and the time of receipt of payment. In effect, tire

manufacturers are not only required to pay one of the few manufacturers

excise taxes on a basic consumer product, (a tax, by the way, enacted as

a "temporary" measure in 1932), but they must also borrow money for the

privilege of paying the excise tax.

Hore specifically, competitive conditions require almost all

tire manufacturers to extend credit terms to customers. Based upon prior

industry studies, confirmed recently again upon consultation with our

members, most of the $878,000,000 of tire excise tax payments made to the

Internal Revenue Service in 1979 were made 90 days or more before any

recovery of transaction proceeds from customers. It should be noted

that this information is based on average credit terms, an4 actual collec-

tions have recently been significantly slower in many instances (payments
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deferred by Chrysler Corporation being just one illustration). As a

consequence, the tire industry is for all practical purposes in the

position on an average day of having to "advance" over $200,000,000

of excise tax payments to the federal government. "Advances" of this

magnitude, impairing capital formation for productive purposes, are

of serious concern to the tire industry, currently also beset by other

substantial economic problems.

Congress did. look at this area some years ago. In 1966, in

order to eliminate a difference in excise tax payment dates between

manufacturers selling through their own stores and manufacturers selling

to independent dealers, Congress accelerated the excise tax payment dates

in the former situation. Pub. L. No. 89-523, 80 Stat. 331 (1966). We

submit that experience has shown this to have been an inequitable

approach -- what should have been done was to set the excise tax pay-

ment date requirements for all tire manufacturers in a manner more

consistent with the realities of when sale proceeds are received. The

record shows that the average credit terms have not changed greatly over

the years (see S. Rep. No. 1365, 89th Cong., 2nd Sess. (1966), reprinted

in 1966-2 C.B. at 775-76), thus further justifying the reasonableness of

the relief sought through S. 2493.

Apart from the equitable considerations, which we believe are

sufficient in themselves to fully justify the deferral of the excise tax

payment date for tires, tubes and tread rubber as embodied in S. 2493, this

bill is particularly timely in view of the present depressed economic

circumstances of the United States tire industry. These conditions

-3-
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are well documented and in the past year include the discontinuance

of tire production and bankruptcy of Mansfield Tire and Rubber Co.,

announcement by Firestone Tire and Rubber Company of six plant closings

and personnel layoffs of 8,800 workers, discontinuance of tire produc-

tion by Lee Tire & Rubber Co., the decision of Uniroyal, Inc. to close

two plants and make accompanying layoffs, and layoffs of thousands of

additional workers by Goodyear Tire & Rubber Co., General Tire & Rubber

Co. and Armstrong Rubber Co., among others. For those companies still

continuing, earnings have been low, to the point where the tire industry

has had the lowest rate of return on investment of any major industry

in the United States. Because of the urgent need to respond to rapidly

changing tire technology, the depressed earnings conditions are not

likely to change fundamentally over any short period. Relief is needed

now in the tire industry, and S. 2493 would provide it.

Under S. 2493, manufacturers would be permitted to pay the

excise tax on tires and tubes 90 days after the end of the month of sale.

Such change would bring the excise tax payment schedule more nearly into

balance with financial realities as has been explained. Please note that

the tire industry is not here asking for repeal or reduction of the excise

tax, even though that might also be advantageous, but merely seeks to

correct a financial inequity under the existing payment requirements.

The tire industry here is also not seeking any subsidy from the federal

treasury, but only to eliminate the inequitable burden of paying an excise

tax to the government before receipt from customers of the funds with which
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to make payment. Based upon present interest rates, S. 2493 would

result in a one-time revenue loss to the government (because of the

nature of timing adjustments) of roughly $30 million. This would be

of direct immediate benefit to each and every manufacturer in this

distressed industry, in the process giving financial support to con-

tinuing employment levels in the industry. For all of these reasons,

S. 2493 is sound legislation, and we urge its prompt enactment by the

Congress.

Senator GRAVEL. Our next witness is Mr. Fred Gentile, vice
president and comptroller, Brooklyn Union Gas.

Mr. Gentile.

STATEMENT OF FRED J. GENTILE, VICE PRESIDENT AND
COMPTROLLER, BROOKLYN UNION GAS

Mr. GzNILE. Mr. Chairman, my name is Fred Gentile. I am vice
president and Comptroller of the Brooklyn Union Gas Co. In that
capacity, I am very pleased to have the opportunity today to pre-
sent the views of Brooklyn Union Gas with respect to Senate bill
2660, legislation intended to clarify the definition of the term "local
furnishing" contained in section 103(b)4)E) of the Internal Reve-
nue Code of 1954.

Brooklyn Union fully supports and urges the enactment of
Senate bill 2660. Briefly by way of background, Brooklyn Union
furnishes and distributes natural gas at retail exclusively in three
counties, all of which are within New York City. We serve approxi-
mately 4 million New York City residents, in addition to small
commercial and industrial businesses.

The question here is the definition to be given to the word
"local" contained in section 103(b)4)E). That section allows the
issuance of tax-exempt bonds to finance the construction of facili-
ties for the local furnishing of electric energy or gas.

Since 1968, the total local furnishing was interpreted by the U.S.
Treasury Department to have the same meaning for both electric
energy and gas. Essentially under the Treasury regulations, the
term "local furnishing" was defined as a service area no greater
than two contiguous counties. However, where the service area
consisted of a city, the local furnishing requirement could not be
satisfied if the city consisted of more than two counties.

The geographical size of the city or the county was not taken
into account. Essentially, whether the local furnishing test could be
satisfied in the case of a city was dependent solely upon the politi-
cal structure of the city. If the city had more than two counties,
such as the case with New York City, the test could not be met.

This interpretation distorted the basic notion of the word "local."
In the Revenue Act of 1978, both Congress and I might add that
the Treasury Department fully supported and concluded that
"local" should not be defined in such a distorted manner, but
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rather the term "local," if it means anything, should at least
include a single city.

Unfortunately, the clarification appears to have been inadvert-
ently limited only to electric energy. Gas was forgotten. Senate bill
2660 is intended to cure this oversight by simply extending the
clarifying definition of local furnishing by the Revenue Act of 1978
to the local furnishing of gas. Once again the term "local" will be
interpreted the same way for both electric energy and gas.

It is well known that the residents of New York City pay the
highest gas and electric rates in the Nation, which rates are rapid-
ly escalating.

Mr. Chairman, the enactment of Senate bill 2660 would substan-
tially assist Brooklyn Union in its efforts to tap the potential of
methane gas in the various landfills located in its service area.
Brooklyn Union has for several years been interested in developing
to its fullest extent the use of these landfills within New York City
as a potential source of energy.

Studies made by Brooklyn Union show that one such landfill in
New York City, once tapped, has the-potential of producing enough
gas to heat approximately 15,000 homes annually, and thereby
reduce the need of imported oil by approximately 1,700 barrels a
dar. Chairman, any benefit Brooklyn Union receives from Senate

bill 2660 is passed on to its consumers due to lower cost of financ-
ing reflected in rates.

In conclusion, Mr. Chairman, Brooklyn Union fully supports and
strongly urges the enactment of Senate bill 2660. With the addition
of just two words, the bill corrects what can be described as an
oversight in a prior amendment. It also substantially advances our
national energy goals.

Mr. Chairman, we request that our complete statement in sup-
port of the enactment of Senate bill 2660 be entered into the
record.

That ends my discussion. Thank you.
Senator GRAVEL. Thank you very much.
It dovetails some of the work that I am doing myself, and so I

can assure you that your testimony is falling on good ears.
Mr. GEaILE. I appreciate your understanding. Thank you.
Senator GPAvFL. Thank you, sir.
[The prepared statement of Mr. Gentile follows:]

SUMMARY OF ATrACHED STATEmEm OP ThE BROOKLYN UNION GAs Co.

Re S. 2660-Defimition of "Local Furnishing" contained in section 103(bX4)(E),
1. The Brooklyn Union Gas Company fully supports and urges the enactment of

Senate Bill 2660, legislation intended to clarify the definition of the term "local
furnishing" under Section 103(b)4)E) of the Internal Revenue Code of 1954. Senate
Bill 2660 simply corrects what appears to be no more than an inadvertent oversight
resulting from the clarifying amendment made to the definition of the term "local
furnishing' by the Revenue Act of 1978. That amendment simply forgot to include
gas.

2. The subject of considerable interest to municipalities throughout the nation is
to capture and use the methane which is naturally produced in landfills.

Senate Bill 2660 would, among other things, provide assistance to Brooklyn Union
to develop the landfills within its service area (located entirely within New York
City) as a potential source of additional gas, and thereby provide the opportunity to
further reduce the nation's dependence on foreign oil.
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STATEMENT OF THE BROOKLYN UNION GAS CO.

Re S. 2660-Definition of "Local Furnishing" contained in section 103(bX4XE).
Mr. Chairman and Members of the Subcommittee, my name is Fred J. Gentile. I

am Vice-President and Comptroller of The Brooklyn Union Gas Company. In that
capacity, I am very pleased to have the opportunity today to present the views of
Brooklyn Union with respect to Senate Bill 2660, legislation intended to clarify the
definition of the term "local furnishing" contained in Section 103(bX4XE) of the
Internal Revenue Code of 1954, as amended.

Brooklyn Union fully supports and urges the enactment of Senate Bill 2660.
Senate Bill 2660 corrects what appears to be no more than an inadvertent over-

sight resulting from a clarifying amendment made to the definition of the term
"local furnishing' contained in Section 103(bX4XE) by the Revenue Act of 1978. In
summary, the Revenue Act of 1978 amended the definition of the term "local
furnishing" contained in Section 103(bX4XE) to include a service area no larger than
one city and one contiguous county. However, the amendment was we believe
inadvertently limited to electric energy, and simply forgot to include gas, given that
the term "local furnishing" was clearly intended (and for the ten years prior to
1978, consistently interpreted by the Treasury department) to have the same mean-
ing when referring to both the "local furnishing" of electric energy as well as gas.
The effect of Senate Bill 2660 is simply to clarify and conform the definition of the
term "local furnishing" contained in Section 103(bX4XE) in order that the term once
again will have the same meaning when referring to both the, local furnishing of
electric energy as well as gas.

The Brooklyn Union Gas Company is a regulated public utility engaged in the
local distribution and furnishing of natural gas at retail exclusively within certain
portions of New York City. Brooklyn Union serves approximately 4 million New
York City residents, almost all of whom are residential customers. Approximately
97 percent of its customers are residential customers, the balance are primarily
small or modest commercial or industrial businesses. Its service area is a relatively
small area, consisting of 187 square miles, which serves the Borough of Brooklyn,
the Borough of Staten Island and a portion of the Borough of Queens, all of which
are within New York City.

New York City's political structure consists of five Boroughs (Brooklyn, StatenIsland, Queens, Bronx and Manhattan) each of which is a separate county. The
Boroughs of Brooklyn, Staten Island and Queens are respectively Kings County,
Richmond County and Queens county.

Senate Bill 2660 is of sin lar importance to Brooklyn Union and the 4 million
residents it serves. It is we known that the residents of New York City pay the
highest gas and electric rates in the nation, which rates are rapidly escalating. As a
result, I would like to stress the particular timeliness of including gas within the
clarifying amendment made to the definition of the term "local furnishing" by the
Revenue Act of 1978. There can be no doubt that it is in the nation's best interest at
this time to minimize its heavy dependence on foreign oil, and that every effort
should be made at this time to develop all possible domestic sources of energy
(including methane).

One very logical first step, and the subject of considerable interest to municipal-
ities throughout the nation, is to capture and use the methane which is naturally
produced in landfills. By a process of anaerobic decomposition, gas (composed pri-
marily of methane and carbon dioxide) is produced in these landfills and, because it
is lighter than air, now simply rises and escapes into the atmosphere. Brooklyn
Union has for several years been interested in developing to its fullest extent the
use of these landfills within New York City as a potential source of energy. Studies
made by Brooklyn Union show that one such landfill in New York City, once
tapped, has the potential of producing enough gas to heat up to approximately
15,000 homes annually and, thereby, reducing the need to import approximately
1,700 barrels of oil a day. In fact, we estimate that full development of the methane
from the major landfill sites in Brooklyn Union's service area, could supply as much
as 15 percent of our customers' current gas requirements.

Among other things, the enactment of Senate Bill 2620 would go a long way in
assistinrg Brooklyn Union to develop fully the additional source of gas that these
landfills can provide.
Section 103(bKKE)

In general, under Section 103 of the Internal Revenue code of 1954, the interest
on the obligations issued by a State or local government (or political subdivision
thereof) is tax exempt. However, as a general rule, the interest on industrial
development bonds is taxable and not tax exempt, except in certain limited circum-
stances where the proceeds of the industrial development bonds are used for certain
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specified exempt purposes. One of the specific exempt purposes relates to "facilities
for the local furnishing of electric energy or gas."

As originally enacted in 1968, the phrase "facilities for the local furnishing of
electric energy or gas" was not defined any place in Section 103 of the Code,
although it was apparent from the words of the statute that the term was clearly
intended to have the same meaning for purposes of both the "local furnishing" of
electric energy and gas. Further, no definition or interpretation of the term "local
furnishing" was contained in the various committee reports, the transcript of the
floor debates or the statement of the conferees which accompanied the original
enactment of Section 103(bX4XE).

Thus, as originally enacted, a question existed as to what constituted the "local
furnishing of electric energy or gas" for purposes of Section 103(bX4XE).

The term "local furnishing was first defined in the Treasury Regulations promul-
gated under Section 103(b)4XE). Consistent with the language of Section 103(bX4XE),
the Regulations defined the term in the identical manner for purposes of both the
local furnishing of electric energy as well as gas. Under the Treasury Regulations,
in order to qualify as a facility for the "locid furnishing of electric or gas", the
facility could serve an area no larger than two contiguous counties. The geographi-
cal size of either county was not a factor to be taken into account. Treas. Regulation
§ 1.103-8(fX2XiiiXd) provided as follows:

"The term 'facilities for the local furnishing of electric energy or gas' means
property which ... is part of a system providing service to the general population
of one or more communities or municipalities but in no event more than two
continguous counties (or a political equivalent) whether or not such counties are
located in one state". (Emphasis added.

Further, the Regulations provided that the "no more than two contiguous coun-
ties" rule would apply to a city in the following manner:

"For purposes of this [Regulation], a city which is not within, or does not consist
of one or more counties (or a political equivalent) shall be treated as a county."

Thus, as interpreted by the Regulations, the "local furnishing" requirement was
the same for both electric energy and gas and, in either case, could be satisfied if
the service area consisted of one city (regardless of geographical size) only if the city
was an independent political entity. On the other hand, where the service area
included a city which consisted of more than two counties (such as New York City),
the "local furnishing" requirement could not be satisfied for either electric energy
or gas. Thus, under the "no more than two contiguous counties" rule, the "local
furnishing" requirement could not be satisfied in certain cases even though the
service area of the facilities consisted of a single city.

Under the Regulations, the "local furnishing" requirement thus was based in
large part on the particular political structure or arrangements of a local jurisdic-
tion and not on the geographical size of the area serviced by the facilities or the
geographical size of the local jurisdiction. In effect, such an interpretation distorts
completely the basic notion of the word "local". For exam ple, cities such as Jackson-
ville (which consists of 766 square miles) and Oklahoma City (which consists of 636
square miles) could satisfy the "local furnishing" requirement,, while cities of a
much smaller geographical size (such as New York City which consists of only 300
square miles) could not solely because they are not independent political entities.The absurd effect of the interpretation of the term "local furnishing" contained in
the Treasury Regulations was called to the attention of Congress and the Treasury
Department in 1978. Both the Treasury Department and Congress agreed that the
proper test for determining whether the 'local furnishing" requirement is met
where the service area consists of (or includes) a cit should not depend on the
particular political arrangements of the city. Rather, both believed that the "local
furnishing" requirement should be applied in a fair and consistent manner with
respect to all local jurisdictions regardless of their political structures. Thus, in a
letter to Senator Moynihan, the Assistant Secretary for Tax Policy stated the
Treasury's position as follows:

"(Wince a city is a single government unit, even if it embraces more than one
county, the requisite local character of the furnishings is-- as much met by the
standard you propose as by the current two-county standard. For reasons of consist-
ency in the treatment of local jurisdictions for purposes of the 'local furnishing' test,
we therefore support your amendment."

Accordingly, as part of the Revenue Act of 1978, the definition of the term "local
furnishing' was clarified to include a service area consisting of no more than one
city and one contiguous county. However, the clarification appears to have been

'See Statement of Senator Moynihan, Congressional Record, May 6, 1980, when he introduced
S. 2660.
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inadvertently limited only to the local furnishing of electric energy, and forgot to
include the local furnishing of gas, even though the term "local furnishing" had
always prior to that time been given the same interpretation by the Treasury
Department for both electric energy and gas.
Conclusion

Senate Bill 2660 is intended to cure what appears to be no more than an inadver-
tent oversight from the Revenue Act of 1978. In effect, Senate Bill 2660 simply
extends the clarifying amendment made to the definition of "local furnishing" by
the Revenue Act of 1978 to the local furnishing of gas. Further, for the reasons
identified above, enactment of Senate Bill 2660 will provide Brooklyn Union with
assistance to fully develop landfills located in its service area as a source of addi-
tional gas, consistent with the national objective of greater dependence on domestic
sources of energy.

In conclusion, Mr. Chairman, Brooklyn Union fully supports and urges the enact-
ment of Senate Bill 2660.

Thank you.

Senator GRAVEL. Mr. John Babson, Chairman, Executive and
Steering Committee, Special Committee for U.S. Exports. Mr.
Babson.

STATEMENT OF JOHN R. BABSON, CHAIRMAN, EXECUTIVE AND
STEERING COMMITTEES, SPECIAL COMMITTEE FOR U.S. EX-
PORTS, ACCOMPANIED BY JAMES JACKSON, COUNSEL
Mr. BABSON. Mr. Chairman, my name is John R. Babson. I am

chairman of the executive and steering committees of the Special
Committee for U.S. Exports and vice president of Ingersoll Rand.

My testimony is on behalf of the special committee.
With me is James Jackson, of Dawson, Riddell, Fox, Holroyd,

and Wilson.
The special committee is a participating group of more than 1,200

business concerns and 80 supporting business associations whose
operations and concerns are directed to the export of U.S. products.
The special committee's major concerns are with the effect of the
U.S. tax system on exports by U.S. businesses and the ability of
those businesses to compete in foreign trade in view of the many
tax advantages and incentives and direct and indirect subsidies
provided to foreign competitors by their governments.

The concerns of the special committee are aptly set forth in the
remarks of Ambassador Reubin Askew, U.S. Trade Representative,
on June 10, 1980. I quote:

There may have been a time when the United States of America could, without
question and without challenge, dominate the world economy, but no more. Further,
there may have been a time when we could simply assure in America that our high
standard of living would grow higher and higher, but not any more. Finally, there
may have been a time when we could afford in America merely to react to economic
issues as they arose and address them separately and without regard to their crucial
interrelationships, but no more.

For several years, we have been faced with international trade deficits, declining
productivity and inadequate capital formation. This has led to devaluation of the
dollar, inflation, restrictive monetary controls, recession and deficit spending. Look-
ing at our international trade position over the last decade as a major factor, our
present economic condition is the expected result.

There has been a great deal of discussion of the need for increasing exports over
the last several years. It is widely recognized that there are a number of areas
where encouragement and incentives for United States exports will produce results.
However, the preponderance of governmental action has reduced, not increased
exports. Examples of governmental action in recent years have been the enactment
of confusing, often conflicting and cumbersome boycott and foreign corrupt practice
provisions. In addition, many United States laws in environmental and other areas
have been applied to exports in a restrictive fashion. Moreover, private sector trade
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restrictions, unrelated to national security interests have been used in applying
foreign polic

The time has come when we must quit enacting laws and promulgating regula-
tions which hinder our ability to export. Needless laws and regulations should be
eliminated and others should be simplified. In the longer run, it is necessary to
address the question of comparability of tax treatment of American firms relative to
foreign firms engaged in foreign exports. Overseas manufacturing companies en-
gaged in trade are relieved of the burden of indirect taxes on foreign source income
and a number of other taxes which apply to American firms engaged in exporting.
We urge that the committee undertake a longer range program to reduce this
disparity in taxes which favors foreign competitors over U.S. exporters. We call to
your attention the conclusion of the trade negotiations in Geneva, and the Congres-
sional reports on the MTN legislation which called for an international conference
on taxes as they affect trade. The work of this Committee could be very useful in
seeking a suitable American initiative in this respect.

S. 2757 is taken from title III of the Export Trading Companies
Act of 1980, S. 2718. S. 2718 is intended to encourage exports by
facilitating the formation and operation of export trading compa-
nies, export trade associations, and the expansion of export trade
services generally.

Enactment of the export trading company provisions would be a
positive step toward the necessary revitalization of U.S. exports. It
would be of particular benefit to small- and medium-sized compa-
nies which are presently not exporting due to the cost and com-
plexities of entering foreign markets. In addition, incentives yvould
be provided for increasing export services. /

We feel that this legislation is good for exports in that it demon-
strates a changing and more favorable export trade policy for this
country. However, enactment of this legislation will have a limited
impact at best on our trade posture over the short run. Further, it
is not comparable to, nor competitive with the export programs or
export trading companies of other nations such as Japan. Addition-
ally, because of the substantial complexities of interpretation of"service applications" as related to our tax laws, great care will be
required in the regulatory language. Thus, it is only a beginning
toward a more realistic export policy.

There are a number of other changes which should be consid-
ered. In the area of tax incentives, DISC is the only U.S. tax
incentive to offset the myriad of foreign incentives. DISC should be
simplified, strengthened and made more effective.

In the area of small companies, the qualification and reporting
requirements for DISC should be simplified. In addition, DISC
could be made more effective by increasing the small DISC exemp-
tion from the incremental growth in sales rules, and by extending
DISC to cover smaller companies not directly involved in exporting,
but supplying parts and components used in exported products.

Another important step would be for the Commerce and Treas-
ury Departments to use DISC as a tool for encouraging exports.
The effectiveness of DISC has been reduced by the negative state-
ments and attitude of the administration over the last several
ears. The problem is illustrated by comments by H. David Rosen-
loom, International Tax Counsel, Treasury. Mr. Rosenbloom is

quoted as referring to DISC as an "excrescence and an unnatural
growth on our tax laws."

This uncertainty with respect to the DISC program is magnified
throughout our export policy. A major step would be for the Gov-
ernment to provide private industry with rules and policies which
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can be easily understood and consistently relied on by businesses
engaged in international commerce,

In summary, the need for new and imaginative initiatives in the
export area is apparent. The time h(.s come to stop talking about
our international trade problems and take constructive action. En-
actment of 2757 will encourage and enhance the ability of some
businesses to export. More importantly, it is a step toward a realis-
tic export policy. Thank you.

Senator GRAVEL. Thank you, Mr. Babson.
[The prepared statement of Mr. Babson follows:]
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Mr. Chairman# Members of the Committee:

My name is John R. Babson, I am Chairman of the Executive

and Steering Committees of the Special Committee for U. S.

Exports and Vice President of Ingersoll-Rand Company. My tes-

timony is on behalf of the Special Committee.

The Special Committee is a participating group of more

than 1,200 business concerns and 80 supporting business associ-

ations whose operations and concerns are directed to the export

of U.S. products. The Special Committee's major concerns are

with the effect of the U.S. tax system on exports by U.S. busi-

nesses and the ability of those businesses to compete in for-

eign trade in view of the many tax advantages and incentives

and direct and indirect subsidies provided to foreign competi-

tors by their governments.

In General

The concerns of the Special Committee are set forth in the

remarks of Ambassador Reubin Askew, United States Trade

Representative, on June 10, 1980 (attached as Exhibit A):

There may have been a time when the United States of

America could, without question and without challenge,

dominate the world economy. But no more.

There may have been a time when we could simply

assume in America that our high standard of living would

grow higher and higher. But not any more.
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There may have been a time when we could afford in

America merely to react to economic issues as they arose

and address them separately and without regard to their

crucial interrelationships. But no more.

For several years we have been faced with international

trade deficits, declining productivity and inadequate capital

formation. This has lead to devaluation of the dollar -- inf-

lation -- restrictive monetary controls -- recession and defi-

cit spending. Looking at our international trade position over

the last decade as a major factor, our present economic posi-

tion is the expected result.

There has been a great deal of discussion of the need for

increasing exports over the last several years. It is widely

recognized that there are a number of areas where encouragement

and incentives for U.S. exports will produce results. However,

the preponderance of governmental action has reduced not

increased exports. Examples of governmental action in recent

years have been the enactment of confusing, often conflicting

and cumbersome boycott and foreign corrupt practice provisions.

In addition, many U. S. laws in-environmental and other areas

have been applied to exports in a restrictive fashion.

Moreover, private sector trade restrictions, unrelated to na-

tional security interest, have been used in foreign policy.
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The time has come when we must quit enacting laws and pro-

mulgating regulations which hinder our ability to export.

Needless laws and regulations should be eliminated and others

should be simplified.

In the longer run it is necessary to address the question

of comparability of tax treatment of American firms relative to

foreign firms engaged in foreign exports. Overseas

manufacturing companies engaged in trade are relieved of the

burden of indirect taxes on foreign source income and a number

of other taxes which apply to American firms engaged in expor-

ting. We urge that the Commmttee undertake a longer range pro-

gram to reduce this disparity in taxes which favors foreign

competitors over U. S. exporters. We call to your attention

the conclusion of the trade negotiations in Geneva and the

Congressional Reports on the NTN legislation which called for

an international conference on taxes as they affect trade. The

wo-rk-of--this Committee could be very useful in seeking a

suitable American initiative in this respect.

S.2757

S.2757 is taken from Title III of the Export Trading

Companies Act of 1980 (S.2718). S.2718 is intended to en-

courage exports by facilitating the formation and operation of

export trading companies, export-trade associations, and the

expansion of export trade services generally.
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The tax provisions in S.2757 make three amendments con-

sistent with the export trading companies provisions. These

amendments amend the Internal Revenue Code to:

1. permit bank investments in export trading companies

without disqualifying them from status as a Domestic

International Sales Corporation (DISC),

2. make receipts from exports of services or export

trade services eligible export receipts for DISC, and

3. - permit certain export trading companies to qualify as

Subchapter S corporations (closely held corporations with

15 or fewer shareholders which are taxed in a manner simi-

lar to a partnership).

Another important provision requires the Secretary of

Commerce in consultation with the Secretary of the Treasury to

prepare and distribute information on how export trading com-

panies could use DISC.

Enactment of the export trading company provisions would

be a positive step toward the necessary revitalization of U.S.

exports. It would be of particilar benefit to small and medium

sized companies which are presently not exporting due to the

cost and complexities of entering foreign markets. In addi-

tion, incentives would be provided for increasing export

services.
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We feel that this legislation is good for exports in that

it demonstrates a changing and more favorable export trade

policy for this country. However, enactment of this leg-

islation will have a limited impact at best on our trade pos-

ture over the short run. Further, it is not comparable to nor

competitive with the export programs or export trading com-

panies of other nations, such as Japan. Thus, it is only a

beginning towards a more realistic export policy.

Other Tax Incentives

There are a number of other changes which should be con-

sidered. In the area of tax incentives, DISC is the only U.S.

tax incentive to offset the myriad of foreign incentives. DISC

should be simplified, strengthened and made more effective.

In the area of small companies, the qualification and

reporting requirements for a DISC should be simplified. For a

more detailed explanation see Exhibit B. In addition, DISC

could be made more effective by increasing the small DISC

exemption from the incremental growth in sales rules and by

extending DISC to cover smaller companies not directly involved

in exporting but supplying parts and components used in ex-

ports.

Any program for exports must recognize that 85 percent of

U.S. manufactured exports are exported by 1900 U.S. companies.
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These companies are faced with extreme competition from equally

large and often larger companies which receive many export

incentives from their governments. Overall, DISC can be made

more effective by returning to 100 percent deferral (originally

proposed) for DISCs, eliminating the incremental requirements

or freezing the incremental base period at present levels.

Another important step would be for the Commerce and

Treasury Departments to use DISC as a tool for encouraging ex-

ports. The effectiveness of DISC has been reduced by the nega-

tive statements and attitude of the Administration over the

last several years. The problem is illustrated in the attached

Exhibit C containing comments of H. David Rosenbloom,

International Tax Counsel, Treasury. Mr. Rosenbloom is quoted

as referring to DISC as an "excrescence" and an "unnatural

growth" on our tax laws.

This uncertainty with respect to the DISC program is

magnified throughout our export policy. A major step would be

for the government to provide private industry with rules and

policies which can be easily understood and relied on by busi-

nesses engaged in international commerce.

Conclusion

In summary, the need for new and imaginative initiatives

in the export area is apparent. The time has come to quit
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talking about our international trade problems and take con-

structive action. Enactment of S.2757 will encourage and

enhance the ability of some businesses to export. More impor-

tant, it is a step toward a realistic export policy.

Thank you.



310

Exhibit B

S.1757 provides DISC eligibility to all export trading
companies are defined in the Export Trading Company Act of
1980. The current DISC qualification and reporting provisions
are too complicated for small businesses and must be simplified
if S.2757 is going to stimulate small businesses to export
goods. It is recommended additions to S.2757 to amend the DISC
provisions of the Internal Revenue Code to benefit small busi-
nesses be in two parts: 1) qualification for DISC status and
2) DISC reporting requirements.

I. DISC Qualification

To qualify as a DISC, and thereby receive the DISC bene-
fit, a business must meet statutory requirements which
compel the formation of a separate corporation with $2,500
in capital to be a DISC. This presents onerous record
keeping and reporting duties for small businesses such as
meetings, filing state tax returns, and basically addi-
tional business for lawyers and accountants. Also many
small businesses operate in non-corporate form and incor-
poration should not be necessary to obtain DISC benefit.

It is-recommended that some of the qualification
requirements for DISC status be different for small and
large businesses. For DISC purposes, a small business
might be defined as a business which has, for example,
gross receipts from exports sales of $10 million or less.
Small businesses should be permitted to receive the DISC
benefit without being required to form a corporation and
to maintain separate books and records. The DISC benefit
would be computed under the objective pricing rules. Such
an entity would not be able to use the section 482 princi-
ples. Furthermore, a small business receiving the DISC
benefit should not be required to file a separate DISC tax
return (Form 1120-DISC). The DISC benefit could easily be
included as a section or line in the standard corporate
(Form 1120) or personal tax (Form 1040) return, such as
was done for a Western Hemisphere Trade Corporation.

Another simplification of the DISC qualification
requirements for small businesses would be to eliminate
the gross assets test". This test requires that at least
95 percent of a corporation's assets be Oqualified export
assets" as defined in the Code in order to qualify for
DISC benefit. If this test were eliminated for small
businesses, they would be allowed to invest in business
assets as they wished, thereby removing a serious
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constraint for the small business. The asset test has
limited application for such business and, in fact, adds
one more complexity that easily can be avoided.

A transition period would be necessary in leaving room for
error the small DISC must be converted to a regular DISC
if it grows in volume.

II. DISC Reporting Requirements

The DISC tax reporting requirements contained in the
Internal Revenue Code and Treasury Regulations are burden-
some to small and large companies in that they require the
gathering of extensive information regarding the ultimate
destination of goods sold and also extensive international
boycott information. If such reporting requirements are
burdensome to present DISC companies, then they would most
certainly be a serious discouragement to a business which
wished to obtain DISC benefit through the Trading Company
concept.

The reporting requirements should be modified to varied
extents for large and small businesses to facilitate use
of DISC provisions. First, as mentioned above, the small
business, however that term would be defined for DISC
return. Second, the extensive information regarding the
ultimate destination of exported goods required by
Schedule N of Form 1120-DISC should be eliminated for
large and small businesses alike. Most companies,
accounting system does not generate ultimate destination
of goods information. Third, the extensive international
boycott information required in the DISC return necessi-
tates the completion of International Boycott Form 5713.
Small businesses should not be required to file this in-
formation to obtain the DISC benefit. As for large busi-
nesses, they should be permitted to attach to their DISC
return the Form 5713 boycott information submitted with
their corporate tax return, even if the fiscal year of the
corporation and the DISC are different. To require a
business to gather this extensive information twice, once
for the fiscal year of its DISC, is unduly burdensome and
should be eliminated.

-2-
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Exhibit C

In a Bureau of National Affairs interview on June 10,
1980, H. Dav.d Rosenbloom, Treasury's International Tax Counsel
responded to questions on tax reform and priority issues and
DISC as follows:

Reform Options

Q. -For Instance?

A. Well, I believe the Domestic International Sales
Corporation (DISC) incentive is clearly inefficient. I
mean, it's vertually indefensible. Even some of the
strongest proponents of tax incentives, some of the stron-
gest business supporters, have not favored DISC. The Wall
Street Journal has historically taken the position that
DISC is a bummer. That would be one place I would look.

Q. The recent Treasury report on DISC did not shed
favorable light on DISC, did it? Also, the Administration
opposes DISC, and recommended that DISC and deferral be
dropped in it 1977 reform package, did it not?

A. Sure. The (Treasury) reports, I think, are devas-
tating. President Carter proposed the repeal of DISC and
didn't get all that far with it. But my point is simply
that even some the people that you might expect to find on
the side of DISC are opposing it, and that's a fairly un-
sual thing because people have a very difficult time crit-
icizing other people's tax benefits.

If we're going to do something that cost a lot of
money, and it might conceivably make sense with respect to
Americans abroad, I think we have to change our attitude
toward some of the other things that we have in the law
that just aren't working very effectively.

Now DISC is one that sticks out, but there are a num-
ber of others. You could go through the foreign tax area,
and I think you could find a number of provisions that
could reasonably be changed.

I think that if we are not to end deferral, which was
another of the President's proposals, we could certainly
amend subpart F in various ways that would tighten those
rules. Subpart F has become a tax planning device and it
seems to me that that would deserve some attention.

The overall limitation on the foreign tax credit is
really quite generous by comparison with what most other
countries in the world have in place. We were through
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that issue in 1976, and I doubt that there's much inter-
est in getting back into it now, but the fact is that if
you point to other countries under 911 and %13 and say,
"we should adopt their rules for taxation of foreign resi-
dents," there are a lot of other respects in which I don't
think people would be so happy with.

I would enjoy, I think, the opportunity of being
charged with preparing a package of simplifying and reform
proposals in the foreign area that would pick up the
necessary money to spend on Americans abroad. I think
that would be a worthwhile project, but I think it would
be plenty controversial.

Priority Issues

Q. If you had to pick the areas of international tax
legislation it would be most desirable to reform, what
would you concentrate on?

A. I think that the whole area of the foreign tax credit
is obviously a high-priority issue right now. I think that
the place of tax treaties in our overall international tax
system is by-and-large a front-line issue, and particu-
larly the U.S.-Canada treaty is and will be a front-line
issue.

I think implementation of the U.S.-U.K. treaty is a
front-line issue.

I think that of considerably less importance in the
big picture--but nevertheless a front-line issue--is taxa-
tion of real estate in the United States. Those are, I
think, the really big issues that we're facing now.

Moving over to the more significant things, I think
that we will in time undertake some fairly significant
reviews of DISC. I mean, DISC is basically an excrescence
upon our tax laws. I just cannot be convinced that it's
there indifinitely. It's unnatural growth. If it were
doing a lot of good for a lot of people that might be one
thing, but out reports seem to indicate that it's not.
It's costing an awful lot to do what it is doing.

I think that the section 936 (ed. definition of qual-
ified possessions source investment income-Puerto Rican
Tax credit) regime with respect to Puerto Rico is a
big-ticket item that this Administration is not going to
back into because it has been recently reviewed. But I
think that if you pursue the reports that we have put out

-2-
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with respect to the operation of the possession system of
taxation, there are grounds for believing that it is not
working all that well. Certainly, it could stand some
further improvement.

The 861-8 rules is another area which was reviewed
extensively, but I think remains an important area, and it
could be that at some point there will be further, atten-
tion there. Some people urge us to get back into that.
Others are just as pleased that we don't.

I think the rules under section 482 deserve rethink-
ing in light of the expreience...under the present regula-
tions.

And I suppose the area of deferral. Deferral is by
no means dead, and I include in that the question of sub-
part F, because there are a lot of issues that come up
under subpart F.

One other big issue that is also fairly hot from our
standpoint is currency. We have undertaken a project to
review the rules on currency, which I think is going to be
a fairly long-term undertaking but which we are badly in
need of. Under current law a situation has arisen where
exchange gains and losses were a lot less important than
they are today, and where there was a lot less attention
paid to them than there is today. That's a fairly
big-ticket and a very complicated item.

Senator GRAVEL. Our next witness is Mr. John M. Hopkins,
president, Energy Mining Division, Union Oil Co. of California. Mr.
Hopkins?

STATEMENT OF JOHN M. HOPKINS, PRESIDENT, ENERGY
MINING DIVISION, UNION OIL CO. OF CALIFORNIA, ACCOM-
PANIED BY ROBERT HARDING, COUNSEL
Mr. HoPKINs. Thank you, Mr. Chairman.
I am accompanied here today by Mr. Robert Harding, of the law

firm of Groom and Nordbeir. In case you have any technical
questions, he will help me.

I am appearing today in my role as chairman of the Oil Shale
Committee of the Rocky Mountain Oil and Gas Association to
speak in favor of S. 2783.

The Rocky Mountain Oil and Gas Association is composed of
some 750 member companies. The Oil Shale Committee of that
association has as members most of the companies that are inter-
ested in the development of oil shale and who own most of the
privately held oil shale properties.

We have a prepared statement that I would like to submit for
the record, and then I will summarize it briefly.

Senator GRAVEL. It will be placed in the record.
Mr. HOPKINS. The Energy Tax Act of 1978 provided an energy

investment tax credit for oil shale production facilities, but specifi-
cally excluded those facilities required for hydrogenation of the
shale oil produced. S. 2783 provides for including the hydrogena-
tion facilities to be eligible for that investment tax credit which we
think will carry out the original intent of the Congress and remove
an inequity that exists against oil shale as compared with other
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alternate fuel sources for which the investment tax credit does
apply. It will treat oil shale the same as other alternatives.

It broadens the investment tax credit to include hydrogenation
facilities, but not refining facilities used for refining of shale oil. It
is not clear to us why this exclusion was provided, but it may have
been due to misunderstanding of the process for production of
shale oil or due to the haste at the end of the session in 1978. I
would like to explain briefly what the process for producing shale
oil is.

When shale has been retorted to produce a liquid hydrocarbon,
that material is a heavy, viscous material that is unusable as a
feedstock in any of the existing refineries in the country today. In
order to be used as a feedstock for a refinery, it is necessary or it
to be treated to remove certain impurities that exist in it and to
render it usable in the normal existing refining facilities.

That process or those processes may take a variety of forms, but
all of them do include hydrogenation in order to remove nitrogen
and other steps to remove arsenic and other contaminants that are
present in the crude shale oil as it is produced.

Thus, in order to produce a synthetic fuel that is of value as a
refinery feedstock to produce transportation fuels to replace im-
ported oil, it is essential that hydrotreating be included, and it is as
essential as the ret6rting process itself. Therefore, we feel it should
be accorded the same treatment as is accorded other synthetic
fuels.

The principle we are seeking here is to produce a usable, market-
able material from shale oil.

Our testimony indicates some of the potential of oil shale produc-
tion as its potential for reducing our dependence on foreign oil. We
cite three studies that indicate that shale oil will produce high
value, high quality transportation fuels, one by the Department of
Energy, one by the Air Force, and one by General Motors.

We stress the importance to the-defense establishment of the
production of alternate energy sources, and I would point out to
you also that the tax credit, the energy tax credit is of limited
duration, and is intended to apply only to the pioneer plants, and it
will be only applicable to those that are built at an early stage.
Therefore, it is of relatively short duration.

We are convinced that the inclusion of hydrogenation facilities in
the investment tax credit will stimulate and accelerate the rate of
production of shale.

If there are any questions, we-would be pleased to try to answer
them.

Senator GRAVEL. Mr. Hopkins, you have convinced me.
Mr. HOPKINS. Thank you, sir.
Senator GRAVEL. Thank you.
Does anyone else wish to be heard?
No response.]

nator GRAVEL. Thank you very much.
I have two statements here that are to be included in the record

at the end of Mr. Yould's statement on hydropower, and then there
is a statement by Senator Malcolm Wallop that will be placed in
the record as if read, and that should follow Mr. Hopkins' state-
ment, and then the statement of Teamster Local 959, State of
Alaska, in support of S. 2075.

[The material referred to follows:]
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Mr. Chairman:

My name is John M. Hopkins. I am President of the

Energy Mining Division of the Union Oil Company of California.

I appear today in my capacity as Chairman of the Rocky

Mountain Oil and Gas Association (RHOGA) Committee on Oil

Shale.

RHOGA consists of about 750 member companies involved

in energy production. The Committee -on Oil Shale represents

the full spectrum of those companies interested in oil.shale

development. I appreciate the opportunity to be here today

to support legislation that will have a considerable positive

effect on the development and use of oil shale, and on our

nation's energy future.

S.2783 provides that equipment used in hydrogenation or

similar upgrading of shale oil, or kerogen, shall be eligible

for the 10% energy investment tax credit. Those of us in

the shale industry feel that this is a logical and necessary

broadening of the definition of "oil shale equipment" in the

Internal Revenue Code. It would carry out the intent of

Congress, remove an inequity in the current Code, and treat

oil shale investment the same as other alternative energy

investments.

66-691 0-80-21
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Specifically, the definition of "oil shale equipment"

under Section 48(l)(7) of the Internal Revenue Code as it now

stands excludes expenditures for equipment necessary to upgrade

and treat shale oil before it can be refined. The bill, S.2783,

presently before this Subcommittee, would broaden the definition

of shale oil property to include that upgrading equipment

and nothing else. The bill does not expand the definition to

cover equipment used in the refining of shale oil.

Mr. Chairman, we believe that when the Energy Tax Act

was passed there was not a clear understanding of the type

of product that would be recovered from shale rock. Many people

seem to believe that the so-called "oil" that comes from the

shale rock is a high-grade, commercial product. In reality,

the opposite is true. Oil shale is a sedimentary rock con-

taining a solid organic material called kerogen. Kerogen is

a complex hydrocarbon which is removed from the rock primarily

through heat treatment at about 900 degrees Fahrenheit. At

that stage the kerogen is unsuitable for direct use or

immediate or direct processing in a refinery. In fact, at

this point of the process, the kerogen is a thick, tar-like

substance that will not flow in pipelines, that could solidify

in a refinery and gum tip the works, and that contains chemicals

and elements that must be removed before refining so that

they do not poison the refinery catalysts.

- 2 -
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The necessary process by which the kerogen is upgraded

is commonly called hydrogenation. It removes the impurities

from-the shale oil and makes it flow more easily. Upgrading

processes require large equipment and property investments,

adding several dollars to the cost of a barrel of shale oil

which must compete with conventional oil prices.

The ineligibility of upgrading equipment expenditures

under present law denies to shale oil the full benefits of

the energy credit and results in a substantial inequity

among alternative fuels. By comparison, a much larger

percentage of expenditures for projects in coal gasification,

liquefaction, solar, ocean thermal, wind, gasohol, geothermal,

and biomass will qualify for the extra energy credit. We

strongly support the development of alternate energy forms and

seek to put oil shale projects on an equal basis with regard to

the energy credit. The product of an oil shale retort by itself

is not a marketable commodity and needs to be upgraded. Generally,

the other energy sources listed above each qualify for incentives

up to their marketable form. For example, a similar process of,

hydrotreating coal liquids qualifies under the definition. This

is not true in the case of oil shale.

The members of the Senate Finance Committee have heard

considerable testimony on the tremendous potential, both

near-term and long-range, of shale oil. I do not want to

cover that gound again, unless there are specific questions.

- 3 -
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I do want to point out, however, that there are an estimated

1.8 trillion barrels of shale oil in the ground in this

country, with about 600 billion barrels considered recoverable

with present technology. That means that the United States'

shale oil recoverable reserve is about twice the known oil

reserves of the Middle East. The Administration, based on

positive recommendations from both the Department of Energy,

and the Department of Defense, support of the development of

this resource.

I would like to point out three recent developments

which have come to my attention.

First, a study for the Department of Energy recently

announced that synthetic fuel from shale is the most attractive

option to replace--kerosene-based jet fuel as the future

aviation fuel, based on cost and fuel efficiency. Second,

an executive of General Motors Corporation recently announced

that gasoline from oil shale appears to be the best alternative

fuel to replace gasoline from petroleum and urged rapid

development of shale oil facilities. Third, the Air Force

recently announced that shale oil can be refined for jet

fuel which meets or exceeds military specifications.

I need not elaborate on what a strong domestic supply

of gasoline and jet fuel would mean to the automobile and

airline industry, and to the defense of this nation.

- 4-
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We believe S.2783 will have no impact on the budget

for several years because the expenditures for upgrading will

normally come toward the end of the building of a shale oil

facility. In the meantime, the broadening of the credit _

will give certainty, stability, and equity in developing

long-lead time shale projects that must compete economically

with conventional oil an- gas.

Mr. Chairman, we believe S.2783 would carry out the

original intent of existing law and remove the inequity for

expenditures for oil shale projects.

Thank you. I will be pleased to answer any questions.

- 5 -
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Statement of Senator Malcolm Wallop

June 24, 1980

S. 2783

Hearing of the Subcommittee on

Taxation and Debt Management
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Mr. Chairman, I want to thank you for holding this hearing

which gives this subcommittee an opportunity to review S. 2783.

I introduced S. 2783 in an effort to equalize the tax treatment

received by oil shale equipment with the treatment received by the

other categories of synthetic fuel-equipment. This legislation

simply expands the definition of shale oil properly so that the

equipment used in hydrogenation or similar upgrading methods will

be eligible for the 10% energy investment tax credit. Similar up-

grading processes used in the production of liquid fuel from coal

are covered by the energy credit. There is no reason to leave shale

oil, our most promising near-term synfuel alternative, at a com-

petitive disadvantage to other synfuels.

Unfortunate international developments in the pricing and

production of oil guarantee that some day oil shale will be com-

mercially produced in this country. This legislation will not

determine whether oil shale is developed on a commercially viable

level, but it will influence how soon oil shale production can come

on stream. The enormous capital expenditures and long lead times

required in building an oil shale production facility have caused

industry to hesitate in going forward with oil shale development.

The 10% energy investment tax credit will help accelerate the

development of an oil shale industry. By extending the energy in-

vestment tax credit to upgrading facilities we can be assured that

this segment of an oil shale project will proceed on the same

schedule as other energy property that qualifies'for the credit.

Under the new affirmative commitment rule adopted by the Finance

Committee as an amendment to the Crude Oil tax, energy investments

must proceed under a time table, making substan-
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tive commitments to an energy project in order to qualify for the

credit. By denying the energy tax credit to oil shale upgrading

processes, we create no incentive for this type of equipment to pre-

ceed on the schedule prescribed by the new affirmative commitment

rule. In fact, by leaving one segment of an oil shale facility

ineligible for the tax credit, we invite distortions in the deci-

sion making process of corporate planners.

Under the present circumstance it would be logical to defer

investments in upgrading facilities and channel all discretionary

capital into the oil shale equipment that qualifies for the energy

investment credit. This would be done to assure that the necessary

financial commitments are made under the affirmative commitment

rule. It is probable that investments in non-qualifying upgrading

equipment would proceed at a slower rate than the rest of the oil

shale project. The resulting delay in bringing oil shale faciti-

ties into commercial production would be an unfortunate and I be-

lieve unintended consequence of denying the tax credit for oil shale

upgrading equipment.

I do not believe that Congress intended to create this kind

of tax distortion between segments of an oil shale facility, nor

do I believe that Congress wanted to create inequities in the tax

treatment of different kinds of synfuels. If my understanding of

the energy goals of this nation is correct, Congress wants to ac-

celerate the production of alternative fuels. To the extent that

this legisaltion will accelerate the production of oil shale, and

address the distortions mentioned above, I believe this is a neces-

sary technical correction in the tax laws.
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I would like to conclude by indicating that to a great extent

my interest and the support of Senator Garn in this legislation

stem from the importance of shale oil in meeting the future mo-

bility requirements of the U.S. military. Once shale oil has gone

through the hydrogenation or other upgrading processes, it can be

refined into jet fuel. Jet fuel from oil shale has been tested by

the U.S. Airforce, proving that it can be used by the military.

The Department of Defense has testified on the potential role that

oil shale can play in developing a secured supply of domestic en-

ergy that can be used by the military. I have asked the Defense

Department to comment on the potential uses of oil shale in the

future. If there is no objection, I would like to request that the

record remain open so that these comments from DOD can be placed

in the hearing record.
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Honorable Malcolm Wallop
United States Senate
Washington, D.C. 20510

Dear Senator Wallop:

This is in response to your June 17, 1980, letter which requested
my views on the need for rapid development of shale oil as an
alternative mobility fuel, particularly to meet defense needs.
Your letter referred to my testimony, and that of other Depart-
ment of Defense or Department of Energy witnesses, before the
Investigations Subcommittee of the House Cormmittee on Armed
Services on October 10-12, 1979. At that time, we emphasized the
importance of oil shale as a secure domestic source for mobility
fuels.

I am pleased to reaffirm to you my conviction that oil shale-
derived synthetic fuels are of vital importance to satisfy future
defense mobility fuel requirements. Due to the state-of-the-art
of synthetic fuel technology, oil shale, as compared to coal and
tar sands, appears to be the most attractive source of synthetic
mobility fuels during the next five to ten years.

We are continuing to test shale-derived synthetic fuels in sub-
system components, as well as aircraft, ships, and ground vehicles.
Our test results to date have been very favorable. Accordingly,
the Department of Defense stands ready and able to use shale-
derived synthetic fuels as soon as they are commercially available.

Regarding synthetic fuel commercialization, we expect to play a
major role in accelerating the development of a domestic synthetic
fuels industry. When the President signs S. 932, the Energy
Security Act, into law, I anticipate that the Defense Fuel Supply
Center will act on behalf of the Department of Energy to make long-
term commitments for synthetic fuels, e.g., price guarantees,
purchase agreements, and loan guarantees, during an interim period
until the Synthetic Fuels Corporation is operational. Shale-
derived fuels for military use will be a major commodity in those
transactions.

In summary, the Department of Defense continues to maintain an
intense interest, as well as play an active role, in the develop-
ment of a domestic synthetic fuels industry. We applaud any
action that you may take to accelerate further that process.

I Lrust that my comments have been helpful. An identical response
has been sent to Senator Garn.

Sincerely,

W. Graham Claytor, Jr.
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STATEMENT OF GENERAL TEAMSTERS LOCAL 959 STATE OF ALASKA

IN SUPPORT OF S. 2075

We have experienced a problem with the Internal Revenue

Service's interpretation of the excise tax on transportation

that imposes an unjust burden on our attempt to minimize the

cost of our transportation which:we provide for union purposes

and members. In seeking to impose the transportation tax on

the situation which we shall describe, it is our view that

the Service misconstrues the legislative intent of Congress.

In view, however, of the Service's position, we propose that

you consider the appropriateness of a legislative amendment

which is very narrow in scope.

The Problem. -- IRC S 4261 imposes an excise tax (at

an 8% rate) on an amount paid for taxable transportation of

any person by air. (A similar tax also is imposed on the

transportation of property by air by IRC 5 4Z-7l.) The entire

rationale underlying this tax is to impose a levy when one

person "furnishes" transportation (at a cost) to another

person. Thus, if a corporation owns (or leases) an airplane

for use by its executive personnel, no transportation tax

would be imposed when that aircraft is used by the owner (or

lessee) because the corporation involved would not be "furnish-

ing" transportation to any other party but simply operating

the plane for its own use.
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Occasionally, however, the aircraft is used by several

affiliated corporations. For example, a plane may be owned

by a parent corporation but used by the executives of its

two wholly-owned subsidiaries as well. In such a situation

it would be common for the parent and the two subsidiaries

to share in the cost of the plane's operation (each paying

that amount attributable to its us). In such a situation,

the Service originally took the view (in Rev. Rul. 68-343,

1968-1 Cum. Bull. 491) that the corporation deemed to own

the plane (the parent in this instance) was considered to be

"furnishing" transportation to the two subsidiaries. Thus,

the amounts paid to the parent corporation by the two subsi-

diaries (as their pro rata share of the plane's operation)

would be considered, under Rev. Rul. 68-343, as an amount

paid for transportation and, hence, subject to the excise.

When Congress was informed of this situation, it

corrected the matter, in P.L. 91-258, by providing (in what

is now IRC S 4282) that nc transportation tax would be due

where the aircraft is used only by members of an affiliated

group (as that term is defined in IRC S 1504(a)). Since the

parent and two subsidiaries in the above example would be an

';affiliated group" no transportation tax would be imposed.

The enactment of IRC S 4282 was clearly prompted by the

restrictive interpretation given to the transportation tax by

the Service in Rev. Rul. 68-343. Congress recognized, through

-2-
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the enactment of this provision, that cost sharing arrangements

between entities that were commonly owned did not involve a

situation where one person was "furnishing" transportation to

another. Each participating entity was simply paying its

share of the aircraft's operation--no transportation was being

provided to another.

The amendment which Congress adopted (in the form of

IRC S 4282) is not, however, in the Service's view, broad

enough to cover other situations deserving of inclusion within

the scope of a provision which recognizes that cost sharing

arrangements do not involve the "furnishing" of transportation.

See the Service's interpretation of IRC S 4282 in Rev. Rul.

76-394, 1976-2 Cum. Bull. 355. The reality of this has been

strikingly brought home to us at Teamsters Local 959 which,

in conjunction with its related Alaska Teamster Employer trusts,

share the cost of the expenses of operating an aircraft. This

aircraft is used not only for transporting union local personnel

on official business but, also, for the benefit of its related

employer trusts which are created and operated for the benefit

of the union membership. For example, a significant use of

this aircraft is for the purpose of evacuating injured union

members from locations which are removed a considerable distance

from medical or hospital care. In reality, therefore, all of

the use of the aircraft is on behalf of Local 959 in the sense

that it is for the benefit of its membership. No furnishing

-3-
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of transportation to another entity is involved.

These employer trusts which share the cost of the

aircraft's operation (proportionate to their use) are not

"owned" by Local 959 through stock ownership. They are

(there are four in number: the Alaska Teamster-Employer

Welfare Trust, the Alaska Teamster-Employer Prepaid Legal

Services Trust, the Alaska Teamsier-Employer Training Trust,

and the Alaska Teamster-Employer Pension Trust), like Local

959 itself, exempt organizations. The creation of these

organizations grew out of collective bargaining agreements

between Local 959 and various employers. Although these

trusts are not "stock owned" (i.e., Local 959 does not own

them through stock as a parent corporation would own a subsi-

diary), they are operated for the benefit of the samae group

of individuals (i.e., the union's membership as Local 959).

Since these entities are, however, trusts, not corporations,

they are not, in the Service's view, an "affiliated group"I/
within IRC S 4282.

1. As previously indicated IRC S 4282 adopts a narrow
definition of affiliation--that used in IRC S 1504(a) defining
the types of corporations which are eligible to file consoli-
dated returns. Nevertheless, believing that the Congressional
intent was such as to permit cost sharing arrangements between
non-stock entities (such as a labor union local and its related
trusts) to be eligible for non-payment of the transportation tax,
Local 959 applied to the IRS for a favorable ruling. The
Service adopted a very technical interpretation of IRC S 4282
and reached a tentatively adverse position on the ruling request.
This caused Local 959 to withdraw its ruling request. It is
only at this point that we concluded it was necessary to ask
that legislative relief be considered.

-4-
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between affiliated entities does not involved the type of

"furnishing" of transportation which should be subject to

the transportation tax, a cost sharing arrangement between

Local 959 and its related trusts will not, according to the

Service, qualify as being within the definition of "affiliated"

set out in IRC S 4282.

It appears to us that it is unfair to render Local 959

and its affiliates ineligible for the IRC S 4282 relief simply

because they happen to conduct their affairs in the form of

entities which are non-stock. Exempt organizations, such as

union locals, are usually non-stock in nature. The related

entities, being trusts, do not issue shares such as would

permit them to be owned, through that medium, by Local 959.

And yet the arrangement which Local 959 (which leases its

aircraft from a leasing company) has with its related trusts

is every bit as much a cost sharing arrangement as any such

plan between a corporation and its subsidiaries. If the

latter is exempt from the transportation tax, and they would

be by reason of IRC S 4282, so should a cost sharing arrange-

ment between a union local and the trusts which it creates to

serve its membership. The same commonality of benefit and

interest which marks an "affiliated group" as defined within

IRC S 1504 is present when a union local and its related trusts

are concerned.

-5-
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Congress realized, when it enacted IRC S 4282, that cost

sharing arrangements between related corporations should not

be subject to the transportation tax. Exempt organizations

may share the cost of an aircraft's operation in the same

way and yet, under the Service's view, no relief is provided

for them. This cannot be regarded as a sensible legislative

solution.

The Recommended Solution. -- The inequity referred to

above can be cured very simply by providing that labor organi-

zations, and their related entities, can be treated in the

same manner as affiliated corporations. This is exactly what

Senator Gravel's bill, S. 2075, accomplishes. This bill simply

amends the definition of "affiliated group" to provide that

such term includes labor organizations and other trusts or

entities which are "established for the sole and exclusive

benefit of the members of such labor organizations and their

families and dependents." By this amendment, treatment which

is parallel to that presently accorded taxable corporations

can be given to labor organizations, and their related entities,

which share the cost of *aircraft used solely in connection

with labor organization business.

Senator GRAVEL. The hearing is adjourned.
[Whereupon, at 5:25 p.m., the subcommittee was adjourned, sub-

ject to the call of the Chair.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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Testimony by Senator Gary Hart
Before the Senate Finance Subcommittee on

Energy and Foundations
Re S. 2783
June 24, 1980

Mr. Chairman, S.2783 provides that equipment used in

upgrading of shale oil shall be eligible for the 10 percent

energy investment tax credit. As a cosponsor of this amend-

ment and as a Senator from a state with extremely high

reserves of oil shale, I urge the Committee to act favorably

on this measure.

The existing 10 percent energy investment tax credit

applies to equipment used to miie shale, or to equipment

used to process the shale rock into shale oil. The shale

oil resulting from most oil shale processing plants, however,

is not a liquid suitable to be put directly into a petroleum

refinery. The crude shale oil needs to be upgraded, a

process called hydrogenation, to make it a suitable substitute

---for-petroleum.

The Internal Revenue Code, section 48 (1)(7), excludes

expenditures for equipment necessary to upgrade and treat

shale oil before it can be refined. S.2783, broadens the

definition of shale oil property to include that upgrading

equipment.

66-691 0-80--22
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Upgrading processes require a large investment, adding

several dollars to the cost of a barrel of shale oil, before

it can compete with conventional petroleum. Since this is a

necessary investment for most shale processes, it is reason-

able to include the upgrading facilities in the ten percent

energy investment tax credit.

By broadening the definition, as proposed in this bill,

the Congress will be putting synthetic fuels from oil shale

on an equal footing in tax code with synthetic fuels from

other bases. The tax credit currently available for coal,

for example, would normally be available for all the equipment

that would eventually result in a product which is roughly

the equivalent to petroleum, and sometimes equivalent to a

refined product such as premium gasoline. It is only shale

processes that result in an intermediate product, which

requires upgrading before it can be used in a conventional

refinery.

Mr. Chairman, it is important that this country do all

it can to reduce oil imports as soon as possible. While

shale oil will take perhaps a decade to become an important

contributor to America's energy supply, it will make a very

significant contribution. By providing selected tax credits,

the Federal government will be stimulating investments in

synthetic fuels at a faster pace and, thereby, reduce oil
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imports sooner. I introduced the bill you are now consider-

ing as an amendment to the windfall profits tax last December.

Unfortunately, due to the Senate Floor dynamics, this amend-

ment could not be brought to a vote. I am happy that Senator

Wallop introduced this amendment now, and I'm gratified that

the Finance Committee is studying it closely.

This bill is a minor, but fair, extension of the tax

credits as they apply to the development of synthetic fuels

from shale. I hope the Committee will report on this bill

favorably.
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Statement of Hon. Walter D. Huddleston (D-Ky)
Before the Subcommittee on Taxation

and Debt Management
Committee on Finance
United States Senate
June 24, 1980

Tobacco Excise Tax Collection Procedures

Mr. Chairman, Members of the Subcommittee, thank you for

this opportunity to submit testimony in these hearings addressing

a- number of bills to provide tax relief to taxpayers or make other

needed revisions to the Internal Revenue Code.

Mr. Chairman, under the President's cash management initiatives

the collection of a variety of taxes would be accelerated. In some

cases the cash management initiatives require special legislation

for implementation. In other cases, the Administration has taken

the view that tax collections can be accelerated without new authority

from Congress.

In my comments I shall address the proposal to accelerate

the collection of Federal tobacco excise taxes, as set forth in

proposed regulations published in the June 6, 1980 Federal Register.

These draft regulations would require the major tobacco manufacturers,

who have major facilities in the Commonwealth of Virginia, the Common-

wealth of Kentucky, and other States, to file a return every seven

days based upon accrued tax liability during the preceeding week, with

remittance to the Treasury three days thereafter. Under current

regulations, in force since 1965, the tobacco manufacturers are
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required to file a return every fifteen days, with remittance of

taxes fifteen days later. The economic effect, Mr. Chairman, of

this proposal is to require the tobacco manufacturers to remit taxes

due to the Treasury well in advance of collections of those taxes

from industry customers.

In one study which I have seen, prepared for The Tobacco

Institute by Coopers & Lybrand, the tobacco manufacturers under

the present collection procedure endure an average daily cash

deficit in their Federal excise tax account of more than $65 million.

Under the Administration's plan, these same manufacturers would

sustain an average daily cash deficit of more than $206 million. At

the cost of overnight money, this increase in tax liability before

recovery from industry customers of taxes paid will result in sub-

stantial increases in costs of operation for the manufacturers.

Mr. Chairman, this subcommittee has before it one proposal

by the distinguished Senator from Ohio (Mr. Glenn) to increase the

time for payment of Federal excise taxes on tires and other products.

Senator Glenn's bill is in response to the burden of paying excise

taxes before reimbursement for those taxes. It is an appropriate

bill; most taxpayers are not required to pay their taxes before they

earn the money upon which the taxes are based.

I would urge your subcommittee to amend Senator Glenn's bill,

or another appropriate vehicle, to ensure at least that the status

quo is maintained in the procedures for collecting tobacco excise
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taxes until this subcommittee has had adequate opportunity to review

the problem.

Such an amendment could take the following form, as an

amendment to section 5703(b) of the Internal Revenue Code: After

the third sentence of such subsection of the Internal Revenue Code,

insert the following new sentence:

"No taxpayer hereunder shall be required to file or

remit payment earlier than would have been required

under regulations in force under this section on Jan-

uary 1, 1980.".

The adoption of this amendment, or an amendment accomplishing the

same objective, would not alleviate the current problems faced by

cigarette manufacturers in meeting the tax collector's time limits.

But it would have the salutary effect of preventing further damage

while Congress reviews the problem.

Mr. Chairman, the proposal to require cigarette manufacturers

to remit their taxes every seven days, based upon tax liability accrued

upon removal from the factory, simply ignores industry practice in

distributing and marketing the product. The time that elapses between

removal from the factory, and ultimate sale from a regional warehouse,

is not acknowledged and not accommodated. Thus tobacco manufacturers

sustain tax liability, and make tax payment, long before title to

the product passes to the industry's customers.
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This practice is inequitable today with the fifteen day

reporting period and the fifteen day remittance period. It would

be an unconscionable practice if the regulations proposed by the

Treasury are permitted to go into force.

Therefore, Mr. Chairman, I urge your subcommittee to address

immediately this problem, and take action to deter further erosion

of the industry's position while preparations are made in Congress

for a careful and thoughtful evaluation of the entire process of

excise tax collections within this major industry.

Thank you, Mr. Chairman, for this opportunity to submit

these comments on an issue of major importance in ntucky.
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E g L DORADO REAL ETAT(., Inc.
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Miry WW RJIs 212 MASONIC TEMPLE FA

DIAL 82-4

4L DORADO,. ,ARKAN5A5 71730

June 6, 1980

The Honorable Harry F. Byrd, Jr., Chairman
United States Senator, State of Virginia,
Subcommittee on Taxation and Debt Management
Senate Committee on Finance
Room 0 227
Dirksen Senate Office Building
Washington, D. C. 20510

Dear Senator Byrd:

Thank you for this opportunity to express my views before the comnmittee on the

"Windfall Profit Tax." I. How did Congress ever allow a tax so misnamed pass without

a change in name.

The president sent this bill to Congress with this misnomer to deceive the public-

and perhaps some members of Congress-into thinking that this tax was a tax on profit.

When in reality it is a tax-an excisG tax-on each barrell of oil produced in the

United States. Why was this name not changed in the Congress to make the meaning

clear and understandable by the general public?

This misnomer '"Dindfall Frofit Tax" has made the general public believe that

only the profit of the BIG OIL COMPANIES is taxed. The general public does not know

the hardship that this excise tax has placed on persons in the same situation as I am.

My entire life has been one of work. For thirty-six years I have been a real

estate broker in a small South Arkansas town, El Dorado. Out of a small amount that

was saved-after taxes-with the help of a loan from the First National Bank, El Dorado,

an investment was made in producing oil which I hoped would supplement my Income when

I reached 65. After the bank loan was paid, I mortgaged that production and bought

a larger royalty interest in producing oil, on which I am still paying to the bank.

My situation is the same as thousands of others. I -an a widow, without children,
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past 65 years old and this '"indfall Profit Tax," has taken one/third of my Income.

With this tax Imposed on each barrel of oil, I will never get the bank paid, and

I will not be able to retire at anytime. I must continue to work to try to keep

everything together. With Inflation taking ever increasing tolls on the small

business, it is hard to survive. In 1945 a 500-roll of stamps was $15; today

that same 500-roll of stamps is $75. Every expense of business and living is

in like proportion to the stamps.

In April In Washington I visited the offices of a number of senators and

congressmen-al I of the Arkansas delegation and others from surrounding states whom

I know. One senator told me that he did not realize that the tax was an excise tax

and only after he studied it carefully was he able to see the harm that the tax would

do. How many senators failed to read the bill carefully and voted on it thinking

that it was a "windfall Profit Tax?" This one senator voted against it after he

studied the bill.

In a letter dated April 11, 1980 from The Honorable Dale Bumpers, Senator of

Arkansas, on page 2, he writes:-"The consumers will actually be paying the tax because

under decontrol they must pay whatever prices the Opec Cartel sets. Every barrel of

oil will now bring the OPEC price,and there is no relationship between that price and

the cost of finding domestic oil. Yet, without a tax, the oil companies would receive

all of the money, as dictated by the cartel." Paragraph. "Finally, some people have

argued that the revenues from the tax are not needed, but sixty percent of those revenues

will be set aside for tax reductions. For example, the bill provides a tax break for

Interest earned on savings accounts. Currently,4mericans are saving only a very small

fraction of their Incomes. The bill will Increase the incentive to save by removing

the tax on the first 200 dollars of interest ($400 on a Joint return)."

How do I pass my taxes on to the consumer? It comes out of income and I do not

have an oil company. Why set aside sixty percent of the revenues from the tax to
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give a tax break to Interest earned on savings accounts?

Why should Americans receive less for their oil than the OEC cartel? During the

last twenty-five years our-big oil companies have become international corporations-

even our own home town company, Murphy Oil Corporation, founded In El Dorado. The

reason for this was the smothering regulations Imposed by the Federal Governent. In

the 1950's in a discussion with an official of Gulf Oil Company, who was an official

in their overseas operation, he said that we would use up the oil reserves in foreign

countries and that we would still have plenty of oil in America. At that time we were

not dependant on foreign oil. But regulations kept multiplying and the:companies that

cculd fled to foreigh lands to seek oil and developed the oil in the OPEC CARTEL.

This left the small Independant operator who was willing to gamble and to struggle

under the burden of regulations. Senator Bumpers said that there was no relationship

between the price and the cost of finding domestic oil. There is a definite relation-

ship. Without the small independent oil operator, South Arkansas would have been without

exporation for the past 25 years. Within the last five years major companies have been

drilling, but these have been few.

Seeking oil Is the biggest gamble of any business venture. in wildcat fields-

that is a place where the geology looks promising and no production exists--one well in

about ninety proves successful. The cost to drill a well to a total depth of 6,000

feet averages from $120,000 to S200,000. This does not take into account the completion

of that well. To drill and complete the average 3,000-foot-well in South Arkansas Is

from $70,000 to $100,000. There Is a definite relationship in cost and price.

Why would the United States Governent favor the OPEC CARTEL over her own oil

producers? -There should be no price regulation on domestic oil and there should not
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additional excise tax such as the so called 'indfall Profit Tax."

Americans can save very little with today's Inflation and taxes. But Is It right

to tax royalty owners like me and take that tax money to give those who save money a

$200-interest earned tax exemption?

Money lying in a bank never appealed to mre, but to go out to see an oil well

pumping, men working, and to know that a little bit of the operation was an interest

that I had did. Having grown up and lived all of my life in the area where oil was

produced, I have been very Interested in the indUmtry.

My father, the late J. V. Spencer, organized The Victoria Oil Company in 1916.

That company drilled a number of wells in Union County, Arkansas. All were dry. By

1920 the company was dissolved, all debts were paid, and all the money put Into it was

lost. This is one of hundreds uf others that had the same fate in seeking oil in

South Arkansas.

There was few H. L. hunts here in South Arkansas; but many Ory Hole Joe's. I

have spent a lifetime watching the operations in the oil Industry. H. L. Hunt came

here and opened a gambling hall during the oil boom of 1921. He acquired a lease and

luckily hit it big--and then drilled a number of dry holes and had dissipated his

cash when the East Texas oil field came in during 1930. Pete Lake, a local business

man, staked Mr. Hunt on his venture in East Texas when he left El Dorado. Few are

willing to take the risks involved in seeking oil. And very few of those-who take the

risk are successful.

The big oil companies like Exxon probably favored this so called Windfall Profit

tax because it would eliminate the small independent oil operator. Exxon can pass the

tax on to the cosumer. Where can the small independent oil operator and the land owners

pass this tax on to? F lease use every means possible to eliminate this lax on the ones

who are being hurt the most.
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If this tax were eliminated on the first 1,000 barrells of oil produced each

day, those who are suffer 3 under this tax burden would have relief. This would

tikle care of those in the situation that I am In and the small independant oil

operators. And these men and women who have kept the oil rig# drilling for the past

25 years in South Arkansas have been the back bone of our oil industry in South

Arkansas.

Thank you for this opportunity to express my views. Remember the words of

Thomas Jefferson, "The power to tax, is the power to destroy." Taxation and regulation

bankrupt the American railroad system. Now, the government is spending millions to

keep Amtrack operating. Do rt let this happen to our oil industry.

Yours sincerely
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Mr. Michael Stern June 26, 1980
Staff Director
Committee on Finance
U.S. Senate
Washington, D.C. 20510

STATEMENT ON S.2784

The Engineering and Construction Group of Koppers Company, Inc.,
headquartered in Pittsburgh, has been building coke oven batteries
for the past 70 years. We are currently the largest U.S. designer
and builder of coke plants. Additionally, Koppers owns and operates
three of its own coke plants. This experience, we feel, qualifies
us to comment on both the coking industry and its effect on today's
steel industry.

Most of these ovens produce metallurgical coke for use in the blast
furnaces of the major steel companies. The other principal end
product is foundry coke for metal castings.

Approximately 75 per cent of current U.S. steel production is de-
pendent on blast furnaces Which require metallurgical-coke to melt
the iron ingredients. To be both competitive and efficient, large
scale facilities are vital to the industry.

In the past five years only two new, large-diameter, blast furnaces
have been constructed: Bethlehem Steel Corporation's furnace at
Sparrows Point, Maryland, and United States Steel Corporation's
furnace at Fairfield, Alabama. Another new blast furnace, one of
the largest in the Western Hemisphere, will be placed in operation
by Inland Steel Company this fall at its Indiana Harbor Works. Only
these U.S. facilities can match the production per unit volume of
Germany, Japan and other world steel makers.

To provide the coke for these new furnaces, both Inland Steel and
U.S. Steel built new, high-capacity, technologically-advanced coke
oven batteries which are both environmentally and energy efficient.
Bethlehem Steel presently has a similar new battery under construc-
tion. The energy tax credit in the Windfall Profit Tax Act, with
an effective date of December 31, 1979, will not apply to either
Inland or U.S. Steel because their batteries were built shortly be-
fore the effective date.

These two steel companies, Koppers, and others, have all either
built new, or rehabilitated older batteries. These projects would
have qualified for an energy tax credit if the coke oven amendment
had been changed back to the effective date of the Energy Tax Act
of 1978. This, as you are aware, was not done.

S. 2784 would rectify this inequity by making September 30, 1978
the effective date of the "coke oven" amendments to the Windfall
Profit Tax Act.

Contd. Page 2
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The steel and coke industries are vital to the nation's well-being,
yet our coke production capacity has been declining for years- The
problem lies with the age and deteriorated condition of our coke
production facilities. Much of the equipment has decayed to a point
where it cannot be operated efficiently or in compliance with ever
more restrictive environmental regulations. Rehabilitation or com-
plete replacement is vital. The cost of this replacement is stag-
gering -- from $200-$225 per annual ton of production. (Last year's
coke production level was 52.9 million tons.)

The low profitability of the steel industry has forced them to im-
port coke to meet their needs. This occurs despite the fact that
the U.S. has the largest and best coking coal reserves in the world.
In 1978 and 1979, approximately 9.7 million tons of coke were im-
ported into the U.S. These imports contribute to our balance of
payments deficit and, more importantly, contribute to the loss of
many thousands of jobs by coal miners and coke plant workers.

Importing coke also leads to an energy loss. The U.S. steel indus-
try consumes nearly 3 quadrillion Btu's each year: 4 to 5 per cent
of total domestic energy usage, equalling 500 million barrels of
oil per year. However, the steel industry furnishes two-thirds of
its own energy, derived from coal, our most abundant energy source.
Most of this coal is used in coke plants which produce valuable
coal-chemical by-products, including medium Btu by-product gas used
as a substitute for petroleum and natural gas. Coke ovens are, in
fact, presently the only full-scale, production-tested coal gasi-
fiers in commercial operation in the U.S. They are already the
kind of alternative energy source our government is encouraging
through its synthetic fuels programs. We cannot let the coke in-
dustry deteriorate and decline.

The industry needs help from Washington. This legislation is a
very positive step. A bill is also needed to allow the accelerated
write-off of new capital facilities. S. 1435, the Capital Recovery
bill would provide a strong surge of capital investment throughout
the country, provide incentive to rebuild the ailing coke and steel
industries, and put people back to work.

We do not want or approve of subsidies or handouts. Our objective
is solely the establishment of governmental policies which will
permit the coke and steel industries to regain good economic health
and to achieve full potential under the private enterprise system.

Joseph A. van Ackeren

Manager, Marketing

JAVA/bjg
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STATEMENT OF
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

COMMITTEE ON FINANCE
UNITED STATES SENATE

JUNE 24, 1980

I. INTRODUCTION

The National Machine Tool Builders' Association is a

national trade association representing over 370 American machine

tool manufacturing companies, which account for approximately

9V% of United States machine tool production.

Although the total machine tool industry employs

approximately 110,000 people with a combined annual output of

$4.0 billion, most NMTBA member companies are small businesses

with payrolls of 250 or fewer employees.

-While relatively small by some corporate standards,

American machine tool builders comprise a very basic segment of

the U. S. industrial capacity, with a tremendous impact on

America. It is the industry that builds the machines that are

the foundation of America's industrial strength. Without machine

tools, there could be no manufacturing; there would be no trains,

no planes, no ships, no cars; there would be no power plants,

no electric lights, no refrigerators and no agricultural machinery.
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We are pleased to briefly comment on the subject of export

promotion and development, an area of vital interest to both American

machine tool builders and U. S. industry generally. Specifically,

we will address our remarks to S. 2757, introduced by Senators

Bentsen, Stevenson, Heinz and Danforth, which would provide special

provisions for the taxation of export trading companies.

We commend the sponsors of S. 2757 for lending their

support, in the form of export tax incentives, to the overall export

trading company concept. As you know, the Senate Banking Committee

has recently reported its legislation in this area, S. 2718. We

commend the Banking Committee for its judicious and expeditious con-

sideration of that important legislation. The combination of S. 2718,

with its broad scope approach to the export trading company (ETC)

concept, with S. 2757's specific tax treatment of ETC income, will

provide an export trading company program which will be of immense

assistance to U. S. enterprises already involved in foreign trade,

and we believe will serve as important encouragement to businesses

which are reluctant to enter the export market under the current

conditions.

II. U. S. MACHINE TOOL INDUSTRY'S RECENT EXPORT EXPERIENCE

Before proceeding with our specific comments, we would

first like to briefly outline the U. S. machine tool industry's

recent expierience in the export market.

It is significant to note that while the domestic

U. S. machine tool market has been oscillating with very little

real growth since the middle 1960's, the world market has grown
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substantially. Unfortunately, most of this worldwide expansion

has been absorbed by our foreign competitors, eroding our

market share.

In the middle 1960's, the American machine tool industry

supplied approximately one-third of the total global market. In

other words, one out of every three machine tools consumed in the

world was produced by an American machine tool builder. However,

according to American Machinist, as of the end of 1979, that

portion has fallen to only 17.1%. In short, over the past 13

years, our share of the world market has plummeted by almost 50%.

This dramatic decline is the result of two factors.

First, our domestic market has been invaded by foreign competitors

on a scale never before dreamed of. For example, since 1964,

America's imports of foreign machine tools have more than tripled,

growing from 7% of total comsumption 15 years ago to 24% in 1979.

It is obvious that because the United States is the largest open

machine tool market in the world, our foreign competitors have

pulled out the stops and are aiming their export marketing efforts

at America.

Second, and this is the aspect that we wish to focus

on at this time, our share of the export market has also declined.

When we look at the dollar value of our exports, the results of

our efforts look encouraging. But if we look at American exports

as a percentage of all of the machine tool exports in the world,

66-691 0-80- 23
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the results are discouraging. We have been losing export market

share at an alarming rate. Specifically, our share of the world's

machine tool exports fell from 21% in 1964 to Just 7% last year,

placing us well behind West Germany and Japan as a machine tool

exporting nation.

Finally, and perhaps most alarmingly, in 1978 the

United States suffered its first machine tool trade deficit in

history, with imports exceeding exports by some $155 million.

And, to make matters even worse, this deficit trend continued

through 1979. Even though our exports grew by 15.8% over 1978

levels, imports soared by more than 45% to produce an even larger

trade deficit of almost $400 million.

From these statistics it is obvious that export sales

must play an increasingly significant role in the marketing

strategy of American machine too. builders specifically, and all

U. S. businesses generally. Also, it is important to point out

that although there are some members of our industry who are

quite adept at. exporting, even under the current less than

optimal conditions, their efforts could be even more productive

were they to benefit from the integrated approach of an export

trading company as contemplated by the various bills upon which

we will comment today. Moreover, such experienced exporting

companies have the potential to assist other smaller and/or new

to export businesses by functioning as a part of a full service

export trading company.
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III. NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION
EXPORT PROMOTION ACTIVITIES

NMTBA and its member companies have devoted considerable

time and effort to increasing exports.

NMTBA, on behalf of the American machine tool industry,

is devoting its own resources to the development and maintenance,

of international markets everywhere in the world. The Association

has two people who spend virtually their full time overseas

promoting United States machine tool exports with considerable

assistance from the Department of Commerce.

NMTBA develops seminars and workshops to train our

members' people on international financing, export licensing, or

any other subject that will benefit a machine tool builder. We

conduct market research to locate new and promising markets for

industry development. We have conducted twenty-four Industry

Organized, Government Approved (IOGA) trade missions to help gain

a foothold in these new markets, and more are planned for 1980

and 1981. We sponsor foreign exhibitions so that our members

will have more opportunities to display their products overseas.

In addition, we often work in close conjunction with the Commerce

Department on such activities as recruiting exhibitors for export

promotion events such as catalog-shows, video tape shows and

technical seminars. We organize reverse trade missions to bring

foreign buyers to our plants. And we bring large groups of

foreign visitors to the International Machine Tool Show in Chicago
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every two years. The Commerce Department has worked closely with

us in the development and implementation of these programs, as

have the commercial officers in our embassies and trade centers

around the world.

IV. TAX TREATMENT OF EXPORT TRADING COMPANY

The tax provisions of S. 2757 have several purposes:

(1) To insure that bank investments in export trading companies

do not disqualify such companies from using Domestic International

Sales Corporations (DISCs); (2) To make receipts from exports

of services or export trade services eligible DISC receipts (that

is, eligible for partial deferral of income taxation as is now

extended to receipts from products sold internationally); (3)

To require the Secretary of Commerce in consultation with the

Secretary of Treasury to disseminate information on the utilization

of DISC status and the likely advantages or disadvantages of

doing so; (4) To modify certain Subchapter S regulations so as

to permit small, closely held companies to pass through net

losses in the first few years when start-up costs are likely to

exceed income.

Addressing each of these provisions individually, we

begin by focusing on 1 1 of S. 2757 which would make clear that

export trading companies with banks or other financial institutions

as active ETC participants would not be disqualified from using

DISCs because of such banking involvement. To do otherwise would
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be to completely work at cross purposes with one of the essential

elements of the export trading company legislation, S. 2718,

reported by the Senate Banking Committee, namely the recognition

of the vital role that banks and other financial institutions have

to play as the financial fuel necessary to propel the export

trading company. Although we appreciate that your first responsi-

bility as members of the Senate Finance Committee is to carefully

scrutinize and analyze the provisions of S. 2757 as they would

impact on the tax laws and revenue concerns of the United States,

we are also certain that you have studied and understand the

export related concerns which caused the Senate Banking Committee,

as well as the sponsors of S. 2757 to make provisions for the

integral involvement of financial institutions in export trading

companies. Therefore, we urge your support of this provision

which would be of substantial assistance to the furtherance of

U. S. exports and of net benefit to the United States' economy

generally.

Secondly, S. 2757 would permit export trading companies

to enjoy DISC treatment on all their income, including income

derived from exports of services or export trade services. DISC

treatment does not now apply to income derived from such services.

This is a very helpful change in the tax laws. We would

suggest that consideration should also be given to both raising

-significantly the threshold for application of the incremental
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aspect of DISC and to reducing the average percentage of export

sales used to compute the basis over which DISC treatment is

applied. These additional improvements will enable small and

medium-sized exporters to improve their competitiveness in over-

seas markets. They also take appropriate cognizance of the role

of inflation during the past few years in driving up the dollar

value of many U. S. export sales.

We are aware that some have criticized the extension of

DISC treatment to service related ETC income as being too costly

from a revenue standpoint. Apparently the Treasury Department

(based on 1978) data has computed the potential revenue cost of

extending DISC benefits to "services produced in the United

States" to be approximately $200 - $500 million. Similarly,

Treasury has stated that DISC benefits extended to "export trade

services" would potentially lead to a $100 - $200 million revenue

loss.
Apparently, however, the Treasury Department's computations

of revenue cost were based on the erroneous premise that DISC

benefits would be extended to the two types of service income

of all DISCs. To the contrary, S. 2757 would extend DISC treatment

of service income only to DISCs which would qualify as export trading

companies. Thus, as the Banking Committee stated in its report

on S. 2718 (which formerly contained tax provisions very similar

to those of S. 2757, "to the extent Treasury's estimates are

1U.S., Congress, Senate, Export Trading Companies, Trade
Associations, and Trade Services, S. Rept. 96-735 to Accompany
3. 2718, 96th Cong., Zd Sess., 1980, p. 18.
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based on income from DISCs which would not qualify as export

trading companies, the estimates necessarily overstate the

actual revenue costs." Moreover, "since most DISCs are

exporting, either solely or principally, the goods or services

of a parent or affiliate, the number of present DISCs which

would qualify as export trading companies is likely to be

relatively small."2/

Finally, we strongly agree with the conclusion that

"[i]f there is any significant revenue loss directly attributable

to the tax provisions, it will be because export trading companies

succeed in significantly expanding U. S. exports, which means

additional revenue is being produced through additional exports."

Thirdly, we applauds the sponsors of S. 2757 for their

recognition of the important role that information plays in the

stimulus and development of international trade. We, therefore,

commend the authors of S. 751 for requiring the Assistant Secretary

of Commerce, in cooperation with the Director of the Internal

Revenue Service, to disseminate to exporters and export trading

companies information on how to form and use DISCs.

Additionally, 1 2 of S. 2757 would amend Subchapter S

of the Internal Revenue Code to permit an export trading company

to qualify for the special provisions of that Subchapter without

limiting the foreign source income of such a trading company to

less than twenty'percent per annum. The logic of such a modi-

fication for companies whose raison d'Atre is to engage in foreign

trade seems obvious.

2Ibid.
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Finally, 1 2 would expand the current Subchapter S eligibility

requirement to permit shareholders in companies eligible to use

Subchapter S to be not more than fifteen companies, if the

companies are each owned by not more than fifteen individuals.

We would recommend such changes as being appropriate and

would urge their incorporation in this draft legislation. Al-

though the administration, in contemplation of a more general

modification of Subchapter S requirements, has recommended that

this legislation not change these regulations, we believe that

a change specifically directed to the needs of the export trading

companies authorized by this legislation would not be inappropri-

ate at this time.

V. CONCLUSION

In conclusion, we commend the sponsors of S. 2757, as

well as the sponsors of the Banking Committee's legislation,

S. 2718, for their legislative initiative in the area of export

trading companies. They have demonstrated that they understand,

and are willing to enhance through concrete proposals, the vital

role that exports play in the overall strategic and economic well-

being of the United States.

Although we have not specifically directed these comments

to the details of the broader export trading company bill, S. 2718,

we feel it important to briefly emphasize that the expansion of

currently permissible activities under Webb-Pomerene to include

services in addition to goods is of vital important if the U. S.
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is to remain an aggressive and effective competitor in the ever

expanding global economy. Additionally, clarification of the

antitrust laws in this area, specifically those Poncerning which

government agencies will be empowered to enforced such laws, will

remove the legal uncertainties which heretofore have posed signi-

ficant, and for many insurmountable, barriers to active involvement

in the export market.

As we have stated, by restructuring the contours of

export trading company activities, and providing appropriate

tax regulations S. 2718 and S. 2757 working together will provide

the vehicle for increased export activity. We believe that the

combination of these two elements is extremely vital to the success

of the export trading company concept.

Additionally, the extension of Eximbank loans to such

trading companies as provided for in S. 2718 is also an important

concept which merits attention in comprehensive export trading

company legislation.

Finally, we thank this Subcommittee for affording us

the opportunity to relate the experiences of the U. S. machine

tool industry in the export market. We believe that the

proposals contained in the bills we have addressed today, in

conjunction with the improved export administration controls, and

Executive Branch international trade reorganization plan will do

much to encourage and promote overseas trade by both experienced

and new exporters.
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June 24, 1980

STATEMENT OF HARRY L. DITTY
PRESIDENT OF KRAUSE MILLING COMPANY
ON S. 2757, A BILL TO ENCOURAGE

EXPORTS AND THE EXPANSION OF EXPORT TRADE
SERVICES BY PROVIDING FOR SPECIAL PROVISIONS
ON TAXATION OF EXPORT TRADING COMPANIES,

BEFORE THE SENATE FINANCE COMMITTEE

Mr. Chairman, I am pleased to have the opportunity to

testify before your committee. I am Harry L. Ditty, President

of Krause Milling Company of Milwaukee, Wisconsin. In addition

to our headquarters in Milwaukee, we have producing facilities

in West Milwaukee, Wisconsin, St. Joseph, Missouri and Dodge

City, Kansas. We are a small business with some 435 employees,

which has considerable experience in attempting to develop

commercial sales in export markets, as well as a long history

of supply of blended foods to the P.L. 480 program. Our company

currently exports in excess of 25% of our total production.

While many of the governmental programs that might be

undertaken to assist business in expanding export trade apply

equally to firms of varying size, our perspective is that of
/
the smaller company possessing limited resources for export

development and able to assume limited commercial risk. It is,

in our opinion, in these two areas of market development and

commercial risk that many of the causes may be found for the

limited-export sales penetration by smaller business enterprises.

When it embarks, for the first time, upon a program of

export market development for products it can produce, the

smaller firm often finds itself facing some bewildering obstacles.

The firm is unfamiliar with the laws, market, customers, and

channels of distribution within the targeted export market. The
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firm lacks established foreign production or sales facilities

which can be utilized as a bridgehead for market diversification

and penetration into unfamiliar areas. Further, the small firm

often has limited financial resources and/or background know-

ledge from which to acquire sophisticated on-site development

assistance.

If the smaller company is successful in developing a sig-

nificant market potential, it finds itself vulnerable to

commercial risks that are, in many cases, unanticipated and

which may be of such perceived magnitude as to cause the

fledgling exporter to cease selling efforts. Examples of this

type of debilitating risk experienced by our own firm over past

years includes sudden unannounced tariff increases while product

is enroute to a foreign destination, misrepresentation of agreed-

upon terms of sale by untested foreign middlemen, and necessity

to accept commercial risk beyond that afforded by available

credit protection instruments. These examples by no means

"" exhaust incidents of our own experience. Their effect on the

small firm newly embarked upon export development may, however,

be to cause them to conclude that their total efforts are better

directed to domestic operations.

S. 2757, and the Export Trading Companies and Associations

proposal (S. 2718), and the Small Business Export Expansion Act

(S. 2620) all address problems facing smaller companies. We

fully endorse all three bills but in order to address the

difficulties discussed above and stimulate export development by
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less sophisticated firms, we would like to suggest for your

consideration additional provisions that our experience indi-

cates to us would be more beneficial. First among these would

be the granting of tax credits for verified export development

expenses. Regardless of the commercial approach to export

markets, any firm desiring to establish a continuing and

growing foreign market for its products must engage its own

personnel in a degree of on-site developmental activity. Such

activity is very expensive and even worse, has no promise of

ever generating a return to the company undertaking the program.

(As an aside, Krause Milling Company's current costs for

developmental work in Africa run at $7,000 for one man for one

month.) Permitting full tax credit for such activity would

provide necessary stimulus to needed market development by

those firms unable to justify or to afford this expensive

activity. The credit so as to not exacerbate an already com-

p/icated budget balancing process should probably be limited to

a maximum dollar amount or alternatively structured so as to

be available only to businesses with gross sales below some

dollar figure.

Once a commercial export sales channel has been established,

a period of vulnerability must be overcome if it is to achieve

mature free-standing status. This is the period when initial

volumes are low, service costs are high, and unanticipated pro-

duct or packaging alternations-must be made. While always an

expensive activity, this shake-out period conducted across oceans

and language barriers can become so expensive as to cause the
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smaller firm to withdraw its sales activity. To address this

potentially fatal obstacle to export sales growth, I recommend

that tax relief be considered which focuses on this embryonic

period of sales growth. Such tax relief should provide for a

reasonable (but not overly long) period of time after initial

sales in which to generate self-sustaining sales volumes. A

period of perhaps two years would be realistic and appropriate.

Our second recommendation is more specifically directed

towards P.L. 480 exporters such as ourselves. As you know,

P.L. 480 is designed to provide emergency food relief for

humanitarian purposes. Presumably, food is donated or

financed on favorable terms by the Commodity Credit Corporation

only in instances where commercial sales are not a real

possibility because of the financial weaknesses of the recipient

country. To some degree our experience shows that some commercial

sales might be completed if we were able to place marketing

personnel in the recipient countries.

The U.S.D.A. and State Department field officers are not

commercial developers, and at the current time neither P.L. 480

suppliers nor the recipient countries have incentives to attempt

to negotiate commercial sales. Such an incentive would exist

for suppliers if DISC rules were expanded to include some

portion of P.L. 480 sales to the government. We feel it is

possible to limit this special treatment to small or intermediate-

size businesses so that the revenue impact would be minimal.

Additionally, the income tax savings attributable to this expanded
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DISC treatment could be further limited to the amount of

money used for qualified export development activity and

phased out over the same two-year period mentioned previously.

Earlier in my comments I referred to commercial risk.

We realize that your Committee may not have the appropriate

jurisdiction, but do want to highlight the problem for the

record. Many of the examples quoted f-om our own experience

cannot be covered by existing insurance programs. Advance

recognition of these risks can lead the decision-maker to

conclude that the potential gain is not worth the risk. Failure

to recognize the risk can result in a financial crisis to the

small company experiencing such episodes. We recommend that

the Senate attempt to provide for some form of commercial credit

insurance directed specifically to small and intermediate-size

firms. The U.S.D.A., Foreign Agriculture Service on June 8,

1980, published notice of a proposed export credit assurance
/"
program which contains an insurance proposal similar to what we

envision. The U.S.D.A. program is, of course, limited to

agricultural commodities.

In summary, Mr. Chairman, we have been very pleased by the

developments in export-related legislation this year. We

support expansion of the DISC provisions as a means of enhancing

export market development for small business. Tax incentives, in

our opinion, are the beat way of making seed money available to

small exporters for the purpose of developing new foreign markets.



363

National Association of RO Box 3769
NAFCU Federal Credit Unions WasNhon D.C 20007 703/522-4770

June 23, 1980

The Honorable David L. Boren
United States Senate
440 Russell Senate Office Building
Washington, D.C. 20510

bear Senator Boren:

The National Association of Federal Credit Unions -- the
only national trade association exclusively representing the
interests of our nation's Federally chartered credit unions --
shares the concern which you and many of your colleagues in the
Congress have expressed regarding the condition of our nation's
economy and our financial institutions system. Your proposal
(S. 2646, which would establish "Save America" savings accounts)
certainly merits the consideration of all those who share your
alarm over the worsening economic condition of the country. I
fully agree that we must encourage more saving and investment
through well placed tax incentives.

The tax incentive formula proposed in S. 2646 complements
the temporary tax exclusion provided by Section 404 of the
"Crude Oil Windfall Profits Tax Act of 1980" (Public Law 96-
223) very well. Your proposal would encourage capital formation
and go far toward stimulating home mortgage and agricultural
lending, while simultaneously encouraging individual thrift.

Senator Boren, on behalf of the members of the National
Association of Federal Credit Unions, I would suggest one change
in the definition of "qualified interest" as it presently is
defined in your "Save America Savings Account Act of 1980".
Rather than require that "the principal with respect to which
the interest is payable... is used...for the purpose of making
qualified loans," I recommend amending that provision to read,
"principal with respect to which the interest is payable... is
held on deposit at an institution authorized to make qualified
loans." (See attached). Incorporation of this revised language
into S. 2646 would result in three distinct benefits:

1) It would enhance the ability of our nation's 12,700
Federal Credit Unions, which received long-term mortgage
lending authority in 1977, to attract a relatively stable
pool of funds which they might then extend to their more
than 25 million members in the form of home mortgage
loans;

2) It would assist the depressed housing market by recognizing
and establishing credit unions as alternative sources of
home mortgage financing; and



3) It would make available to a substantially expanded
segment of the population an obvious incentive to practice
thrift.

Senator Boren, the "Federal Credit Union Act" defines a

Federal credit union as "a cooperative association organized...'for

the purpose of promoting thrift among its members and creating

a source of credit for provident or productive purposes." (12

U.S.C. 1752 (1)). Enactment of S. 2646, the "Save America

Savings Account Act of 1980", with the modified definition of

"qualified interest" suggested above, would greatly assist

Federal credit unions in carrying out their statutory mandate
to promote thrift and provide credit for productive purposes.

I ask that this letter be included in the official hearing

record on S. 2646. If you have any questions regarding this or

any other matter affecting Federal credit unions please feel

free to contact NAFCU's executive vice president, Dick McConnell,

or our director of government affairs, Bill Donovan, at 522-
4770.

Sincerely,

C
Pres~i ent

An amendment to S. 2646, the

"Save America Savings Account Act of 1980"

On page 2, strike lines 23, 24 and 25 and insert:

"(B) is held on deposit at an institution authorized to
make qualified loans.
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Np~pE~ ATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION
1300 Menachusftt Avenue, N.W.
Whigtvion, D.C. 20034/M-MY-4

July 14, 1980

Honorable Harry F. Byrd, Jr.
Chairman, Subcommittee on
Taxation and Debt Management
Generally
Senate Finance Committee

-417 Russell Office Building
Washington, D. C. 20510

Dear Mr. Chairman:

On behalf of the National Rural Electric Cooperative Association,
I respectfully request this letter be included in the hearing record on
S. 2766, the Hydropower Development Act of 1980, held by the Senate
Finance Subcommittee on Taxation and Debt Management Generally on June
24, 1980.

NRECA, the national service organization of more than 1,000
consumer-owned electric systems located in 46 states, supports S. 2766,
the Hydropower Development Act of 1980. This legislation would permit
the use of tax-exempt financing for the construction of hydroelectric
power facilities. This type of Congressional encouragement will enhance
the prospects for development of one of this Nation's most important
renewable energy resources. S. 2766 would permit the rural electric
cooperatives to provide their own long-term financing for hydro-generated
electric power.

We need not advise the Congress of the urgency of providing
additional electrical generating capacity. To quote from ELECTRIC POWER
SUPPLY ... ISSUE OF THE 80'S, a joint report by NRECA and the National
Rural Utilities Cooperative Finance Corporation, on page 15:

"The industry projections of the trade publication, Electrical World,
made in the fall of 1979 had also trimmed the projected growth in peak
demand to an average rate of 3.9% for the 10-year period (1979-88).

To meet even these revised projections, it will be necessary for the
electrical industry to increase its total capacity from 517,000 NW, where
it stood in 1977, to 765,000 iW in 1988 if it is to maintain reserve
capacity of 20% to insure reliability. This is an increase of 248,000 MW
of capacity.

66-91 0-80-24
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For the rural electric systems the required increase In capacity
in proportion to their present resources (13,700 W) is undoubtedly
going to be significantly greater than for the industry as a whole.0

Hydroelectric facilities provide an environmentally safe, readily
available method of generating electricity. Additional water powered
generating development will serve to reduce our Nation's dependence on
an uncertain supply and unpredictably priced foreign liquid fuel supply
which endanger not only the U.S. domestic energy policy but also domestic
economic security.

From Environmental Protection Agency data used during the discussion
of-the recently-enacted Windfall Profits Tax legislation (Public Law
95-223), the Senate-approved provision permitting use of tax-exempt
financing ftr hydroelectric facilities would have saved 74,000 barrels
of oil per day by the year 1990. Further, surplus water from such
projects can be utilized for consumer and agricultural needs. Finally,
President Carter, in his December 20, 1979 announcement of the "Small
Comunity and Rural Development Policy" stated support for rural
community development of local energy resources such as hydroelectric
facilities.

Following are portions of two resolutions addressing this issue as
adopted by the membership of NRECA at the February 1980 Annual Meeting
held in New Orleans:

Financing for Hydro Generation -- We recognize the urgent need for
the development of additional electrical generation utilizing renewable
resources such as conventional and pumped storage hydroelectric generation
with the resultant conservation of exhaustible mineral resources. This is
an integral part of the President's energy package.

We also recognize that the cost of power from hydroelectric
generation is not subject to the inflationary effects of fossil fuel
costs; hence, the use of such generation reduces the magnitude'of electric
rate increases.

MAendtnts to the Internal Revenue Code -- In order to allow rural
electric systems to construct the most efficient and low-cost generating
facilities, we-suggest the following changes to the Internal Revenue Code:

1. An amendment to permit rural electric systems to be classified
as exempt persons according to the Internal Revenue Act so that public
power districts, municipals, and G&T cooperatives can jointly plan and
construct large electric generating stations through the Issuance of
tax-exempt securities; and
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2. An amendment to permit rural electric systems to issue tax-
exemt securities to finance facilities.

We appreciate your attention to this important proposed legislation.

Sincerely,

john B. Davenpor Jr.
Director
Government Relations

JBD:vs
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Emergency Committe, for American Trade 1 211 Connectictit Ave Washng1 36 (202)659-5147/730 F Ave NYC 10019(2 12)54t-4040

kJu 10. 1980 1OIb~8

The Honorable Harry F. Byrd, Jr.
Chairman
Subcommittee on Taxation and Debt
Management

Committee on Finance
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

I want to express the support of the Emergency Committee for
American Trade (ECAT) for S.2283, S.2418 and S.2321. ECAT is an
organization of 65 U.S. companies with extensive international
business operations. In 1979 ECAT companies had worldwide sales of
approximately $500 billion and they employed nearly 5 million workers.

International business competition is severe. From time to time
our government makes it more difficult by imposing burdens on U.S.
firms and their overseas subsidiaries that are not shared by our foreign
competitors. One of these is the manner in which the U.S. government
taxes the income of American citizens living and working overseas
through Sections 911 and 913 of the Internal Revenue Code. These
sections constitute a heavy tax burden. To offset these taxes, U.S.
firms, in order to recruit and keep U.S. employees abroad, compensate
their overseas American workers for the increased tax burden of Sec-
tions 911 and 913. These tax payments become a cost to U.S. fims of
doing business abroad. In many instances, particularly in engineering,
construction, exploration and other industries involving large numbers
of workers, these added tax costs are enough to make the bids of U.S.
films non-competitive. Business is thus lost to foreign competitors
whose governments as a rule do not impose taxes on the incomes of
their citizens working overseas.

You undoubtedly are aware of the recent Chase Econometrics study
of the economic effects of Sections 911 and 913. Among the principal
findings were that their tax costs add from two to ten percent to the
cost of U.S. goods and services; that the consequent reduction in U.S.
competitiveness abroad results in a significant decline of about five
percent in U.S. exports; and that this drop in U.S. exports will cost
about 80,000 jobs and reduce federal tax receipts by more than $6
billion in 1980. Another significant finding of the study is that a
high percentage of U.S. workers abroad are returning home because of
the tax.
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S.2283, S.2418 and S.2321 are each designed to either sig-
nificantly alleviate or to remove the tax burden of Sections 911
and 913. We strongly support these bills and hope that their
purpose will be accomplished through legislation at the earliest
possible time.

Sincerely,

Robert L. McNeill
Executive Vice Chairman
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July 11, 1980

STATEMENT OF

THE NATIONAL ASSOCIATION OF HOME BUILDERS

before the

SUBCOMMITTEE ON ON TAXATION AND DEBT MANAGEMENT GENERALLY

SENATE FINANCE COMMITTEE

UNITED STATES SENATE

on

TAX INCENTIVES FOR SAVINGS

On behalf of the more than 124,000 members of the National

Association of Home Builders, I would like to take this opportunity

to present our comments on two bills providing tax incentives for

savings, S. 2646 (introduced by Senator Boren) and S. 2560 (intro-

duced by Senator Nelson).

At the outset, we would like to commend Senators Boren and

Nlson for recognizing the difficulty American families are now

having in obtaining mortgage financing at interest rates they can

afford. While interest rates are now retreating from their all time

highs, our economists tell us they will never return to early levels.

This means that despite the tremendous demand for housing we antici-

pate during the 1980's, it will continue to remain difficult for

families to afford to purchase homes. Senator Boren's and Senator
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Nelson's bills both recognize this dilemma and provides a source of

mortgage financing at interest rates greater

numbers of American families can afford. Attached is Resolution of

policy by NAHB's Board of Directors.

Housing Finance Crisis in the 1980's

We are vitally concerned about the availability and cost of

mortgage finance in the 1980's. The underlying demand for housing is

very strong and will remain strong through the decade of the 1980's.

Projections indicate that during the 1980's, 41 million Americans will

reach the prime home buying age of 30. This compares with only about

31 million who reached that age during the 70's.

When combined with the number of families currently occupying

substandard housing and the number of housing units removed from the

market each year by demolition, disaster or other means, and

additional 12.5 million to 14 million housing units could be needed

during the next five years. This demand for housing would not even

be met by a level production of 2 million units per year, which has

traditionally been considered a *very good year" for housing. And

any lower production will almost certainly result in increased

upward pressure on home prices due to the simple facts of supply and

demand.

The Current Housing Recession

Despite this tremendous need and demand for housing, housing

starts are now at their 16west level since 1975. Privately owned

housing units started in May, 1 1980 were at a seasonally-adjusted

annual rate of 920,000 units; this is 49% below the rate of 1,801,000

for the year before, May 1979. This major slump in housing has had

dramatic effects throughout the whole economy, touching on not only
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homebuilders and construction workers but also the suppliers of

materials used in building houses. The 17% home mortgage interest

rates prevelant only a few weeks ago, virtually eliminated all fami-

lies from the possibility of purchasing housing.

Long Term Trends In Interest Rates

Interest rates are beginning to ease up, but for the foreseeable

future, we believe they will remain at rates which will prevent many

millions of American families from affording homes. Major changes

are occurring in the cost and availability of mortgage finance.

Many of these changes were precipitated by the Depository Institu-

tions Deregulation and Monetary Control Act of 1980, which was

signed by the President on March 31, 1980. The Act gradually phases-

out Regulation 0, so that within six years there will no longer be

any maximum ceilings on the interest rates which banks and thrifts

can pay their depositors. While this is unquestionablly important

to the depositors--it will mean a much higher cost of funds to the

financial institutions which will be translated in much higher mort-

gage interest rates for housing consumers.

The actions of the Depository Institutions Deregulation Commit-

tee (which was created under the Act) speeded the process to elimi-

nate Regulation 0. On May 28, the Committee essentially put a floor

of 7 3/4% on interest payable on six Month Market Certificates, and

a floor of 9 1/2% on 30 Month Market Certificates by Savings & Loan

Associations. The U.S. League of Savings Associations points out

that if thrifts are locked in to paying at least 9 1/2% interest on

their savings deposits, they will not be able to make mortgage loans

at interest rates below 11% or 11 1/2%. This means that during the
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decade of the 80's, mortgage interest rates may never drop below

11%. And as we have seen recently, they may rise sharply above

that.

Effect of Double-Digit Interest Rates

What this means is that despite the overwhelming need and demand

for housing, increasingly fewer families will be able to afford

housing. Table II shows the effect of higher interest rates on

housing affordability. Assliming a $65,000 houses, with a 5% downpay-

ment, and a 30 year fixed rete inorti7age. At 9 1/2% interest, the

monthly principle and inte:es". payment would be $519 and the annual

income necessary to afford the house would be just ver $35,000. At

12 1/2% interest, the principal and interest payment jumps $140 a

month, to $659.00, and the annual income needed to afford the house

increases to almost $42,000. Assuming the same $65,000 house with a

5% downpayment, the increase in interest rate from 9 1/2% to 12 1/2%

eliminates more than 4 million households from the ability to purchase

that home.

Tax Incentives for Savers Bills

The bills introduced by both Senator Boren and Senator Nelson

recognize that mortgage interest rates have been permanently ratch-

ened to double-digit levels. They also recognize the importance of

a strong housing industry to the nation's economy and the importance

of enabling families to quality to purchase homes. We fully support

the concept contained in both bills that a tax incentive be given to

savings which will be used to provide mortgage loans at below market

interest rates.
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Of the two bills, we believe the approach taken in S. 2560 is

preferable. First, the bill is directed exclusively towards pro-

viding mortgage finance for housing. Adequate housing is a neces-

sity for all Americans, and we think it is appropriate to have an

incentive specifically to assist families in purchasing homes.

Shelter is not only a basic human need but homeownership is the top

priority and goal of most American families. Allowing the deposit

to be used for other purposes dilutes the effect on housing and

could easily result in a short all of funds necessary to finance

homes.

Secondly, we believe that in order to make this incentive work

to its fullest and encourage the maximum amount of funding for

mortgage loans, there should be no limitation placed on the amounts

of money which can be deposited into accounts *hich are exempt from

tax. The housing demand of the 80's will be substantially greater

than even before--even the 70's. This will require a large amount

of financing for home mortgages.

Finally, we are concerned about the interest rate limitations

contained in Senator Boren's bill. The 7% cap on interest rates

paid depositors and the 9 1/2% cap on mortgage interest rates cer-

tainly provide a pool of low cost mortgage funds. The problem is

that in periods of rising interest rates the 7% deposit rate may not

remain competitive with other tax exempt investments thereby resulting

in disintermediation and i shortage of mortgage funds. Again, Senator

Nelson's bill which contains no such restrictions could be preferable.

I appreciate this opportnity to present our views and comments

and hope that they are beneficial to the Committee in its delibera-

tions.
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National Association of Home Builders
15th and M Streets. N.W.. WashLngton, D.C. 20005

Telex 89-2600 (202) ,452-0200

STATEMENT OF

THE NATIONAL ASSOCIATION OF HOME BUILDERS

before the

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

SENATE FINANCE COMMITTEE

UNITED STATES SENATE

on

TAX INCENTIVES FOR SAVINGS

July II, 1980

On behalf of the more than 124,000 members of the National

Association of Home Builders, I would like to take this opportunity

to present our comments on two bills providing tax incentives for

savings, S. 2646 (introduced by Senator Boren) and S. 2560 (intro-

duced by Senator Nelson).

At the outset, we would like to commend Senators Boren and

Nerson for recognizing the difficulty American families are now

having in obtaining mortgage financing at interest rates they can

afford. While interest rates are now retreating from their all time.

highs, our economists tell us they will never return to early levels.

This means that despite the tremendous demand for housing we antici-

pate during the 1980's, it will continue to remain difficult for

families to afford to purchase homes. Senator Boren's and Senator
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Nelson's bills both recognize this dilemma and provide a source of

mortgage financing at interest rates greater numbers of American

families can afford. Attached is Resolution of Policy by NAHB's

Board of Directors.

Housing Finance Crisis in the 1980's

We are vitally concerned about the availability and cost of

mortgage finance in the 1980's. The underlying demand for housing is

very strong and will remain strong through the decade of the 1980's.

Projections indicate that during the 1980's, 41 million Americans will

reach the prime home buying age of 30. This compares with only about

31 million who reached that age during the 701s.

When combined with the number of families currently occupying

substandard housing and the number of housing units removed from the

market each year by demolition, disaster or other means, an

additional 12.5 million to 14 million housing units could be needed

during the next five years. This demand for housing would not even

be met by a level production of 2 million units per year, which has

traditionally been considered a "very good year" f~r housing. And

any lower production will almost certainly result in increased

upward pressure on home prices due to the simple facts of supply and

demand.

The Current Housing Recession

Despite this tremendous need and demand for housing, housing

starts are now at their lowest level since 1975. Privately owned

housing units started in May, 1980 were at a seasonally-adjusted

annual rate of 920,000 units; this is 49% below the rate of 1,801,000

for the year before, May 1979. This major slump in housing has had

dramatic effects throughout the whole economy, touching on not only
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homebuilders and construction workers but also the suppliers of

materials used in building houses. The 17% home mortgage interest

rates prevelant only a few weeks ago, virtually eliminated all fami-

lies from the possibility of purchasing housing.

Long Term Trends In Interest Rates

Interest rates are beginnin2 to ease up, but for the foreseeable

future, we believe they will remain at rates which will prevent many

millions of American families from affording homes. Major changes

are occurring in the cost and availability of mortgage finance.

Many of these changes were precipitated by the Depository Institu-

_tions Deregulation and Monetary Control Act of 1980, which was

signed by the President on March 31, 1980. The Act gradually phases-

out Regulation Q, so that within six years there will no longer be

any maximum ceilings on the interest rates which banks and thrifts

can pay their depositors. While this is unquestionably important

to the depositors--it will mean a much higher cost of funds to the

financial institutions which will be translated in much higher mort-

gage interest rates for housing consumers.

The actions of the Depository Institutions Deregulation Commit-

tee (which was created under the Act) speeded the process to elimi-

nate Regulation Q. On May 28, the C~mmittee essentially put a floor

of 7 3/4% on interest payable on six Month Market Certificates, and

a floor of 9 1/2% on 30 Month Market Certificates by Savings & Loan

Associations. The U.S. League of Savings Associations points out

that if thrifts are locked in to paying at least 9 1/2% interest on

their savings deposits, they will not-'Fe able to make mortgage loans

at interest rates below 11% or 11 1/2%. This means that during the
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decade of the 80's, mortgage interest rates may never drop below

11%. And as we have seen recently, they may rise sharply above

that.

Effect of Double-Digit Interest Rates

What this means is that despite the overwhelming need and demand

for housing, increasingly fewer families will be able to afford

housing. Table I shows the effect of higher interest rates on

housing affordability. Assuming a $65,000 houses, with a 5% downpay-

ment, and a 30 year fixed rate mortgage. At 9 1/2% interest, the

monthly principal and interest payment would be $519 and the annual

income necessary to afford the house would be just ver $35,000. At

12 1/2% interest, the principal and interest payment jumps $140 a

month, to $659.00, and the annual income needed to afford the house

increases to almost $42,000. Assuming the same $65,000 house with a

5% downpayment, the increase in interest rate from 9 1/2% to 12 1/2%

eliminates more than 4 million households from the ability to purchase

that home.

Tax Incentives for Savers Bills

The bills introduced by both Senator Boren and Senator Nelson

recognize that mortgage interest rates have been permanently ratch-

ened to double-digit levels. They also recognize the importance of

a strong housing industry to the nation's economy and the importance

of enabling -families to qualify to purchase homes. We fully support

the concept contained in both bills that a tax incentive be given to

savings which will be used to provide mortgage loans at below market

interest rates.
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Of the two bills, we believe the approach taken in S. 2560 is

preferable. First, the bill is directed exclusively towards pro-

viding mortgage finance for housing. Adequate housing is a neces-

sity for all Americans, and we think it is appropriate to have an

incentive specifically to assist families in purchasing homes.

Shelter is not only a basic human need but homeownership is a top

priority and goal of most American families. Allowing the savings

deposit to be used for other purposes dilutes the effect on housing

and could easily result in a short fall of funds necessary to finance

homes.

Secondly, we believe that in order to make this incentive work

to its fullest and encourage the maximum amount of funding for

mortgage loans, there should be no limitation placed on the amounts

of money hi~h can be deposited into accounts which are exempt from

tax. The housing demand of the 80's will be substantially greater

than even before--even the 70's. This will require a large amount

of financing for home mortgages.

Finally, we are concerned about the interest rate limitations

contained in Senator Boren's bill. The 7% cap on interest rates

paid depositors and the 9 1/2% cap on mortgage interest rates cer-

tainly provide a pool of low cost mortgage funds. The problem is

that in periods of rising interest rates the 7% deposit rate may not

remain competitive with other tax exempt investments thereby resulting

in disintermediation and a shortage of mortgage funds. Again, Senator

Nelson's bill which contains no such restrictions could be preferable.

I appreciate this opportunity to present our views and comments

and hope that they are beneficial to the Committee in its delibera-

tions.
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may 19, 1980
Washington, D.C.

Special Committee on Taxation

TRX ELV~ES FO ShVNG

WMIAS, housing affordability is dependent on a sWly of money
at prices which Americans can afford to pay for hoe ownership and
rental housing and

WHEAkS, mortgage rates are dependent on the cost of money, in the
form Of deposits, to the lending institutions,

NOW, lii nE0OE, BE IT MSLVED that the National Association of
Hcoa Builders seeks adoption of legislation which will be effective in
increasing the supply of savings and reducing the rates of interest paid
on residential mortgages by giving tax free treatment to all interest
earned on savings deposits which are to be used for residential mortgages.

W OF DIRECT ACTION: APP1IW

E
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Table I

AFFORDABILITY OF HOUSING

Based on a 30 year term, $60,000 mortgage

Payment Expenses
1

$483
527
572
617
664
711
758
807
856
906-

.$215
215
215
215
215
215
215
215
215
215

Annual Income
Needed to
Afford 2

$33,504
35,616
37,776
39,936
42,192
44,448
46,704
49,056
51,408
53,712

Number of
Families Who
Can Afford

11,786,000
10,528,000
9,212,000
7,896,000
6,523,000
5,207,000
3,833,000
2,403,000

1,831,000

Percent of
Families Who
Can Afford

less
than

20.6%
18.4
16.1
13.8
11.4

9.1
6.7
4.2

3.2%

1Insurance, taxes, utilities
assumes 14 of income goesotal

SOURCE: NARB Economics Division

housing payment!

G6-691 0-80--26

Interest
Rate

9
10
J1
12
13
14
15
16
17
18
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STATEMENT OF JOSEPH S. WARD, PRESIDENT, AAERICAN
SOCIETY OF CIVIL ENGINEERS BEFORE SENATE FINANCE

COMMITTEE, JUNE 26, 1980.

Mr. Chairman, as President of the American Society of Civil Engineers
I do appreciate the opportunity you have afforded the Americans working over-
seas by your willingness to hold hearings on the effect of taxation on inter-
national competitiveness of U.S. firms.

I personally am convinced that the alterations in the Internal Revenue
Code that have resulted from Congressional action and court rulings have had
a devastating effect on the potential for international trade. I had a feeling
that this was true. I have to admit, Mr. Chairman, that I am no expert. Persons
working for my firm, Converse, Ward, Davis Dixon, of Pasadena, California,
have found life harder and harder overseas since the passage of the 1976 Tax
Act. I find the same to be true as I talk to officers and employers of other
American firms with overseas contracts.

Telling evidence of the magnitude of the damage that has been done to
the trading position of the United States vis-a-vis that of other countries
was what was needed. A respected source, Chase Econometrics, has recently
produced just such information for the U.S. and Overseas Tax Fairness Committee.
The Chase study, Economic Impact of Changing Taxation of U.S. Workers Over-
seas, is laden with data that are so glaring in their impact on the U.S.
worker and his employer, that Congress must act.

It is clear that the Internal Revenue Service does not find the Chase
study convincing. I am deeply sorry to have read press reports on the comments
made in testimony and less formally by high officials of the IRS.

As the Chase study substantiates, the worst pinch for the American
worker overseas--and many of them are civil engineers-- comes when they are
assigned to low-tax developing countries, such as those of the Middle East.
The practical result of an increased bite of Uncle Sam on the U.S. worker
and the American firm has been that numbers of them are less willing and less
able, for economic reasons, to compete for overseas contracts. At the very
time that oil-rich countries are benefitting from the higher and higher prices
for exported oil, the United States, one of the chief purchasers in the world,
is in a weakened position to improve that trade imbalance through overseas
work.

Obviously, Mr. Chairman, the tragedy is felt much more personally by the
engineer himself. As he returns to the United States, he finds a different
job climate here. He had the know-how and the commitment to work overseas,
often in extremely unhospitable environments. However, his firm may have been
unwilling or unable to pay tax differential on his salary and "benefits."
As a result, his own take-home pay may have shrunken as the squeeze became
more evident. Interestingly, the overseas "benefit" as considered by IRS
are to most, necessities on the domestic front: i.e. decent housing, schooling,
protection from rampant inflation, etc.



383

PACIFIC NORTHWEST GENERATING COMPANY
8383 N.E. SANDY BLVD., SUITE 330

PORTLAND, OREGON 97220
(503) 255-7248

TESTIMONY OF DAVID E. PIPER
GENERAL MANAGER OF THE

PACIFIC NORTHWEST GENERATING COMPANY
ON

THE HYDROPOWER DEVELOPMENT ACT OF 1980
(S.2766)

SUBMITTED TO
THE SENATE FINANCE SUBCOMMITTEE

ON
TAXATION & DEBT MANAGEMENT GENERALLY

July 8, 1980

Mr. Chairman and Members of the Subcommittee:

My name is David E. Piper. I am General Manager of the Pacific Northwest
Generating Company, a non-profit, cooperative supplier of wholesale
electricity to 18 rural electric distribution systems In the Pacific Northwest.
Through these 18 member systems, PNGC serves over 130,000 consumers,
more than 60 percent of the total rural electric load in our region.

PNGC was created several years ago as ar generation and transmission
cooperative to meet these members' future wholesale electric energy requirq-
ments. Current demands are met by the federal Bonneville Power
Administration. After June 30, 1983, however, BPA will not be able to
ensure sufficient power supply for its customers' additional demands and
It will be PNGC's responsibility to provide the additional resources needed
by our member systems. Assuming critical water conditions, we project
large resource deficits through the end of this decade. As early as 1983,
we are projecting our combined member deficit to be about 100 average
megawatts.

To prevent the power shortages that would result from these deficits, PNGC
Is pursuing a broad range of resource options. PNGC has purchased a
ten percent share in Portland General Electric's coal-fired, No. 1 Boardman
plant In eastern Oregon, which will provide approximately 50 megawatts to
our members. We also are studying a variety of other electric power generation
options, Including wind generation, cogeneration utilizing wood mill waste and
garbage for fuel, as well as additional participations In other thermal generation
plants.



384

To provide the additional needed resources soon enough, however, PNGC
must limit Its options to new resources having as short a lead time as
possible. Potential new resources that utilize unproven technologies,
require lengthy environmental studies or take a dozen years to complete
would not be on line In time to head off our projected deficits.

Hydroelectricity, especially small hydroelectric projects that utilize existing
dam structures, have emerged as our best option for reducing these deficits.
The technology behind hydroelectricity long ago was proven sound. High
fuel costs would be avoided. Operating costs would be low. Environmental
impacts would be minimal. The resource is renewable and available on the
domestic front. The highest cost in developing hydroelectricity Is the
capital cost of constructing the facilities, and Senator Gravel's bill could
alleviate some of those costs. According to a study prepared by the U.S.
Army Corps of Engineers, the nation could Increase Its hydroelectric capacity
by five to ten times, If all potential hydroelectric sites were fully developed.
In the Pacific Northwest, hydroelectricity could help forestall future power
shortages that are almost a certainty.

In the past six months, PNGC has undertaken studies for a small hydroelectric
development program involving 15 projects, capable of producing approximately
80 average megawatts. We currently are in the process of applying for
preliminary permits from the Federal Energy Regulatory Commission and
feasibility study loan funds from-both the Rural Electrification Administration
and the Department of Energy.

PNGCts financing options for construction could be supplemented through
S.2766, which would allow our cooperative tax-exempt financing of such hydro-
electric projects. As the law currently stands, this privilege Is enjoyed
only by publicly-owned utilities. The decision to limit the option to public
utilities was made when fuel for generation was inexpensive and when it was
not imperative that the country's renewable resources be developed.

Legislation limiting tax-exempt financing to "qualified" projects Is an
impediment today to many who wish to develop hydroelecricity, however,
at a time when the availability and cost of other fuels Is of crucial
importance. I feel that Senator Gravel's bill to amend the Internal Revenue
Code of 1954 is laudable, and I strongly urge that the Subcommittee give
it serious consideration.

*19
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MEMBER SYSTEMS

PACIFIC NORTHWEST GENERATING COMPANY

Member System Location Manager

Benton Rural Electric Assn. Joe Chiara
Prosser, Washington

Big Bend Electric Co-op, Inc. Byron Wagner
Ritzville, Washington

Blachly-Lane County Co-op Dale Swancutt
Eugene, Oregon

Central Electric Co-op, Inc. Lane Powell
Redmond, Oregon

Clearwater Power Company George King
Lewiston, Idaho

Columbia Rural Electric Assn. Clark Brewington
Dayton, Washington

Consumers Power, Inc. John Mayse
Corvallis, Oregon

Coos-Curry Electric Co-op Bill Cook
Coquille, Oregon

Douglas Electric Co-op, Inc. Howard Crinklaw, Jr.
Roseburg, Oregon

Inland Power & Light Co. Vince Slatt
Spokane, Washington

Kootenai Electric Co-op, Inc. Mike Fox
Hayden Lake, Idaho

Lane Electric Co-op, Inc. Rick Newland
Eugene, Oregon

Lincoln Electric Co-op, Inc. Boyd Ressel
Davenport, Washington

Lower Valley Power & Light Boyd Parker
Afton, Wyoming

Midstate Electric Co-op, Inc. Bob Patrick
LaPine, Oregon

Orcas Power 6 Light Company Bob Scharnhorst
Eastsound, Washington

Raft River Rural Electric Golden Gardiner
Malta, Idaho
Umatilla Electric Co-op Assn. Russ Dorran

Hermiston, Oregon

Source: 1978 REA Bulletin 1-1
July 8, 1980

Consumers Served

7,881

5,616

2,484

10,152

6,810

2,350

12,992

10,549

6,983

17,726

6,989

9,084

1, 824

9,856

7,185

51158

2,230

7,644
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SUBMITTED STATEMENT OF THE
AMERICAN FEDERATION OF LABOR & CONGRESS OF INDUSTRIAL ORGANIZATIONS

FOR THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE

- COMMITTEE ON FINANCE
ON TAXATION OF EXPORT TRADING COMPANIES, S. 2757

July 17, 1980

The AFL-CIO opposes S. 2757, which would widen the Domestic

International Sales Corporation (DISC) loophole to include a wide

range of "service" industries, banks and financial institutions. The

bill would also weaken some of the requirements that 'small business"

or subchapter S corporations must meet in order to maintain their

exemption from the corporate income tax.

We oppose S. 2757 for three basic reasons:

First, S. 2757 in the name of export promotion widens- a tax loop-

hole that has consistently shown that its cost has far outweighed any

benefits. The estimates of tax liability reductions are $300 million

to $700 million a year on top of the $1.4 billion current cost of DISC.

But this is undoubtedly a conservative estimate. The list of "services"

and "export-related services" industries (as defined in Section 103(a)

of the companion bill, S. 2718) suggests that the cost may be far greater

since "services" can include a wide open range of.activities froca train-

ing to legal work to warehousing. (See attached list from Section 103(a)

of S. 2718 for defnitions of "service" and "export related services" as

S. 2757 Section 101(b) (3) provides.)

Furthermore, as in the basic DISC legislation, there can be no

assurance that exports of such services would result from the tax break

or that the measure would not simply provide a "free ride" for multi-

national banks, insurance companies, lawyers, and warehouse operators who

would get an added tax break for continuing to do what they are currently

doing.
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8ec06. in our view, banks an4 other financial institutions which

invest in an export trading company should not be allowed to be a

Domestic International Sales Corporation (DISC). The May IS Senate

Banking Cominttee Report of the companion bill. export Trading Company

Act of 1980, S. 2718. for example, details the Importance of measures

needed to assure that certain limatationson banking investments are con-

tinued. The Report provides a detailed basis for caution in efforts to

and or blur the traditional 100-year-old separation between banking and

comerce. At a time when banks acd commercial enterprises in the

United States are claiming capital shortages it is unrealistic to push

a proposal that will result in a further competition for funds and

diminution of capital for productive investments.

Thus by allowing banks to control Export Trading Companies and

providing them with still another tax benefit, risky ventures are

encouraged and the reach of the banks is extended to exports.

This bill, therefore, adds to the nation's financial risk. S. 2757

encourages financial institutions not only to be part of the commerce

the banks are responsible for financing, but also restructure their

operations for an even greater tax advantage. This is too great a bur-

den to place on the U.S. monetary structure.

Third, to make the subchapter S corporations, which also qualify

as export trading companies, exempt from their normal requirements, makes

a mockery of those requirements. Under current law, subchapter S cor-

porations or "tax option corporations" are generally limited to 15

iniida shareholders. They are specifically prohibited from having

corporate shareholders and cannot have more than 80 percent of their

gross. receipts from sources outside the U.S. The bill would eliminate
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both those requirements. Additional tax incentives td promote foreign

source income and investment arf in our view, contrary to efforts needed

to reindustrialize and revitalize America.

The AFL-CIO believes that expanding exports are important -to the

nation's health and many industries, including those that provide ser-

vices, need and deserve the help of the U.S. government in an increasingly

complicakted international trading world. However, tax ginmicks like DISC

or inappropriate exemptions from specific safeguards in U.S. tax law

will not accomplish that objective. Rather, they will add complications

and divert funds from programs that could produce desirable and demon-

strable results. We, therefore, urge this Committee to reject S. 2757.
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ATTACHMENT

" Sec. 103 (a)

(3) the term "services produced in the United States" includes, but is

not limited.to accounting, amusement, architectural, automatic data processing,

business, communications, construction franchising and licensing, consulting,

engineering, financial, insurance, legal, management, repair, tourism;

training, and transportation services, not less than 50 per centum of the

sales or billings of which is provided by United States citizens or is other-

vise attributable to the United States;

(4) *the term "export trade services" includes, but is not limited to,

consulting, international market research, advertising, marketing, insurance,

product research and design, legal assistance, transportation, including

trade documentation and freight forwarding, coumunication and processing of

foreign orders to and for exporters and foreign purchasers, warehousing,

foreign exchange, and financing when provided in order to facilitate the

export 6f goods or services produced in the United States;

(emphasis supplied)
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General Motors Statement on S.2783 to the Energy and

Foundations Subcommittee of the Senate Finance Committee

General Motors appreciates the opportunity to submit this

statement for the record of the hearings on the bill, S.2783,

sponsored by Senators Malcolm Wallop and Jake Garn.

We support passage of the bill which is designed to broaden

the definition of energy property used to determine application

of the 10 percent energy investment tax credit to include

expenditures for the property needed to upgrade oil shale before

it is refined.

General Motors for some time has advocated adoption of

supply-oriented national energy policies, including government

incentives, to encourage the development of alterrate sources of

energy. In our view, the energy investment tax credit approved

by Congress in 1978 was an important step in encouraging invest-

ment in synthetic fuels.

We do not understand, however, why oil shale production was

given less favorable treatment than other alternative fuels, such

as coal gasification, liquefaction, solar, ocean thermal, wind and

biomass for which a much larger percentage of the project costs

qualify for the energy investment tax credit. We support S.2783

because it will correct this inequity and insure an evenhanded

application of the tax credit.

Because of the great quantities of oil shale available in

the U.S. and the extensive technological and scientific work that

has been done on developing ways to mine and upgrade oil shale,

we believe oil shale has a crucial role to play in providing

substitutes for imported oil. Oil shale has a potentially
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important role to play in providing fuels suitable for use in

the transportation sector. Indeed, as we attempt to rank the

usefulness of alternate fuels in the transportation sector, we

believe gasoline and diesel fuel from oil shale appear to be

the most likely supplement to petroleum. Hydrogenation of

kerogens, found in oil shale, produces a synthetic crude product

which can be refined to yield gasoline and diesel fuel. The

Wallop-Garn bill would extend the energy investment tax credit

to include this hydrogenation process.

We appreciate the opportunity to submit these comments

and urge early passage of S. 2783.

7/10/80
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STATEMENT OF THE FEDERAL FINANCE COMMITTEE
COUNCIL OF STATE CHAMBERS OF COMMERCE

to the
SENATE COMMITTEE ON FINANCE

July 24, 1980

The Federal Finance Committee of the Council of State

Chambers of Commerce met on July 11 to consider the recommend-

ations it should make to the Senate Committee on Finance in

connection with its objective of developing " a responsible

targeted anti-inflationary tax cut to take effect in 1981." Our

committee's views and recommendations are herewith submitted. Under

our normal procedures our statement would also be submitted on

!-ehalf of member state organizations in the Council which had en-

uorsed the committee's recommendations. On this occasion, however,

time limitations precluded the obtaining of these endorsements.

We commend the Committee on Finance for its decision to hold

these hearings to determine the kind of anti-inflationary tax

reduction legislation that it should recommend to the Senate.

While the time available for congressional action on tax legis-

lation in the remaining weeks before the November election is

obviously much too short for extensive tax revision, we do believe

enactment of a limited measure is possible and practicable. But

the desirability of enacting such a limited tax bill to be effective

next January would depend on its purpose. A tax cut weighted to
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encourage consumption would only add to inflationary pressures and

expectations. On the other hand, tax revision to encourage capital

formation would meet the most pressing needs of the economy, namely,

the creation of new jobs and improvement of productivity. According-

ly, we would oppose a consumption based tax cut and urge enactment

of a measure to encourage savings and productivity improvement.

The Balanced Budget Issue

It appears that the American public has become convinced that

balancing the Federal budget is essential to bringing inflation

under control. The Congress, too, adopted this stance in its first

concurrent resolution on the budget for the 1981 fiscal year. We

certainly concur with the view that balancing the budget is one

important means of controlling inflation but we do not believe it

is desirable under all economic conditions. To do so under circum-

stances such as the current recession, with slow growth expected

after it bottoms out, would tend to deepen and prolong the recession.

The budget result could be even greater deficits over the next few

years. With the right kind of tax relief coupled with effective

spending control, a first year increase in the deficit would soon

be offset by rising revenues from growing economic activity and a

near-term surplus would be possible.

It is on the basis of support for a policy of balancing the

budget over the business cycle that we urge enactment of two

revisions-in business taxes to be effective January 1, 1981.

Capital Formation Legislation Needed Now

One of the business tax revisions that we recommend for enact-

ment now is replacement of the present "useful life" concept of

depreciation with a capital recovery allowance system. This new
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system would be applicable to depreciable property acquired after

December 31, 1980. Legislation that would accomplish this change

for recovery of capital investments is provided in S. 1435, which

now has the sponsorship of 53 Senators. Their bill, commonly

referred to as the 10-5-3 legislation, establishes three classes

of depreciable property as follows:

Class I - Ten-year cost recovery for buildings

and their structural components, with

residential rental property being

excluded.

Class II - Five-year cost recovery for machinery,

equipment and other tangible property

except for property in Class I11.

Class III - Three-year cost recovery for automobiles

and light trucks, to the extent of the

first $100,000 investment per year.

Under S. 1435 property will become eligible for cost recovery

when it is paid for, or when it is placed in service, whichever is

earlier. All or part of the recovery allowance for a year may be

deducted in that year, with any unused portion being carried forward

to a future year. Upon sale of an asset, the portion of any capital

gain which represents prior capital cost recovery is taxed as

ordinary income.

The second business tax.revision we urge for enactment now is

a reduction of at least two percentage points in the present 46%

corporate income tax rate on income over $100,000.

During the past year and a half the economic leadership of

the prese1tL administration have duly noted and expressed concern
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about the poor productivity growth record of the American economy

in recent years. They have also pointed to the need for encouraging

capital investment as the basic means of improving productivity.

These expressions of concern and need have come from the Council of

Economic Advisers, former Secretary of the Treasury Blumenthal and

his successor, G. William Miller.

The Congressional Joint Economic Committee has not only concurred

with these administration concerns but has stated its views more

strongly. In the Sunary of its August 1979 Midyear Report the

Committee stated -

America's dismal productivity performance is
an important cause of the nation's stagflation...
the solution lies in the adoption of longer-run
policies aimed at expanding the supply of the
economy; that is, at expanding the nation's
productive potential in a manner that raises
dramatically the growth of American productivity...
When America's growth in productivity is compared
with those of other major industrialized countries,
our record is the least enviable. Growth in pro-
ductivity since World War II has lagged behind the
rates posted by every one of our major trading
partners.

The Joint Committee's comments are fully as applicable to our

economy today as they were when made a year ago. We submit that

a start should be made now toward getting our economy on the track

of productivity improvement. Enactment of the capital recovery

legislation and corporate rate reduction that we recommend would be

a major move toward that objective. As we see it, this would be the

most productive tax legislation that Congress could now enact within

a prudent fiscal policy.

To the extent that the Congress should decide to provide tax

relief for individuals, such relief should be designed to reduce the

bracket creep effect of inflation and to encourage savings. In this
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latter connection, an early objective for all individual income

should be a top rate not in excess of 50%. Other tax revision

objectives for enhancing savings and investment should be lower

capital gains tax and relief from double taxation of dividends.

Spending Control - The Prudent Fiscal Policy Imperative

Along with the business tax revisions that we propose for

enactment now, we urge enactment of a measure which would auto-

matically set a ceiling on total expenditures in the fiscal year.

It is an imperative for the prevention of recurring large budget

deficits as the economy recovers to satisfactory growth levels.

Moreover, an automatic restraint on spending growth, such as we

propose, would make budget allowance in a short time not only

for relief of individuals from inflation caused bracket creep but

also for enactment of provisions such as we recommend to enhance

saving and investment.

An appropriate automatic spending limitation would be a stated

percentage of the gross national product. Such percentage limitation

could be incorporated as a new provision in the Congressional Budget

Act as is provided in S. 34. In consideration of the percentage

of GNP that would be an appropriate limitation for expenditures in

the period ahead, it is useful to review the ratio of expenditures

to GNP in past years. In the years between the Korean and Vietnam

wars, 1954 through 1966, Federal expenditures never reached 20% of

;N' and in seven of these years they were less than 197. Coincident-

ally, this was a period of real price Stability compared to the

inflation record since 1966.

Bit since 1966 expenditures have exceeded 20% of GNP in every
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year except for 1974. In the five years 1975 through 1979 they

exceeded 21%, with 1975 and 1976 spending exceeding 22%. In his

budget for 1980 the President noted that outlays as a percentage

of GNP would be 21.2%, slightly lower than in 1979, and he stated

that the percentage would decline further to 21.0% in 1981 and

20.3% in 1982. The January budget document for 1981, however,

placed the percentage at 22.4% in 1980 and 22.3% in 1981. Both

of these percentages are likely to be higher when the final

results are in for these years.

Under S. 34 outlays in the first year would be limited to 21 of

GNP and the ceiling would be reduced to 20 in the second year, 19%

in the third year, and 18% in the fourth year. The limitation could be

waived by a two-thirds vote in each House. We support the limitation

approach of S. 34 but with some difference. On a comparable basis, our

proposal would set the limit at 21% for the first year but the limita-

tion would be reduced in the second and subsequent years by 0.5

percentage point below the prior year's level until the ceiling

becomes 19.0% where it would remain.

Adoption of our spending control proposal would pave the way for

noninflationary economic growth in the period ahead. It would permit

enactment during the next few years, and within a prudent fiscal

policy, of additional saving and investment enhancing tax revisions

beyond the two we reconmend for enactment now. We submit that such

tax revisions would have far greater beneficial impact on the economy

and for the public generally than would additional spending that would

be forsaken.
George S. Koch, Chairman
Eugene F. Rinta, Consultant
Federal Finance Comittee

Council of State Chambers of Commerce

66-691 0-80-26
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STATEMENT OF THE U.S. LEAGUE OF SAVINGS ASSOCIATIONS
BEFORE THE SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT OF THE SENATE FINANCE COMMITTEE
REGARDING S.2560 AND OTHER TAX INCENTIVE PROPOSALS

The U.S. League of Savings Associations welcomes this

opportunity to submit written testimony on the subject of tax

incentives to encourage savings, particularly Senator Nelson's

bill, S.2560, which would exclude from taxation interest earned

on deposits used for residential mortgage lending purposes.

Rampant inflation and ever increasing personal income taxes

have produced a devastating impact on the rate of personal

savings and capital formation in this country. As the rate of

personal savings plunmets, investment lags and productivity

suffers. At present, U.S. economic productivity is virtually

at a standstill. Consider the following:

Since 1976:

- Consumer prices have increased by 43%.

- Personal income taxes have increased by 677.

- The personal savings rate has been cut in half,

from 77, to 3.57.

- Productivity measured by an index of output per

hour, has increased by only 1/27. per year.

- The average annual ratio of capital investment as

a percent of output is lower in the U.S. than in

any other major industrial nation.

The U.S. has been delinquent in providing a suitable tax

environment for encouraging savings and, as a result, our

economic productivity has suffered. Furthermore, housing, which
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is most reliant on personal savings, has been particularly

hard hit by chronic inflation and increasing individual tax

burdens. The relationship between savings flows and housing

is direct; weak savings flows equal reduced mortgage lending.

S.2560 would not only boost savings by authorizing a tax-exempt

account, but it would increase available mortgage credit by

requiring that this tax-free savings be used only for residential

mortgage lending purposes. The U.S. League of Savings Associa-

tions strongly endorses these objecti-ves obtained in the Nelson

bill.

However, if a tax incentive is to provide the necessary

stimulus to correct our critical savings shortfall, we believe

it must be broadly based. All sectors of our economy, not just

housing, need additional capital. Consequently, any tax in-

centive legislation must be a general savings stimulant rather

than targeted if it is to receive broad support and a chance for

rapid enactment.

Herein lies our concern. S.2560 is an ambitious program

with substantial loss of tax revenue to the Treasury -- so much

so that the savings incentives necessary for capital formation

by other sectors may be squeezed out. Special assistance can

certainly be justified to supplement savings flows to particular

sectors of the economy, particularly first-time home buyers.

However, in view of our widespread savings shortfall, encouraging

savings incentives that benefit all types of capital formation

should be our first order of business. Savings and loan associa-

tions, the nation's primary source of mortgage credit, are confident
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of attracting their share of new savings dollars to speed re-

covery of the beleaguered U.S. housing industry when a tax

incentive is finally enacted.

Two tax incentive plans which would benefit all sectors

of our economy by encouraging individuals to increase their

systematic long-term savings include:

1) The Savings and Investment Act of 1979 (S.1964)

This bill, introduced by Senator Heinz, creates a tax-

deferred rollover for reinvested interest, dividends

and capital gain from interest-bearing savings accounts,

stocks and bonds. The plan encourages long-term

systematic savings, limits revenue loss by requiring

taxes to be paid when savings are withdrawn, permits

interest compounding and allows savers to continue to

manage their investment portfolio.

2) A Universal IRA Proposal

This plan brings together numerous individual retirement

account improvements contained in legislation already

introduced. The Universal IRA provides that (a) indi-

viduals may establish a separate retirement account even

if they are covered by existing retirement plans and

deduct the contributions to the plan, or (b) maintain

existing company plans and receive a tax deduction for

contributions to the plan; and (c) provides full coverage

of houseperson under the retirement plan based upon the

working spouse's earnings. The Universal IRA proposal

has many advantages. It would:
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(i) provide a large enough savings incentive to sub-

stantially increase net new savings for a wide range

of taxpayers (since taxation is deferred on the

total contribution);

(ii) provide the greatest increase in long-term

savings of any tax incentive plan while providing

a necessary increase in funds available for

retirement;

(iii) help to take some of the pressure off the

Social Security System by augmenting an individual's

private contribution to retirement; and

(ii) correct the inequities imposed on retirement

security by unanticipated inflation.

Like the tax-derred rollover, the Universal IRA would

channel savings to all sectors of the economy. But perhaps the

Universal IRA's most important feature is that it provides sub-

stantial aid to persons who wish to accumulate retirement income.

And since many predict our current Social Security System will

prove grossly inadequate to meet the heavy retirement demand

at the end of this century, an effective supplemental retire-

ment program will be absolutely essential.

The U.S. League firmly believes that encouraging savings

will be a tremendous help to our nation in its battle against

inflation. As people begin saving more, they are necessarily

consuming less, thereby denying the fuel that fires inflation.

But, with runaway inflation and heavy individual tax burdens,

traditional savings investments can no longer attract capital.
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New incentives are needed, not only to attract but to retain

America's savings dollar. The tax-deferred rollover account

and Universal IRA plan are the type of incentives which will

recapture America's savings dollar and stimulate badly needed

productive investment.

The time to act is now. The longer we wait, the further

behind we fall in our efforts to stem inflation, provide

economic growth, assure an adequate housing stock, increase

employment and maintain the value of the follar. Increased

savings will benefit business, industry, productivity and, most

importantly, every American citizen.

We urge members of the Finance Committee to act on this

issue in an expeditious manner so that investing in America

through savings will once again be profitable.
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STATEM.M OF
AMERICAN BANKERS ASSOCIATION

SUBM4rD TO
SUBCX*rTTEE ON TAXATION

AND DEBT MKN&
SENATE COMWT'EE ON FINANCE

ON
S. 2446

July 11, 1980

The American Bankers Association is a trade association composed of

over 90t of the more than 13,000 full service banks in our country. The

Association fully supports the intent of this legislation to increase

savings and make available more capital for American businesses and home

building. However, we are concerned that the mechanism proposed which

includes a fixed interest rate ceiling on deposits, a designated list of

qualifying loans and a fixed interest ceiling on the loans is unworkable

and unadvisable. Congress only this year decided that interests rates

paid on savings should not be subject to legislative ceilings and directed

the phasing out of the ceilings now in place. Similarly, Congress has been

struggling with the problems created by interest rate ceilings on loans.

S. 2446 not only is a step backwards in these two areas but it also

allocates credit. In addition, it limits the taxpayer's non-includible

amount of interest by the size of the deposit and this brings an additional

complexity for taxpayers into the Internal Revenue Code.

We do not believe the free enterprise system would be enhanced by

legislation that interferes with the marketplace by placing a ceiling on

interest rates that can be received by depositors, allocating the credit

made available by such funds and fixing the price of such credit.

The need for additional incentives for savings is clear but the re-

strictions and limitations of S. 2446 would defeat its purpose of encourag-

ing the growth of our free economy.
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LLKellogg

Graduate SchooloT

July 14, 1980

Michael Stern
Staff Director
Committee on Finance
Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Stern:

I have had the pleasure of appearing before the Ways and Means
Committee in the past to testify in support of legislation that would
defer the taxation of reinvested dividends until the securities that
are purchased would be sold.

I would like to urge your adoption of this legislation at this time.

I know from a careful and thorough study that I have just completed
on electric utilities that one can hardly overstate their need for
equity capital. Yet these companies are bound by tradition and sound
financial reasons to disperse a large portion of their earnings in
the form of dividends. This legislation would be a step in-the direction
of restoring investor confidence in this industry.

Because of prior academic committments, I am not free to appear
before you, but I would like to have you consider the following
statement and ask if I may have it placed in the record.

The arguments in brief that I advance in favor of this legislation are
that

(1) The legislation would increase the flow of equity to companies
that pay out a large percentage of the earnings. As a result
these firms will have increased capacity to carry on
investment programs. These programs in turn can stimulate
increases in productivity as well as lead to greater employ-
ment opportunities.
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(2) Shareholders who currently elect to reinvest their dividends
now pay taxes even though they do not receive any cash
proceeds. From their point of view, the ownership of their
shares results in an adverse cash flow. They may therefore
have little incentive to participate in the program.

(3) The pressures of inflation on firms has increased the corporate
need for new capital. If an excessive amount of the required
funds are to be in the form of debt, the financial stability
of many firms may become questioned, because they may have
difficulty in meeting their debt service charges during
a period of recession.

S1$Kerely yours,

Eugen=Lerner
Professor of Finance

EL/RR
Enclosures
cc: John H. Martin, Jr.

Chief Counsel, Coeittee on Ways and Means
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STATEMENT OF EUGENE M. LERNER, PROFESSOR OF FINANCE, J.L. KELLOGG
GRADUATE SCHOOL OF MANAGEMENT, NORTHWESTERN UNIVERSITY, EVANSTON, ILL.

Mr. Lerner. I want to speak in favor of legislation designed to defer
the taxation of'dividends when these funds are reinvested in the stock
of the paying corporation. I believe such legislation will have the
effect of increasing a corporation's equity and the funds available
for capital expenditure. As these capital outlays take place, the
productivity of the firm's labor force will increase and new employ-
ment opportunities will be created.

Corporations must continuously make a series of trade offs between
paying dividends and undertaking capital expenditures and between
raising debt capital and equity capital. I would like to consider
each decision in turn. Firms must continue to make capital expenditures
if they are to remain competitive and expand the opportunities they
offer their customers, employees, and shareholders.

To carry out these expenditures, however, they first must have
the financial resources; and, in the short run, the smaller the
dividends, the more funds there are that are available. On the other
hand, firms must also pay dividends to their shareholders. No one
makes an investment in any entity without some expectation of a return.

Dividends constitute a large part of the total return that any
investor receives, and many investors, such as pension funds and
profit-sharing plans, require dividends to meet their commitments
to their beneficiaries. Moreover, since interest rates are now so
high on U.S. Government bonds and other money market instruments,
no one will invest in common equity unless he expects to earn at least
as much on the equities as he could earn on these very safe alternative
investments. As a consequence, the lower the firm's capital expenditures,
the larger the dividends that can be paid and in the very short run
the higher the return that the investor receives.

However, just as a car can go faster if it has brakes, in the
long run a firm will be able to pay more dividends if it forgoes
some today and makes some capital expenditures. The reason for this
is that the firm will then continue to have productive assets.

Corporations also face a trade off with respect to how they raise
the funds they need to make their capital expenditures and pay their
dividends. They can raise funds by either borrowing debt or increasing
their equity. If they borrow all the funds they need, however, they
face the twin problems of paying high interest rates and increasing
the riskiness of the firm. Risk increases because the debt represents
a claim against further cash flows.
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Chrysler, for example, would never have had to come to the Congress
for aid if it had had more equity and less debt. The smaller the
dividends that a firm pays, the faster its equity will grow and the
less its need to borrow money. On the other hand, if a firm were to
finance all its capital expenditures and dividends entirely with
equity and forgo the use of all debt, it would not be following a
prudent policy. Firms can increase their earnings if they earn more
on their assets than they pay in interest on the debt. Moreover, if
the amount of debt issued is not excessive, the riskiness of the
firm will not increase by an appreciable amount.

Just as firms want to do both--pay dividends and make capital
expenditures--so they want to both finance their outlays with some
debt and some equity. A major financial policy problem of all
corporations is, therefore, how to balance these four activities.
The critical variable in this process is the size of the firm's equity
and how fast it grows. The larger the equity base and the faster if
grows, the more money firms can safely borrow and the faster they
can expand the plant.

It is at this point that the dividend reinvestment plan enters.
It plays a strategic role because it permits the firm to provide a
return to its investors and at the same time enables the investor
to increase the equity of the firm.

If the investor must pay taxes on the dividends he reinvests,
however, he has less incentive to join the program. He will be paying
taxes but will not have the cash flow provided by the dividends to
make the payments. On the other hand, if taxes could be deferred
until the shares that are purchased through the dividend reinvestment
plan are sold, the investor would have a strong incentive to reinvest
his dividends. Firms will thereby increase their equity and be able
to expand their capital outlays.
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