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EXECUTIVE SESSION

TUESDAY, SEPTEMBER 12, 1978

United States Senate,
Committee on Finance,
Washington, D.C.

The Committee met, pursuant to recess, at 10:20 a.m. in
room 2221, Dirksen Senate Office Building, Hon. Russell B. Long
(Chairman of the Committee) presiding.

Present: Senators Long, Talmadge, Byrd, Gravel, Matsunaga,
Moynihan, Curtis, Hansen, Dole, Roth, Packwood and Danforth.

The Chairman. Let me call this:meeting to order.

Let me start out by asking the staff if they would bring ia
the blackboard that they were showing me and explain to the nembers
present what the suggestion is that staff has been working on. It
is really not my fault. Staff has been trying to figure out how
we could raise a substantial amount of revenue with a mininum tax
and one that hopefully would have more uniform justice than we
have now, and also avoid the criticism of the so-called micro-mini
tax.

As I understand it, why do you not take charge, Mr. Shapi%o,
and have somebody explain how you think that the minimum tax might

raise a substantial amount of money and, at the same time, offset

some of the shortcomings and the criticism that has been levied at
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the present minimum tax.

Mr. Shapiro. The example that is on the board also has been
passed out to you so you can look at the board or the sheet in
front of you, under the heading "Minimum Tax Sample." —

The Chairman. Just explain what the minimum tax proposal is
that the Committee has been working on.

Mr. Shapiro. Senator Long, as you know, has been advocating
a larger exclusion of capital gains than present law. Instead of
50 percent, Senator Long has suggested a 70 percent credit.

At the same time, Senator Long is advocating to maintéin a
minimum tax at the same revenue levels. That is two things:
one, to continue to pick up approximately the same amount of
revenue that the present minimum tax picks up and also to convert
it from an add-on tax to a true alternative tax.

As you know, the present minimum tax starts with computing
your regulaf*tax and you total up your preference income and after
your deduction, you apply a flat rate of 15 percent to it, and
you add that on to your regular tax.

Senator Long has suggested to convert that to an alternative
tax, whereas after you compute your regular tax, you compute an
alternative tax based on expanded income. I will describe it in
just a second.

After you finish your total of the alternative tax, then you
pay whichever is greater, either your regular tax or your alter-

native tax. But Senator Long wants to have the same for revenue
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pick-up in this alternative tax as you have under present law.
That is’'a part of the quid pro quo for large exclusion is 70
percent exclusion, not to reduce the effect of the minimum tax.

Senator Curtis. How much of an exclusion?

Mr. Shapiro. Capital gains exclusion of 70 percent. A quid
pro quo for a larger exclusion of 70 percent on capital gains would
be to have an alternative minimum tax that picks up approximately
the same amount of revenue as the present law minimum tax.

That is to say, the individuals could reduce their tax
because of making investments, having capital gains reductions at
the time they are going to pay at least a 25 percent alternative
tax on the economic¢ income.

The way the proposal will work, I will describe it in a

conceptual form before going intoc an example. You will start

with taxable income, after all deductions, taxable income under
present law, after your business deductions, your personal exemptig

and all of your itemized deductions, sé after all deductions you

n

have taxable income computed the same way as under present law. !
You add to taxable income preferences, eéssentially as in
present law. That is the list of preferences such as capital
gains, accelerated depreciation, percentage denletion, excess
itemized deductions over 60 percent of adjusted gross income.
Senator Byrd. Does this include contributions and interest
on mortgages?

Mr. Shapiro. It does not include it per se.

Al.DERSON REPORTING COMPANY, INC.




4 |
1 Senator Byrd. It does include it?
2 Mr. Shapiro. It includes it to the extent that these exceed '
3 | 60 percent of adjusted gross income. If the contributions ~=- it |
‘I' 4 does not include medical expense or casualty. That is not taken
2 5 | into account at all. l
% 6 If you itemize deductions, including interest, including }
% 7 charitable contributions, and all the itemized deductions other
L % 8 than medical deductions, and they exceed 60 percent of adjusted ]
 2: 5 9 gross income, then under present law, the minimum tax would include
~ § 10 that excess as a preference.
:“ g n Thgn you add these preference items to taxable income. You
,:: g 12 take a $20,000 exemption. Then you have what would be referred
‘Ci‘li g 13 to0 as an alternative taxable income. You apply a 10 percent rate
;3 é 14 | on the first $40,000 of income, expanded alternative taxable
:: g 13 income; a 26 pe?cent rate on the next 540,000 of income and then
5‘ % 16 4 5 25 percent rate on all income above that.
g 17 So the effect of it is, your first $20,000 would be exempt,
E 18 | then the next $40,000 at 10 percent, the following $40,000 at
g 19 1 20 percent. So the first $100,000 of this would be taxed at a
20 rate of $12,000, or 12 percent.
21 So if someone has this expanded income of $100,000, then the
22 | pinimum tax would be at a 12 percent rate. If they get up to
23 $200,000, that rate would go up to 18.5 percent. It would never
24 go to more than 25 percent, but where an individual had more
25 preference items, it would approach 25 percent.

— ALDERSON REPORTING COMPANY, INC,
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The purpose of this alternative tax is to insure that tax-
payers in higher brackets with preference income would pay a
minimum tax if it were greater than the regular tax, approaching
25 percent on the economic income, which we would define to
include taxable income plus preference income.

The Chairman. It would be better -- I am afraid you cannot
see that whole chart over there =-- if you would put it on the
dias.

Mr. Shapiro. Each Senator has a copy in front of you as
well.

The Chairman. If you put it up there, I guess the audience
can see it.

Senator Curtis. Are these actual cases of an individual?

Mr. Shapiro. This is an actual case that came out of the
model that ﬁ;s been rounded off to méke sure there is no disclo-
sure.

The Chairman. Here is the point, gentlemen. You are not
going to be able to judge whether this proposal is a fair proposal
or not until you take a lot, not just one, but a whole series of
tax returns and see how it works, so that I do not think anybody
wants to pass judgment until he pulls his own tax return. I am
not talking about everybody here, but the average fellow.

If he paid a minimum tax, he would like to pull his own tax

return and see how it would work when he does a trial run on him-

| self. That is how your constituents are going to react to it, I

ALDERSON REPORTING COMPANY. INC.
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suppose.

This is one tax return to show how it would work out with
regard to one of the cases that Treasury pulled as a case that,
from their point of view, is not fair. Here is a fellow who made,
on what they think is a fair base for comparison, expanded income.
That is what they think their income was -- $7,192,000.

Then, by the time he gets thrxough to the end, you see what
percentage of his income he paid in taxes -- 10.2 percent. If
that had been a working man with a wife and two children on
$10,000 income, he would have paid more;Fhan that. So there is
a higher percentage.

That is the kind of thing that obviously, from the point of
view of the Treasury and the point of view of most people, is not
right. They can explain to you how it worké out, but you can
notice in summary that the House bi}l would reduce that man's tax
from 10.2 down-to 7.1 percent. This cqpcept here would move it
back Qp from 10.2 percent up to 14.7 percent, rounding it off to
15 percent.

Suppose you explain the item in between?

Mr. Shapiro, Senator, as indicated, this is a case that was
in the models of the tax returns. It was blown up to represent
current levels and also rounded off so as not to have any disclo-
sure problems, and the staff has prepared a series of other cases

to give you better examples, so you just do not look at one. We

have additional ones this morning, but sco as not to show you just a
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few, we are going to have a series of examples presented and
distributed to you so it is a broad sample of the type of case
that Treasury presented as the so~called horror list under the
House bill.

Senator Byrd. Will you not have séme examples of more average
people than somebody making $7 million? There are not more than
half a dozen of those in the whole country.

Mr. Shapiro. The second example we have is someone who has
$237,000. These are the individuals who have the high income,
where these taxes are going to apply. An individual making
$50,000vor $60,000 is not one who would ge covered under the
alternative tax. Those are not the ones, I think, that the
Congress ever intended to focus in on, not having a large amount
of preferences.

Senater Curtis. The present law does.

Mr. Shapiro. You are not picking up a large minimum tax from
individuals at middle-income levels. You are picking up a
minimum tax.

Senator Curtis. I have had a case brought to me, a case where
revenuewise it was a small sum, but it was quite a burden, quite
an injustice.

Mr. Shapiro. The cases we have heard where that happens
have been in personal residences. We have heard of individuals
who have sold their residence, middle~income taxpayers; because

personal residences were treated as preference items, the capital




1 gain on the preference jtem, theY paid, for them, a significant

. 9 | minimum rax.

3 The Chairman- This proposal that we are 100king at here:

. it would reduce the minimum rax on & great purber of people more
l- 5 than it would increase it. could you recall those comparative

6 figures: Mr. wetzler?

MY . Wetzler- under the combination of the minimum'tax and

D.C. 20024 (202) 554-234B
~

o g | the 70 percent exclusions ;¢ would be 4,3 million coturns With
'iz‘ ~ 9 the taX reduction and 32,000 returns with the tax increase-
o %‘ 10 The chairman. 4 million- 1f you couple £his with the
%: il reduction in capital gains: you say You nave 4 million taXx returns

12 | with the reduction?

13 Mr. WetzleT: That 1S right.

The Chairman- How many would an jpcrease be?

15 Mr. WetzleT: 32,000.

= The Chailrman-. only 32,000 would have an increase.
o :

17 Mr. Shapiro: what is nappenindr the piddle-income raxpayer

&

2

]

i ig | is covered under present 1aw, are peing raken off pecauseé the
B

% 19 exemption is beingd raised, S° the fact that this proposal raises
=]

20 approximately the same amount of revenue as preSent 1aw, YoU are

‘ 22 | middle~ or lowerT: but h:.gh—:\.ncome people
23 The Chalrman: Let us understand: 1f you do what we are
24 ralking about ~7 1 am not rxying to mislead anybody - Thosée

25 X 42,000, SOMe of them are really going t© pellow, Wnere you are
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going to think you have ten times that amount of people. No
doubt about that.

Go ahead and explain this.

Mr. Shapiro. Under present law, in the first example to your
right, you have expanded income, which is $7,192,000. That
includes taxable income, adjusted gross income plus capital gains.

Item number 2 is adjusted gross income which excludes one~
half of capital gains, so in item 3 there where you see $2.8
millionji” that is excluding one-half. - The total capital gains
was $5,600,000. One-half was excluded.

So if you look at items two and three together, that equals

| one, so expanded income is your total economic income.

2 is your total income less 50 percent of your capital gains.

Item number 4 is itemized deductions. This particular
individual*had a large amount of itemized deductions -- $4.2
million of itemized deductions.

Senator Curtis. Is that all iteﬁgzed deductions?

Mr., Shapiro. All itemized deductions, Senator.

Senator Curtis. None are excluded?

Mr, Shapiro. That is correct. Itemized deductions represen—
ting one~half of the charitable contributions; another $1.2
million is taxes; $800,000 of miscellaneous items. There was no
medical expense and no casualty expense.

Senator Curtis. There was interest?

Mr. Shapiro. There was an interest expense of $916.

ALDERSON REPORTING COMPANY, INC,
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10

Senator Packwood. $1.2 miilion was taxes?

Mr, Shapiroc. $1.2 million was taxes. Almost $2.2 million
was charity, and a little over $800,000 -~

Senator Hansen. What was that?

Mr. Shapiro. Charity. Over $800,000 was miscellaneous,
generally, or business—-type expenses below the line, what are
called the miscellaneous business expenses, and so forth.

So that that total itemized deductions is $4,195,000. That
leaves a taxable income of $160,000.

What that is is line number 2 less line number 4, so that
line number 5 is $160,000. The regular tax on that is line
number 6, $78,000.

Present law has the add~on minimum tax. What you would do
is add your preferences, which is excluding capital gains, line
3. Then you would take the excess of 60 percent of adjusted
gross income of the itemized deductions, line 4. To the ex;ent
that line number 4 is more than 60 peréent of adjusted gross
income, then that is a preference too, so the excess itemized
deductions, with capital gains, less the exemption times the
15 percent rate, gives you an add-on minimum tax of $656000. That
is listed on line 7 on the board.

Senator Packwood. How did you get there again?

Mr. Shapiro. The minimum tax would be, you take your
excluded capital gains plus the excess of 60 percent of your

itemized deductions over the adjusted gross income. You take

— ALDERSON REPORTING COMPANY, INC,
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60 percent of AGI, 60 percent of line 2. To the extent that
60 percent figure is less than line 4, the excess of line 4 over
that is added as a preference item.

Senator Packwood. 1.77

Mr. Shapiro. Roughly. Then you add that to the 2.8, which
is excluded capital gains, then you multiply that by 15 percent
and that is how you get $656,000.

What you do for your total tax is line 6 and line 7, present
law has-an add on -- $78,000 plus $656,000, giving you a total
tax of $734,000, which is 10.2 percent of economic income of
$7 million.

Senator Packwood. Now, thg taxes were what?

Mr, Shapiro. State and local taxes paid last year. That
would be allowed as a deduction on this year's return.

Senator Packwood. $1.3 million?

Mr. Shapiro. $1.2 million.

Senator Byrd. Is that regarded as a tax shelter, paying
state and local taxes?

Mr. Shapiro. Not necessarily a tax shelter. What Congress
decided in 1976 was when you look at the returns that the Ways
and Means Committee finally looked at, the nontaxables that you
had not hit previously, there were a large number because of
itemized deductions, charitable contributions, state and local
taxes, intervest and miscellaneous items.

The fact that the itemized deductions were allowed, the

_ ALDERSON REPORTING COMPANY, INC.
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individuals not éo pay tax. Congress wanted to make sure that
all individuals paid some minimum tax so that you would not have
the statistics that shows zero tax for some individuals.

The way that the Congress did it, the Ways and Means Commit-
tee came up with the proposal, if I recall correctly, that said
you give them 65 percent of adjusted gross income and assume that
that would be a normal level of itemized deductions. The excess
of that, they would pay 50 percent on an excess,

The Senate Finance Committee was concerned that medical and
casualty was really not something that is controllable. There
are extraordinary medical expenses, casualty losses. You excluded
medical and casualty and you lowered the percentage to 60 percent.
That was agreed to in conference.

That means that an individual could have all of these deduc-
tions, but to make sure that they pay some minimum tax, the
Congress wanted to put a portion of that in minimum tax so they
would pay a 50 percent tax on a portionﬁof the itemized deduc-
tions above this level, and that was the decision that the Ways
and Means Committee, Finance Committee, and both Houses made to
make sure that the nontaxables were reduced by people who got on
that list only because of itemized deductions.

Senator Talmadge. If all this income came from tax-exempt
bonds, would this tax appiy?

Mr. Shapiro. No, the minimum tax does not apply to taxes

on interest.

ALDERSON REPORTING COMPANY, INC.
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1 The Chairman. As far as I am concerned, we will not get

2 | involved, I hope, in any of these taxes, interest and state and
3 | localabonds. .

4 Senator Talmadge. I share that view completely.

5 The Chairman. It seems to me Bill Simons' argument that

é | these people accept a lesser rate of return than they would get
7 | on U.S. government bonds which are safer, so they are receiving
8 | a lesser rate of return and taking a more speculative bond to

¢ do it.

10 Senator Talmadge. When you consider inflation, they have
11 | been losing money year after vear.

12 The Chairman. That being the case, taking those things into

13 | account, in fact they have already been taxed. They have been

14 | taxed, because they are getting less money than they would have

15 | gotten if they had taken what otherwise would be a better invest-

16 | ment, and the Treasury is not pushing for that.
V7 So it seems to me that we would do better to take the view
18 | that this is an area where this is paying the tax and letting the

19 government have the money at a lesser rate than it would make the

300 7TH STREET, 8.W. , REPORTERS BUILDING, WASHINGTON, D.C, 20024 (202) 664-2345

20 money available.

21 Senator Roth. If I could ask a guestion at this point, one
iiﬁ 22 | of the things that always concerns me that people point out these

23 | horrible examples as a means of getting what they call tax reform ~p
. 24 | ysually the income transfer proposal.

{
25 How many of the millionaires and other groups are paying no

ALDERSON REPORTING COMPANY, INC,
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{ 1 taxes depend on these state and local bonds as a tax shelter?
E 2 I know what you are saying. It is true that they get a
% 3 | lesser rate and it is speculative. I am just curious. How many.

. 4 | of these horrible examples that are thrown, to what extent do

5 | they rely on the state and local?

6 The Chairman. I do not think any of them, because the
7 || income is not being reported. They are not reporting the income,

8 | therefore they are not reporting deductions against it.

s 9 Mr. Shapiro. Senator Long is correct. None of the statistics
- 10 | you see in nontaxable include any individual's tax-~exempt interest
:: i1 | because that is not reportable and that‘data is not available to
ﬁj 12 | the Treasury Department for their tables.
Q. 13 To the extent that any individual would make taxable interest
i:‘ 14 | to pay no tax, that is not included in the statistics.
t: 15 Senator Roth. I see,
> 16 Senator Gravel. What does that mean?
> 17 Mr. Shapiro. It means that the figures ~- individuals with

18 | high incomes -- the figures would be greater if you included

19 | high income individuals who had tax-exempt interest. That infor-

300 7TH STREET, S.W., REPORTERS BUILDING, WASHINGTON, D.C. 20024 (202) 554-2345

20 | mation is not available to the Tréasury. Therefore, the Treasury's
21 | tables as to high-income individuals who paid no or very little
'I’ 22 | tax does not include any individual who has taxable interest.
23 The Chairman. Let us look at it this way. In this year,
24 | the inflation will be about 7 percent. That is more than any

25 | one of these bonds are paying.

ALDERSON REPORTING COMPANY, INC.
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15

So if you look at the erosion of your principal, there is
no net income from it. If you take inflation into account -- even
if you wanted to take inflation into account, they could have
earned about 25 percent more if those bonds were taxable.

That being the case, they have accepted a lesser rate of
return by the bond's being tax exempt. To that extent, they have
made a payment to government already, because the government is
paying them less for the use of their money.

So looking at those two factors, it seems to me that we are
not taxing it, we are not proposing to tax it, even with the
minimum tax, and I do not know of anybody who is particularly
upset about it. There may be a few, but not many.

Treasury has not-indicated it is upset about that item.

That being the case, I do not think you ought to get into it.
Just leave‘it the way it is.

I think we have enough problems without raising that.

Senator Gravel. Why can they not'éet the data so that we
can know?

Mr. Shapiro. It was not available. At one time, in 1969,
the House had a provision in its bill that required an individual
to put on his tax return the amount of taxes on interest. In
addition, the House had a provision that put taxable interest on
the minimum tax.

If you recall, there was such concern about taxable income

- ALDERSON REPORTING COMPANY, INC,
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started its mark-up, there was an announcement by the Committee
that there would not be a minimum tax.

Senator Gravel. I am not pressing you to put on a minimum
tax. I am surprised there is an element of an economic transac-
tion in our society that we purposefully put the blinders on and
do not want to know anything about it.

Mr. Shapiro. The way to do that, the Committee chose in the
past —~ neither the Ways and Means Committee or the Finance
Committee or the Congress has had an interest in doing it -- but
put an item somewhere possibly on the tax return that indicates
how much taxable interest an individual has.

Senator Gravel. Would that be unreasonable?

The Chairman. I am trying to recall the first fight we had
around here that I was involved in. The first time that we had
it before tﬁe Committee =- that has been quite awhile back -~ can
you recall the first time that we had our fight?

Mr. Shapiro. The one I recall was in '69. If you nhad one
before that, I do not recall it. In '69, I remember the Ways
and Means Committee marked up a bill in private mark-up session,
so it was not that the full impact of the minimum tax was made
aware nationally, and they heard from local governments, state
governments and Mayors and the request that you had to testify
and so forth was so intense that you made that decision early with
a tremendous amount of pressure not to take the tax-exempt

interest at that time.
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Senator Gravel. If I could clear up this one point, I do
not want to step into something that sounds logical. I am
absolutely thunderstruck that we do not have the information about
an income item that is so easily collected when we know basically
this income item is enjoyed by the very wealthy in this society.

I am not saying they are ripping it off or avoiding something.
I think your logic is very proper -- they are paying taxes
already within the economic strgam with that money. But I think
it would be worthwhile and reasonable to expect that we should
have this data when we ask the quesﬁion how many people are doing
this or what is the impact of that. That could simply be by put-
ting an item on the return so we could be made aware of it.

The Chairman. Senator, all I can teil you, as one who has
been through that fight, if you want to lead the charge for that,
after you have been in for awhile you will back off. That is
my impression. I have been around that for awhile.

Senator Gravel. Maybe I will lead a little charge. Maybe
a little one.

Senator Hansen. Mr. Chairman, I would like to say this.

I appreciate the interest that the Senators have in knowing what
the situation is. As I understand Mr. Shapiro, the information
is not all that easily gotten. It could be you could approach it
from the other way if you wanted to inquire of cities and state
governments as to the number of bonds that they were selling

and what the interest rate was paid to them. You might get somethi

n
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1 There is not anything presently in the tax return that

2 requires that information. Is that right?

3 Mr. Shapiro. We have the data. You are suggesting how

4 many bonds are out and to what extent the total amount of taxable

5 interest is. That is generally available,

6 The information we do not have is the tax return information

7 on the individuals who own those bonds,

8 Senator Hansen. What I was going to say, I could not agree
9 more than I do with the Chairman that we have our hands pretty

10 full, it seems to me, to deal equitably with this situation, and

i1 I sure think that we would pass up an opportunity to bring about
12 some needed changes now to delay the whole thing until we get

13 this additional information.
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F’ 14 Senator Gravel. I do not want to do that. I just want to

::l 15 | put a little square on the form.

~ 16 The Chairman. Mr. Sunley?
17 Mr. Sunley. There are estimates of the amount of téx-exempt
18 interest received by individuals as a part of the Federal Reserve
12 | Board flow of funds accounts. What we do not have is information
20 | from the tax return itself.
21 In the case of corporate tax returns, corporations are

' 22 required to reconcile their taxable income for tax purposes with

23 | their financial accounting, net income. One of the reconcilia-

. 24 | tion items is the amount of tax-exempt interest, so on the

25 | corporate tax return, we do pick up the amount of taxes.
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We do not have the authority at this time, nor are we
seeking it, to require individuals to report the amount of tax-
exempt interest. The Internal Revenue Service is very reluctant
to require any information on tax returns that is not needed for
tax administration.

So if we were going to require taxpayers to report the amount
of tax~exempt interest, we would need legislative authority to
require adding that information on the tax return.

Senator Gravel. Would that be desirable knowledge on your
part?

Mr. Sunley. We have an idea of the total amount of interest
received by individuals. There is one other study -~ it is not
very old; I think it was done in 1962 when the Federal Reserve
Board, based on a sample of high-income fanilies, surveyed the
actual asset holdings of those families, and you found just
exactly what you expected. To the extent that individuals hold
tax—~exempt bonds, they tend to be the very high-income individuals

And it has been the basis of that study that when we have
been ask to impute the tax savings from not including tax-exempt
interest, we have made some rough estimates. They are very
crude. For our purposes, they would probably be adequate at this
time,

Unless the Committee wanted to get into this subject in a big
way at some future date, we probably should not open up this

hornet's nest. We clearly are not seeking any change in the tax

LDERSON REPORTING COMPANY, INC,
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exemption other than the taxable bond option proposal that we
continue to have an interest in.

The Chairman. It seems to me we have plenty of other areas
that we can get into if we want to tax somebody. For example,
it seems to me maybe we should not let a person have a complete
deduction when he puts that money into his own private foundation.
I have always had my doubts about these people .-gscaping taxes.
It looks like I am going to pay more taxes, so I am going to put
more money in my foundation.

If that happened to be a foundation doing precious little
good for anybody, to me that is an area where I think right there
we are heading in the wrong direction by voting as a Committee,
if the Committee has already voted against my protest to say that
private foudnation would have their tax-cut for what little tidbit
that they are paying.

We are not talking about that in this bill. All we are
talking about are things that are recognized as preferences--
is that right, Mr. Shapiro?

Mr. Shapiro. That is correct. The only preferences that
are being considered are the existing preferences.

The Chairman. What the existing law is.

Senator Byrd. May I say on that point, you are including
in the preferences state and local taxes that are paid. Is that

a shelter? 1Is that somebody gaining by paying state and local

taxes?

ALDERSON REPORTING COMPANY, INC.
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The Chairman. What you are talking about there, when a
peréon gets through itemizing and taking all the itemization they
can find, this was Larry Woodworth's suggestion. When he looked
at that minimum tax, he said if you want to stop this thing where
they still come in and you still have 150 to 250 people getting by
without paying any tax at all, you will have to put some limit
on the extent to which they can avoid taxes by itemizing, because
you just have enough possible ways open that you will still be
looking at quite a few people paying no taxes.

That is true in absolute numbers. Not many, but that Roper
poll came in, reporting that the public thinks that half the
millionaires in America are not paying any tax because of all the
conversation about the 200 who were getting by without paying
anything.

So Larry Woodworth's suggestion was, if you say with regard
to your minimum tax, if you do not pay anything in any other
respect, then have that one last item for the purpose of thé
minimum tax they cannot itemize and deduct more than 60 percent
of it.

That is what you are talking about. That would say, when

they start itemizing they cannot out of all of it.

Mr. Shapiro. For the regular tax, they can deduct 100 percent

of itemized deductions. They can itemize all of the deductions
that they have. For the purposes of the minimum tax, they would

have to include a portion of those itemized deductions except for
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! takes the excluded one half of capital gains. fThat is line 3,
2 | that $834,000. Subtract a $10,000 exemption and then add, I
3 think, a 10 perceni; rate. That 10 percent rate gives you
4 $282,000. The way the House bill works, you compare line 6 with
g 5 line 8. Line 6, $381,000; line 8, $282,000. You pay whichever is
% 6 greater. That is the $.282,000 on line 8. Then you add on the
8
§ 7 minimum tax to that.
&
§ 8 So line 9, which is $513,000 is the total of line 7 and line
:: ? 8, so yoxi have a total tax on line 9 of $513,000 which is an
§ 10 effective tax rate of 7.1 percent of the economic income of
g n |
g $7,192,000.
g 12 The proposal that Senator Long is suggesting is a pure
§ 13 alternative tax, which is the third column on the board, would
§ 14 repeal the add-on tax but have a 70 percent capital gain exclu-
% 15 sion. Then you would have a $20,000 exclusion from the alterna-
i 16 tive tax, and then rates of a 10 perce‘r’lt rate on the first $40,000;
g 17 a 20 percent rate on the next $40,000; and a maximum rate of
; 18 25 percent on all income above $100,000.
% 19 Your expanded income is the same. $7,192,000, total economic
20 income. Line 2, adjusted gross income, is less because we have
21 a $70,000 exclusion. That means only 30 percent of the capital
. 22 gains is taken into account, so the adjusted gross income is
23 $3,224,000.
. 24 Line 2, excluding capital gains, 70 percent of the total
25 capital gains are excluded. That is the $3,968,000.
ALDERSON REPORTING COMPANY, INC.
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The itemized deductions are the same. The $4,195,000,

So the taxable income on line 5 is minus $974,000. That
is line 2, adjusted gross income less itemized deductions, line
4. So your taxable income would be minus $974,000. The regular
tax would be zero under this proposal.

Senator Hansen. Let me interrupt you. Did you say that
taxable income, line 5, tﬁat the minus $974,000 is line 2 minus
line 47

Mr., Shapiro. That is correct. Also, you have personal
exemptions that have to be taken into account. That is the
reason. -

Line 6, no regular tax. This proposal has no add-on tax at
all. That is why there is a 0 on line 7.

One line 8 is the alternative tax. The way you compute
the alternative tax, you take taxable income which is minus
$974,000. You add to that excluded capital gains on line 3, and
then you add the same itemized deduction preference, the excess
of 60 percent of adjusted gross income. You take that total,
you subtract $200,000 as an exemption, and the rate schedule ~-
I included 10 percent of the first $40,000; 20 perxrcent of the
next $40,000 and 25 percent of all the expanded income above
$100,000 and that gives you an alternative minimum tax of
$1.058,000.

You would compare that to line 6, and, as you can see, line

6 has 0 tax. Total tax would be the alternative minimum tax of

ALDERSON REPORTING COMPANY, INC,
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11 $1,058,000. That is an effective tax rate of 14.7 percent of the
‘ 2 expanded income of $7,192,000.
E 3 There you can see the effective tax rates of the three that
} . 4 | are present law, the House bill, and this present alternative tax.
! § 5 Senator Roth. I missed part of the discussion. When does
t % 6 | the alternative tax apply?
ﬁ N3
§ 7 Mr. Shapiro. It would apply to taxable income, plus prefer-
| ~N § 8 ence income and theoretically, it could apply to any case where
oy § 9 the taxpayer has large amounts of preference income, which yvou
)
| \ § 10 add taxable income plus present law preference items.
;: g 1 Senator Roth. How much preference income do you have to have?
o g 12 Does it apply to a little guy?
a
”3. § 13 Mr., Shapiro. Generally speaking, the $20,000 exemption would
: % 14 exclude the small taxpayer also, and you start off with a 10
~ % 15 percent rate on the first $40,000. It would depend on whether or
> 5 16 not a small taxpayer would be paying more than 10 percent.
g 7 Senator Roth. What if he sold his home?
?: 18 Mr. Shapiro. Two things were contemplated. First, that
;% 19 the residence could be excluded from the alternative minimum tax
20 but, in addition, you have a 70 percent exclusion on capital gains
21 as well. If you exclude personal residences that we are assum:';ng
. = in this case, if you do assume personal residences from the
23 personal tax, that sale of the residence would not accouﬁt for
. 24 the minimum tax.
25 Senator Roth. In effect, it would apply to a little guy if

— ALDERSON REPORTING COMPANY, INC.
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he had the preferences,

Mr, Shapiro. Then you have the guestion as to how little.
Every time I suggest a number, someone laughs, so I guestion
whenever we talk about a little person.

1he Chairman. There is one thing about the proposal that
I want to ask you about. Is that a standard income figure? Has
that figure been reduced by the amount of state and local taxes
that a person has paid?

Mr. Shapiro. Expanded income is total income with no
deductions, total income received by the’ taxpayer.

The Chairman. It would seem to me -- I do not think that
the minimum tax ought to apply on the tax that a person has paid
to state and local government. I gained the impression that what
is up there, it would apply to that.

Mr. Shapiro. Senator, to the extent that the itemized
deductions include state and local tax,. this particular dndividual
that is up there —- on line 4, $4,195,000. That $4,195,000,
$1,191,000 includes taxes.

The Chairman. State and local taxes?

Mr. Shapiro. That is correct.

The Chairman. It seems to me that would reduce the yield
somewhat. I do not think it would reduce it a great deal.

There ave nct many people who are able to find itemized
deductions for more than 60 percent of their expanded income.

i It would seem to me that, to the extent that we wind up levying

|
SON REPORTING COMPANY, INC.
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a tax on top of a tax, that that is subject tc considerable

criticism and I just think it might be better, in that area, to
the extent thatithe liability has been reduced‘by the taxes he
has paid to state and local governments, that the tax base ought
to be reduced. That would reduce your tax. You would not make
as much money there, but I would like to see what it would look
if we did that.

On that particular return, it would reduce it substantially,
would it not?

Mr. Shapiro. Yes. You would take almost 31.2 million
out of the alternative minimum tax.

The Chairman. How much would he be paying if you did that?
How much would he be paying?

Mr, Shapiro. You would reduce it by approximately $200,000.
The $1 million would be about $800,000.

The Chairman. $800,000. He would be paying more, but he
would not be paying that much more. I would think in most of the
places where it would apply that by taking the state and local
tax out of it, it would not make any difference at all because
the 60 percent would not come into play.

Mr, Shapiro. That is correct in this particular case,
but in many of the cases it may not have an effect. You have
several options that you could do in this regard.

The Chairman. That reaches the point that Senator Byrd is

concerned about, saying that you are treating as a preference if

_ ALDERSON REPORTING COMPANY, INC.
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a guy pays taxes to state and local government. I do not know

if anybody does him a favor by having him pay taxes to state and
local government, to the exkent that if you take that out, to

me, I would think that would be a better proposal. That would
somewhat reduce the revenue income. I do not think it would
reduce it much. On that illustration it does, but on the overall,
I do not think it would make much difference.

Mr. Shapiro. I think that is correct.

The Chairman. Could I ask that the staff do a study to see
to what extent that would reduce the revenues, because I do not
think it would reduce it very much. I think, on the overall, on
that illustration it would reduce it substantially, but on the
Overali, T do not think it would make much difference.

Senator Dole. You are talking about taking out state and
local taxes?

Mr. Shapiro. Senator Long is talking about all taxes, state
and local, property taxes, sales taxes, the total tax column that
is paid as itemized deductions would be 2liminated from the
alternative tax.

The Chairman. In terms of expanded income, I do not see
why we should think that we are doing somebody a favor. There are
some states that do not let you deduct the Federal taxes that you
are paying. That was done in Louisiana. It was so unpopular
that they repealed that in the next session of the legislature.

Tt would seem to me that the Federal government has long

ALDERSON REPOR
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brings that down.

I would assume, if we decide to do this, that we would have
to defend it against a lot of attack, ang I think the very point
that Senator Byrd made, taking the view that the man is getting
the preference because he ig getting the tax to a state government
is a valigd point.

Senator Hansen. Mr, Chairman, I am sorry I had to be called
out a couple of times, but do I understand the way the figures
under the ¢olumn headed "Proposal’ works is that the alternate
minimum tax is figured on state ang local t;xes that were paid
the year before?

The Chairman. If You get there in this respect, that under
existing law ~- and this would retain that part of it on tax
preferences, for burposes of the minimum tax, you can only reduce
it by itemized deductions to the extent of 60 Percent, so the
other 40 percent would remain subject,

It Seems to me, if we are going to improve on our minimum
tax and try to make it a better and fairer tax, that we are
already leaving out of that, Senator, medical and casualty. The
reason we are leaving that out is that we assume that that is
something that the taxpgyer has no control over. If you are sick,
you have to go to éﬁe hospital ang try to live.

If you are going to leave those out, it seems to me that

you should also leave oyt the state and locai taxes. If you leave

those out on the illustration up there on the board, that would
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reduce that tax down to where he would be paying maybe 12 percent
rather than 14.7 percent and on that illustration, it might look
like a substantial reduction, but if he is paying more taxes
because he is paying a tax to the state and local government, I
think that is difficult to defend.

Senator Hansen. I would agree.

Senator Curtis., I think that is right,

The Chairman. So that I would think that it would be an
appropriate modification of this suggestion to say that, to the
extent the proposal should be modified to where the expanded
income concept should not include the state and local taxes that
this person is paying. That would reduce the $7,192,000 down
to what, about $6 million?

Mr. Shapiro. Yes.

The Chairman. That is $7,192,000 that would come down to
$6 million. )

Mr. Shapiro. Approximately $6 million.

Senator Hansen. Then, would this be the effect that you
would reduce the expanded income amount by the state and local
taxes paid?

Mr. Shapiro. The effect of what we would do is reduce

itemized deductions that would be a preference item. The $4,185,0

would be reduced by the $1 million, almost $1.2 million, of
deductions, so you take almost $4.2 million in itemized deduc-

tions less $1.2 million. That would end up to be $3 million.

_’ ALDERSON REFORTING COMPANY, INC.
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1 And, to the extent that your adjusted gross income on line
‘ 2 2, you multiply 60 percent times line 2, and to the extent that
3 line 4, that $3 million now exceeds 60 pexcent of line 2, that
. 4 amount would be treated as your preference.
‘g 5 The Chairman. That would mean he would be paying $800,000
[~
§ 6 on $6 million. How much would that be? What percent would that
&-s .
g, 7 be?
g
w5 8 8 Mr, Shapiro. A little over the 10.5 percent, mavbe close
| S
By 8910 o 11 percent.
. Z
i ¥ = 10 . . .
czg Senator Hansen. Is there anything else in there besides
R E !
O § 1 taxes whereby you treat an expenditure as income?
o g 12 Mr. Shapiro. All the itemized deductions. That would include
. a
'!.'J. = 13 , , . . . , ,
2 interest, charitable contributions, and all miscellaneous items.
= @
—~ ‘é 14 The way it works, all itemized deductions other than casualty
~ &
S .
=2 & 15 and medical, which is excluded under present law, and all taxes:
2 .
-, - t
~ 3 16 state and local taxes, real property taxes, sales taxes, the total
iéﬁi 17 taxes as is being suggested by the Committee now. That means all
g .
g 18 other itemized deductions would be potentially treated as a
& 19
§ preference item,
20 The Chairman. It seems to me -~ I think you are a little
21 bit off in your calculations. You are paying $800,000 tax on
. 22 $6 million. You are paying about 13 percent, so that tax would
3 come down from 14.7 to about 13 percent.
. 24 Mr.Lubick. I think you have two guestions here, One is what
25 ] you treat as an item of tax preference in calculating the minimum

- |
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tax. The second qguestion is the use of expanded income as a
measurement guide.

In that respect, méasuring expanded income, that you are
judging what deductions come off in measuring a person's income.
I do not see any particular reason to treat the state and local
taxes differently than any other expenditure, like food or rent,
that he would have to pay. That would have nothing to do with
the measurement of how much income a man has.

But when you get to the guestion of whether you, indeed, want
to impose an extra tax including these items as an item of tax
preference, I think that is a very different question. I think
we ought to keep those two distinct.

The Chairman. Mr. Lubick, if it would make you feel happier
and make Treasury generally feel happier, maybe we can just
dispense with the use of the term "expanded income," and use
some other term. But I am looking for what would be a fair
starting point to relate ; person's income to his taxes.

And we agreed that adjusted gross income is not very good,
because after you get to adjusted gross income, you have state
and local taxes, casualty. Is there medical there, at that point?

You have the charitable contributions. So to try to arrive
at a fair comparison, what you do after you get your adjusted
gross income is to take those further deductions and state and
local taxes and casualty losses, reduce the total by those

deductions that come directlyv, and then add back in the

- ‘ ALDERSON REFORTING COMPANY, INC.
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a suggestion, it is just an idea we are talking about, this sort
of concept, that when you come in and look at what we would like
to do I do not personally like to think that I am voting to put
a tax on a tax, to tax somebody on top of a tax he is paying to
state government.

Mr, Lubick. I do not think anybody is suggesting that you
should. |

The Chairman. The effect of this proposal, as it was
brought in here, has that result and I think that we should not
do it. It seems to me we can have a goo@ minimum tax without
doing that, and I think it would bg a fair minimum tax if we did
not do ﬁhat.

Senator Hansen. I would. like to make this observation,
if I understood Mr. Lubick correctly. I think that he was saying
that you could roughly equate the payment of state and local
taxes with cost of living, food,Aand t@ose other expenses. Did
I understand you correctly, to imply that?

Mr, Lubick., What I am saying, for statistical purposes, if
you are measuring what income a man has, you take into account
generally his receipts. You exclude certain receipts which are
the cost of obtaining -- you exclude the cost of obtaining those
receipts.

You get to a number of items that are regarded as personal
expenditurs. You do not exclude those in determining what his

overall income has been.

ALDERSON REPORTING COMPANY, INC.
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As far as what the Chairman is suggesting, I agree with
him. You do not necessarily put a tax on some of these expendi-
tures. I think that is a different question. I think what we
are trying to keep track of is, statistically, how we measure
expanded income for statistical purposes. I think that is one
guestion.

But the question of what preferences we are going to put a
tax on, I think, is a separate question.

But I think the point the Senator makes is well-taken.

Sénator Hansen. Fine. I do not have any argument. I think,
if we are going to equate living expenses with taxes paid, there
is a clear distinction that should be drawn. One is you have
no choice over the taxes that are paid.

I think we have to keep in mind also that taxes contribute
to government. They go to the support of government, whereas
how much a éerson may want to spend ;n his own living is entirely
up to his own judgment.

But I would agree with you, Mr, Chairman. It is no problem
for me to say that the taxes paid ought not to be included in that
overall figure.

Senator Curtis. If I could ask a guestion, what is your
definition of adjusted gross income? Gross income less business
expenses?

Mr. Shapiro. Yes. These are what were referred to as

deductions above the line, before adjusted gross income, and thosej
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/39

|

0000O0O0

L]

300 TTH STREET, S.W., REPORTERS BUILDING, WASHINGTON, D.C. 20024 (202) 554-2345

10

1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

38

below, itemized deductions.

Senator Curtis. Taxes can fall in either place.

Mr. Shapiro. They can to the extent they represent itemized
deductions, they do. They are below the line and the others are
above the line.

Senator Curtis, The state income tax?

Mr. Shapiro. Below the line.

Senator Curtis. In farming?

Mr. Shapiro. Above the line.

Senator Curtis. Where would you be -- I am not proposing
this, but I am frightened about all of fhese things to see how
they work out. If you are going to have a minimum tax, suppose
for simplification, starting with adjusted gross income and you
had a $50,000 deduction or exclusion, and had a tax of 20 percent
as an alterpative tax, figuring the taxes the usual way, and they
had to pay the highest, someone with $1 million adjusted gro;s
income, in that case, they would pay $l§0,000.

Mr. Shapiro. Senator, you would have the results that were
discussed here. Senator Byrd's concern he raised with respect
to state and local deductions, the taxes, would have the same
problem with this type of préposal.

You are starting with adjusted gross income, meaning that
you would get no deductions. At 50 percent, you would presume
that is deductions, but this individual had $1.2 millions in

deductions. That $50,000 is far less than $1.2 million.
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regular way.

The Chairman. Let us keep in mind, Senaéor, that what we are
talking about here, this minimum tax that we are talking about
now, compared to present law, will raise less money than the
present minimum tax would raise. Is that right?

Mr. Shapiro. Less, yes, Senator.

The Chairman. What we are talking about here provides a
great deal of relief from the minimum tax for people who are
already paving us a substantial tax. Is that not correct?

Mr. Shapiro. Yes.

The Chairman. So we are talking about a situation where a
lot of éeople gho are already paying, let us say, 25 percent or
even less than 25 percent, but if you take the 75 percent of those
taxpayers on that study who are already paying 75 percent of
expanded inééme in taxes, or 75 percént of adjusted gross income
in taxes, for those people, this represents a tax cut. Is that
not right? Compared to existing law? |

Mr. Shapiro. Yes, that is right.

The Chairman. All I am saying is when you start substitu-
ting one thing for another, I think we should try to be fair in
every step of the way in what we are doing and, to a very consider-

able extent, this does deal with what Senator Curtis is talking

‘about, to reach those people who, by a lot of tax planning and

conscious effort do manage to get their taxes very, very low.

How about discussing the next one? Why do you not put it up
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but if your capital losses exceed your capital gains, there is a

there where we can see it and talk about the other one.

Senator Curtis. If I may ask one brief question, on your
capital gains, where do capital losses return to the minimum
tax?

Mr. Shapiro. Before you get the capital gains, you net out
your losses. For example, you offset your capital losses against
your capital gains and only your net capital gains appear on your
return, so your losses have already been taken into account before
you get to your regular income tax.

Senator Hansen. There is not a 50 percent reduction on the
losses, or a limitation on losses?

Mr. Shapiro. That has nothing to do with the minimum tax,

limitation on how much of your capital losses you can offset
against your regular income, your noncapital gain income. That
is a separate limitation. Thac¢ has nothing to do with the amount
of offset of capital gains, or against the minimum tax.

Senator Curtis, Is that limitation $1,000 or something like
that?

Mr. Shapiro. $3,000. It used to be $1,000, then it was
raised to $3,000.

Senator Curtis. You know, an operating loss would not be
a capital loss, but it seems to me that there is a possibility
that someone would create very large interest obligations in order

to reduce taxes. If he has a portfolio of a great many investmentsg
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he can pick out a block of that and sell that at a terrific loss
and turn around and buy a comparable stock at the depressed
stock and he still has the equivalent ownership, but he has
reduced his taxes by a sizable amount.

Mr. Shapiro. You have to have capital gains before, in order
to offset the capital losses against your capital gains, and then
to the extent that your losses exceed your gains, there is a
$3,000 limit that you can use to offset losses against other
income, so present law does have limitations to prevent large
capital loss offsets against regular income.

The Chairman. Senator Danforth?

Seﬁator Danforth. One observation. I think this is exactly
the right track, this notion of an alternative tax. It would
seem to me to be important to keep it simple in concept.

There is a possible trap in trying to be too precise in
defining what is expanded income, that if we start increasing the
number of items that are excluded from expanded income, you really
have a possibility of a floodgate effect. Say, charities will be
coming in and saying, let us be excluded from the concept of
expanded income because these are some big givers involved here.
I do not know what else.

I can just see the potential, and maybe the better approach,
because we are dealing with a very smallinumber of taxpayers,
would be to keep a very broad concept of expanded income and

either altering that rate or having a fixed percentage off of it
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rather than a fixed number of items off of it, so that you do not
create this kind of an invitation year after year for one group
after another just as the charities are doing now with the standard
deduction.

The Chairman. You have a good point.

We should keep in mind when we are talking about a minimum
tax that you arxe not talking about a tax on that income. When we
talk about a minimum tax and you are going to fix something so
that a person just cannot avoid paying you any tax, after all,
keep in mind that he can defer income. He does not have to make
these contracts. There are all kinds of‘elections that he can do
that can run up his expense.

So when you take on the other end of thatcgame, you cannot
tax that fellow on the basis you are only going to tax net income
in a true, net sense and be sure that you are going to collect
the tax. )

He has the option to put this money.into a foundation and
to run up his interest expense and do all kinds of different
things that are available to him, some of which just absolutely
defy the imaginatioun.

After all, we work ou this minimum tax a few days a year.
Those fellows are planning against this all year round, including
Sundays. If vou are not going to tax on some basis where you are
taxing more than just your net income, they will whip you. I will

guarantee they will beat you. If you want to come up with nobody
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avoiding to pay a tax, you are going to have to work on the basis
that you are not going to tax net income, but you have some items
in there as necessary expenses thaé he cannot deduct, otherwise
he is going to whip you for sure,.

You have to think in terms of saying well now, there will be
a low rate and we are going to take out these things that completel]
belong to his control, but there are some things that are not
beyond his control that f£fall into that minimum.

Suppose you explain how the second one works. Apply the same
concept.

Mr. Shapiro. Number two, you should have this sheet. It has
been distributed to you as well.

Under present law, this individual has expanded income of
$237,000 which includes capital gains plus other preferences.

The capital gains portion of it is $86,000; as you can see on the
third line there is the $43,000, which excluded one-half of $86,000
as capital gains and other preference iﬁcome rlus other income.
Total, $237,000., Adjusted gross income is less the $43,000,

which gives you $153,000 of adjusted gross income.

This individual had itemized deductions of $114,000. That
$114,000 itemized deductions is made up of $31,000 of charitable
contributions, almost $5,000 of interest, almost $7,000 of
medical, no casualty, $58,000 of taxés and $13,500 of miscellaneous
expenses. So that is the make~up.

The Chairman. How much taxes?

Yy
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Mr. Shapiro. $58,000.

So of the $114,000 itemized deductions, $58,000 was taxes.

The taxable income is $35,000 and that leaves a regular tax
of $2,200. The reason that the regular tax is small is that
this individual had paid foreign taxes and the foreign taxes
were $7,400. That is creditable.

That means the total taxes before foreign taxes was almost
$9,700 but the individual had almost a tax credit of $7,400 of
foreign taxes that were paid and allowed zs a credit, which left
a regular tax of $2,200.

Under present law, this individual paid an add-on minimum
tax of $15,000 and therefore the total tax of $2,200 plus $15,000
is $7,200 and therefore this ;ndividual had an effective tax rate
of 7.3 percent.,

That is just PFederal taxes. This individual also paid foreign
taxes and also paid $58,000 of state and local taxes. Under the
House bill, there is no change down to ;axable income. There is
an adjustment, and therefore $34,000. The regular tax in this
case is $1,600. The add-on minimum tax is $750, The alternative
tax in the House bill only on capital gains is $3,300. That is
compared to the regular tax of $1,600 and since the $3,300 is
greater, this individual pays the $3,300 plus the add-on tax of
$750 and therefore the total tax is $4,050 or 1.7 percent of the

expanded income.

And that is compared to the 7.3 percent.
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Senator Curtis. What changes in the present law did the
House make to come up with that result?

Mr, Shapiro. The House took capital gains as a prefexence
on the minimum tax so that there is no longer a preference on
capital gains. There is no longer a preference,

The House repealed the alternative tax ~- that is the 25
percent tax that was only on the first $50,000 and the House had
an alternative minimum tax on capital gains.

The point that you are making, what was the major item that
reduced the 7.3 percent in present law to 1.7 percent, thus
effectively taking capital gains out of the minimum taﬁ as a
preference item.

The other two items I suggested had the effect of adding more
taxes to the individual.

Senatof Byrd. The capital gaing were taken out as a preferenc
item but the state and local taxes were considered a tax shelter?

Mr. Shapiro. 'That is correct. ;

Senator, on this particular individual, he had other tax
preferences. Not only that, but this individual had other prefer-
ence items of $84,000 and that $84,000 included part of the
itemized deductions that included state and local taxes that you
have reference to.

Senator Byrd. The state and local taxes under this proposal

and the House proposal and under the one that you have submitted,

in either case, state and local taxes are considered a tax shelter,

e
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preference income?

Mr. Shapiro. Part of the itemized deductions included in the
preference items, that is correct.

The Chairman. Could you tell me how that would work? Suppose
you take out from this state and local taxes. Where would you cong
out then?

Mr. Shapiro. I have it. I will show it to you both ways.

As we go down the proposal, let me show you how the propsal would
have it with state and local taken out.

You would have your same expanded income of $237,000. Since
the proposal has a 70 percent exclusion on capital gains and only
30 percént excluded, you would have adjusted gross income of
$136,000. You excluded capital gains which is 70 percent, $60,000.
You itemized deductions all the same, which is $114,000, which
included the $58,000 of state and local taxes and other taxes.

Your téﬁable income in this particular case would be $17,000
and --

Senator Curtis. How do you arxrive at $17,000?

Mr. Shapiro. $17,000 is adjusted gross income of $136,000
less the itemized deductions of $114,000 less personal exemptions.
This is the amount that would be allowed for that.

That gives you a taxable income of $17,000.

The tax on that would be zero, because this individual would
have almost $7,500 foreign tax credits and therefore the $7,500

tax credit would eliminate any taxes that he would have had on the
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1| $17,000 so there is no regular tax. There is no add-on tax.
2 Where you see the alternative minimum tax, the $16,500, that
3 | would include considering taxes as a preference item. If you take
4 | taxes out, that $16,500 would be $7,400 and therefore, the total
E 5 | tax would be $7,400 and the effective tax rate with these taxes
X
§ 6 | would be 3 percent instead of 7 percent under the proposal on the
g 7 | board.
5
§ 8 The Chairman. 3 percent?
‘ch § 9 Mr., Shapiro. 3 percent.
:g? § 10 The Chairman. 3 percent of expanded income?
™~ g 11 Mr. Shapiro. That is correct.
mﬁ % 12 The Chairman. Were you including the taxes?
0 g
_Q. § 13 Mr. Shapiro. If you included all taxes, this individual would
o g 14 pay a 28 percent tax of expanded income, including all taxes.
ii g 15 The Chairman. Are you including state and local?
o % 16 Mr. Shgéiro. That includes the taxes.
o E 17 The Chairman. If you are thinking“in terms of an eligible
=
E 18 sovereign, it would not be that much. If you are thinking in terms
g 19 4 of a foreign tax credit, and the Federal income tax, where would
20 it come out that way?
2N Mr. Shapiro. We have to add the 78 percent, which includes
‘D 22 United States taxes: 3 percent Fed, 25 percent state and local
23 and other taxes, to get a total U.S. tax of 28 percent. And then
‘I' 24 you would have to add to that the foreign taxes, and we are getting
25 | to that right now. I would assume this individual would pay over
ALDERSON REPORTING COMPARNY, iNC.
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30 percent of his expanded income in taxes, which include foreign
taxes, Federal taxes and state and local taxes.

The Chairman. It seems to me that it is fair to use the
state and local tax as a deduction, but I think that the tax he
pays to a foreign government just following the theories of the
tax treaties we bring in here, usually coming out of the other
Committee, the Foreign Relations Committee, give a person credit
for the taxes he pays in the other country, and we agreed to that.
We agreed to pay that just as though it were addressed to our
government, and they do too.

It seems to me, for that purpose, where you are talking about
taxation between eqpal sovereigns, you give a credit to what is
paid to the other sovereign. That being the case, it seems to me
we are thinking in terms, for comparative purposes, so all you
add is the §9reign tax to what the U.S. tax is. What would you
come up with then? .

Mr. Shapiro. 31 percent, Senator.

The Chairman. I am not talking about including state and
local taxes. U.S. tax and foreign government tax.

Mr., Shapiro. About 6 percent. 3 percent Federal, 3 percent
foreign.

That means the foreign government tax and the United States
government tax would total 6 percent of this individual's ec-nomic
income.

The Chairman. If vou take out the state and local taxes
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from this illustration, this person would pay less tax than he
would under the existing law, would he not?

He would pay, comparing that 1.7 you have there, he would
pay 3 percent?

Mr. Shapiro. That is correct,

As you can see, just picking out a couple of examples does
not give you a full feel for the application. That is why we are
going to try to pick out a whole series of exhibits for you,
because you are going to have varying results. The examples that
we have here are the ones that Treasury used to show the so-called
horror cases with the House bill approach. That is why we are
using these examples, because they have already been picked out
as a simple sample.

We will try to prepare for thelCommittee a series of examples
to give you some range of samples as to how it would apply in a
number of cases. :

Senator Curtis. Would your result be any different, instead
of removing taxes paid from itemized deductions and add-on, that
after you figured your alternative tax, you gave credit for taxes
paid?

Mr. Shapiro. A dollar for dollar credit in most all of these
cases woﬁld greatly reduce the amount of tax.

Senator Curtis. Reduce it further?

Mr. Shapiro. Greatly reduce it, because it would be a

dollar for dollar credit.

ALDERSON REPORTING COMPANY, INC.




5
3
[ 4
2 6
&
g 7
g
., & 8
o I
g
0 z ?
, (=}
™. & 10
&
— § 1
s =
o %: 12
Q
-@ i
=
mv
: § 14
=
g 15
= g
> é 16
o
H 17
=3
[+
& 18
oo
E
A U
&
20
21
o =
23
. 24
25

51

The Chairman. It seems to me if that example there is to
illustrate tax justice and tax fairness, the failure to put in
that $58,000 of state and local taxes in that $238,000 example
tends to give a misleading impression and also if you reduce that
down by $58,000 to $198,000, when you talk about the tax to make
it meaningful, you reduce it below the $16,500, you ought to add
that foreign tax into it. And that would show you where you
really stand.

It seems to me that that would be a more meaningful compari-
son.

I can fully under.;tand how, from the point of view of a
taxpayer, he feels that taxes are taxes whether you pay it to a
state government or pay it to a Federal government, but I think
it is a pretty well-established theory that we will allow deduc-
tions for state taxes and we will credit what you pay to a
sovereign nation.

That being the case, that that would work out to a pretty
fair illustration. It would not work out to a 1.7 percent tax.
It would work out -- it would be 1.7 percent oy the House bill,
but if you add the foreign tax back in, you get back to & percent.

Mr. Shapiro. Under the proposal you are discussing, that is
correct"

Senator Byrd. If you add a tax back in, it would be a lot
more than that.

Mr. Shapiro. If you added state and local taxes back in, it

IIIIIIIIIIIIIIIIIIIIII ALDERSON REPORTING COMPANY, INC.
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1 | would be 31 percent.
2 Senator Byrd. It seems to me to be damned foolishness to
3 say for a person to pay state and local taxes, that he is not
4 | ytilizing a tax shelter.
g 5 Senator Hansen. I agree with you.
&
§ é Senator Curtis. You make it wvulnerable in the Administration.
§, 7 The Chairman. It creztes no problem for me as far as T
f § 8 | am concerned, to leave out the state and local taxes. The minimum
{. ) E_ 9 | tax, as it stands now, it is medical and casualty. The 60 percent
{ ?f é 10} rule.
. g 11 It gives me no problem about state and local taxes in that
A 2 12§ there is something that he has no choice about, no option.
z‘ § 13 Senator Hansen. That is the way I feel, Mr. Chairman.
o % 14 THe Chairman. From whatever income you want to assess your
o g 15 tax, I think even if it is not adding some figure, it should not
: ?g 16 include the state and local taxes, and I think that he ought to
| E 17 1 pe credited to the tax he pays to a foreign government because
=
; 18 that is the way we do business.
;g: 19 To me, for example when somebody pays 90 percent of his
20 } income to a foreign government, for somebody to come up here and
21 say that fellow paid no tax without mentioning that he paid
. 22 | 90 percent of his income to a foreign government, it is a very
23 misleading and rather demagogic statement.
‘ 24 Why do you not get out your illustration and make it available
25 to the Senators. I think they would like it studied, and see how
ALDERSON REPORTING COMPANY, INC,

D —




300 TTH STREET, S.W., REPORTERS BUILDING, WASHINGTON, D.C. 20024 (202) 554-23456

10

11

12

13

14

15

16

17

3
0O

20

21

22

23

24

25

53

this would work.
As far as I am concerned, the Floor is open for discussion of
other suggestions that people ﬁight make.
Is there something you wanted to explain to us?
Mr. Shapiro. There is nothing else that we have this morning
The Chairman. If there is one particular item that one person
wants to discuss -- I will tell you one thing that I would like
to discuss with Senators, and we will have to discuss it further.
There is a substantial feeling among many Senators on this
side of the aisle that rather than have a second year reduction
in the income tax, the corporate income éax, some have suggested
it -~ Mr. Danforth has suggested it, for example ~- that we ought
to have an increase in the fast tax write-off, the so-called
accelerated depreciation.
About how much, compared to going down from 46 percent to
44 percent, how much additional tax cut, how much better could
we do on the accelerated depreciation, Mr. Shapiro, with the same
amount of revenue?
Mr. Shapiro. It is very difficult to put it into exact
context, because your rate cuts apply close to even each year,
It is about $1.8 billion for each point you reduce the rate, so if
you increase the depreciation, for example, ADR from 80 percent
to 20 percent, it starts off small because you have a little bit
the first year. You have those assets increasing as well as new

increasing assets coming on in your ADR.
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Presently, a 20 percent depreciation of ADR range, about
$500 million for 1979. By 1983, it goes to $3 billion.

If it were a 40 percent range, it is approximately $1.1
billion in '79. It goes up to %6 billion.

So the fiscal year effect, you would not have the.problem
from the standpoint of having the ADR increase, but the long range
of increases to high levels, once it reaches a peak, then it will
turn around and come down a little bit, because if the assets get
a faster write-off in earlier years, in latter years it has a
lesser write-off, so it would come down.-

In order to be fair, we should show you the long-range
effect, because it shows4the peak going up and then coming back
down and your corporate rate reductions, it is more of a stable
situation where, even though it increases, it does not have the
bigger jumps that depreciation has.

Senator Byrd. Let me throw in another proposal, if I may.

The Chairman. I thought that it would be well to have some
discussion on this today, that there is more than one side to
this.

Senator Byrd. Let me see what the revenue situation would
be 'in this regard.

Senator Curtis., Are you talkingabout the minimum tax?

Senator Byrd. No. This is a business tax now, corporate
tax now. If you went from zero to $75,000 at 18 percent and all

income above that at 45 percent, and then you had a depreciation,
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a three~year write-off for the first $100,000 of equipment, that
is roughly what Senator Nelson has proposed, and a six-year write-
off of all above $100,000.

Now, with mandated equipment, government-mandated equipment,
you could give the option of 100 percent write~off that the
company could take.

What sort of revenue situation would that be?

Mr. Shapiro. That first one is almost $7 billion. That is
the 18 percent of the first $75,000 and 40 percent thereafter.
That is compared to $5;l billion under the House bill.

Now, we will get a refined estimate for you. When I say
almost $7 billion, we have an estimate of 17 percent on the
first $75,000 and 45 percent thereafter, would be $7.3 billion.

So we have to get the exact estimate on the 18 percent
because you can go up from that.

Senator Byrd. The House bill provides 17 percent. This
would be 18 percent?

Mr. Shapiro. That is correct. We are assuming that it would
be close to §7 billion.

We are checking on the depreciation one, but the option to
have the write~off on all government-mandated equipment is very
expensive. It is in the neighborhood of $3 billion. We are
checking that because we have to be sure that we have a list of
all the government-mandated equipment, but that could be as high

as $3 billion, as we understand it.
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We are trying to get the rest of the estimates.

On the first one, with rate cuts, it is approximately $7
billion compared to the House bill. Your government-mandated
write-off, we have approximately $3 billion, although that is not

firm now, because we are making sure that we know all the

And then the depreciation alternatives, a three-year write-~
off for the first $100,000, a six~year write~off for all others,
we are checking that right now. We will definitely have that
for you by tomorrow and possibly by todéy.

Sgnator Byrd. As you can see, I was trying to work out
something that would compromise between the tax rates, the
continued reduction of the tax rates, and the beneficial effect
that the Secretary of Treasury feels we are going to get and the
Chairman of the Federal Reserve Board by accelerating depreciation/

Accelerated depreciation has a lot of advantages but, as
Senator Danforth pointed out, most companies would prefer a
reduction in tax rates.

This is a little bit of a cross between the two, I suppose.

Mr. Shapiro. I can give you a figure on the first part,
which is the three-year write-off for the first $100,000 of
equipment. On a calendar-year basis, it 1s approximately $700
million in '79 and that builds up to $4.4 billion in '83., All of
the depreciation starts off small and builds up over the years

and kind of has a little curve and comes back down a little bit.
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1 Your six-year write-off, it would be a little bit more
2 | than that. We are still getting a figure.

3 Apparently, when I gave you the figure of §3 billion on the
| 4 | government-mandated equipment, it is very rough and we have seen
5 | a couple of figures that that is really too high, so I would like

6 | to refine that estimate, have it refined by staff, before we give

7 | you a permanent figure.

| 8 Senator Byrd. There is no rush on it.
:: 9 Senator Matsunaga. Mr. Chairman, what is the dividing point
M 10 | between small business and big business where income is concerned,
- 11 | or is there such a demarkation?

‘;: 12 The Chairman., Let staff answer that. I think you had

g;‘l' 13 | just better tell him what the brackets are. Senator Matsunaga

~ 14 | wants to know.

= .

3' 15 Senator Danforth. It goes up to $50,000 now and gets

™ 16 | removed after $50,000 of corporate income. The surtax exemption

17 | is removed and you are at the maximum rate, 48 percent.
18 Mr. Shapiro. The rate schedule applies across the board in

19 | the House bill; the low rates would generally go to the smaller

300 7TH STREET, S.W., REPORTERS BUILDING, WASHINGTON, D.C. 20024 (202) 554-2345

20 | pusiness.
21 * The Chairman. He wants to know what it is now. You want

22 | +o know what the law is right now.

23 Senator Matsunaga. Right now.
24 Mr. Shapiro. Do you want to know the corporate rates?
25 The Chairman. Yes.

— ALDERSON REPORTING COMPANY, INC,




58
1 Mr. Shapiro. I am sorry.
. 2 Senator Matsunaga. No. What I am driving at, we talk about
3 small business because we tend to separate small business from
4 | big business. As this proposal applies, the proposal of the
g 5 | House, the proposal of Senator Byrd, as they apply to small
% 6 | business, which would be more beneficial?
% 7 And how many percent of so-called small businesses would be
o § 8 | affected by the proposals, affected in“the sense of having the
Yy § 9 | benefit of a lower rate? This is what I am concerned about,
™~ § 10 | because I noticed if we were to accept Senator Byrd's proposals,
E; g 1 not considering the deprec;iation at all, Qe find that those
g;; iz’: 12 | presently paying from the $50,000 to the $75,000 would have
”3‘ g 13 | the greatest reduction. They would have a reduction of 30 percent|
: § 14 | whereas those below would have an earnings income of less than
S g 15 1 50,000 and would be getting a reduction of only 2 percent.
. &
= g 16 Mr., Shapiro. Senator, between the House bill and Senator
g 17 | Byrd's proposal, the businesses that héve less than $25,000 ofv
é 18 | income would be better off under the House bill by 1 percentage
g 19 point, 17 percent and 18 percent; based on §25,000 income at the
20 § 4 percentage point, they would save $250 under the House bill.
21 | The $250 is on the first $25,000.
‘ 22 However, between income of $25,000 and $75,000, they would
23 | pe better off under Senator Byxd's proposal than they would
. 24 | ynder the House bill.
25 Senator banforth. Mr. Chairman?
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1 The Chairman. Senator Danforth?
Senator Matsunaga. I see, because the House proposal is
30 percent?

Mr. Shapiro. 20 percent, 30 percent, then 40 percent. So

b W W

5 | the maximum amount that somecne would be disadvantaged under
6 | Senator Byrd's proposal would be $250 and that is the maximum

7 | amount.

iy
3
]
3
w3
&
)
8
: . & 8 Senator Matsunaga. So comes now my question: what, if
9 = 9 | any, point of demarcation is there between small business and
| Z
o
™~ 55 10 | big business as defined by the Internal Revenue Service, if any --
: Zz "
- E 11 | by way of income that is, or is it simply by-size of number of
o g 12 | employees, or amount of capital? What is it?
g a
‘:3. g 13 Mr, Shapiro. The SBA has a definition they use which, as
=]
o) § 14 | T understand, is generally less than 500 employees and less than
> =
- § 15 | $10 million in gross receipts.
= .
3 = 16 I was told that is the definition they use.
ai
g 17 But then again, this may wvary by industry and this is the
=
§ 18 | SBA definition, not for tax purposes. As I understand, this
&
g 19 | follows the definition SBA uses for purposes of their loans and
o
20 | some of their regulations.
21 * Senat~r Matsunaga. The Irnternal Revenue Service does not
. 22 | follow that.
23 Mr. Shapiro. There is nothing in the Internal Revenue Code
. 24 | that would require a definition of small business for the purposes

25 | of their recordkeeping.

— ALDERSON REPORTING COMPANY, INC.
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Senator Matsunaga. They simply follow the rate tables?

Mr. Shapiro. That is correct.

Senator Byrd. Small business would benefit considerably,
would it not, by the three-year write-off?

Mr. Shapiro. That is correct.

Senator Byrd. Probably much more.

Mr. Shapiro. Senator Byrd, what the small business people
tell us that although ADR, the additional 20 percent variance
is available in present law, the regulations and the paperwork
is so burdensome to them that they do not bother with it and
therefore, they do not even take advantaée of the present 20
percent, and the three-year write-off would be -- not only would
it be more generous than the 20 percent, but it would help them
more because they do not take what is presently available to
them. They cannot cope with the regulations and the paperwork that
it involves;

That is why they have been advocatihg a three-year write-off.

Senator éyrd. The faster write—-off would benefit small
business proportionately much greater than large business.

Mr. Shapiro. That is correct.

Senator Matsunaga. Would this apply to old equipment as
well, not fully depreciated, or only new equipment, the three-year
and six-year?

Senator Byrd. I would assume -- I had not thought about it.

Mr. Shapiro. There are two parts. Any new equipment that

ALDERSON REPORTING COMPANY, INC,
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a business would buy would be covered, whether it is new or used.
Your question is, what about a business that is depreciating
equipment, for example, that has a ten-year life and you bought
it two years ago and you have eight-years left. Would you be
permitted, instead of depreciating the rest of it over those
years, switch and start three years. That is a decision that
the Committee would have to decide.

Senator Matsunaga. That was my question. That is not inclu-
ded in your proposal?

Senator Byrd. No. I had not thought of that.

Mr. Shapiro. In the past, Senator: when these proposals come
to the Committee, generally speaking, we did not permit those
adjustments for the reason that your proposals are usually provided
as.incentives to induce taxpayers -- for examplé, the investment
credit is to induce them to make an investment, or depreciation
would give them a faster write-off to encourage them to make an
investment they otherwise would not make and generally speaking,
because of the revenue restraints that are generally before the
Committee, the taxpayer has already made an investment, has the
schedule, has adjusted for that. You would not be giving an
inducement to make an investment that he otherwise would not
make.

So in the past, you generally have not applied it to their
existing situations. That generally has been because of the

revenue restraints.

ALDERSON REPORTING COMPANY, INC.
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Senator Byrd. That would be the appropriate way to go.

Senator Danforth. Mr. Chairman?

The‘Chairman. Senator Danforth?

Senator Danforth. Let me just state what I consider to be
the underlying concept and then how I think we should reason
from that concept.

It seems to me that the underlying concept should be in a tax
bill in addition to trying to do equity, how do you have the
maximum beneficial effec£ on the economy? If you assume that
the economy is now sluggish ~- and I think that is manifestly
true —-- then it seems to me that when yo% are dealing with a tax
bill, you have to address the questionwof how, in additoin to
offering relief and furnishing equity for individuals and for
business operations, how can we have the most and the best
possible effect on the economy.

And that is particularly true with respect to business taxes.

So we have had one witness after another come before the
Finance Committee and that was sort of the line of questions that
I was asking them.

It turns out that they say that the most benefit that we
could have for the economy is the corporate rate reduction. I
could not care less. I have introduced bills six months ago that
did everything -- reduce rates, expanded accelerated depreciation,
increased the investment credit. It does not matter to me a bit.

But it seems to me that if you are trying to help the

ALDERSON REPORTING COMPANY, INC.
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economy, then you have to ask people who know something about
the economy which approach they want to take. If you cannot
do everything at once, if you cannot just follow every course
that is possible at the same time, which course does the most
good? '

So we put the guestion to the witnesses here. Beyond that,
we put the question to people who were not before the Finance
Committee as witnesses ~- business people, economists. There was
a difference of opinion. Some people would rather have tax
relief in the form of accelerated depreciation. Some people
would rather have it in the form of a gééd investment credit.

There is absolutelyv no doubt that the preponderance of
opinion is that most people who have thought about would rather
have had tax relief in the form of corporate rate reductions, and
that is most business people and it is most economists. It is not
universally.the case.

Chairman Miller of the Federal Reserve made a very good case
for accelerated depreciation. He was very, very persuasive. But
for everybody who makes that case, there are two or three who
make the opposite case, and they also appeared before the Finance
Committee. Alan Greenspan was one, Murray Wietenbaum was another,
and Reg Jones with General Electric was'another.

So, it seems to me that, if we agree with the principle
that a tax bill should try to help the economy along, then,

instead of just sort of grabbing a concept out of thin air as to
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whether to us it seems more reasonable to have accelerated
depreciation or a rate reduction, the best reason to make that
decision, whether they are business people or economists.

It happens that in this particular case their gituation is
the same as the Administration's. The Administration favors
rate reduction. The Alministration does not favor putting in the
tax relief in expanded depreciation.

What I am concerned about, if we go off kind of on our own
notion, ADR sounds good, despite what the preponderance of what
the experts tell us, we Have done ‘two th;ngs. We have gone to
conference with a 46 corporate rate, and there is no room for
compromise. If ADR gets wiped out in conference, that is it. We
have had it.

Secondly, if we are trying to put together a total package
that the President will sign and I think that is important, then
it seems to me that where yoﬁ can stay Flose to the Administra-
tion, you should stay close to the Administration, and the whole
corporate tax thing is an area where you can do that.

So that really, without any sense -~ I have been pushing all
of them, but it just seems to me that if we wanted to follow the
best advice that is available, if we want to have something where
we can come out with a decent bill after we come out from confer-
ence, that the President will sign it, then the thing to do is
really concentrate on rate reductions.

Senator Byrd. I do not disagree with what you say at all.
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reduction forever, but is a sgueezing of tax relief into a period
of years and that is what accounts for the sort of bell effect
of the curve of reductions that Bob is talking about.

I am sure that the corporate rate reductions are going to be
more in dollars than ADR, but I think that it can be worked out in
a way which is supported by the Administration, in a way that is
supported by the preponderance of economists and businesspeople,
so that you can phase the corporate rate reduction in such a way
so that it will not have a catastrophic effect on reﬁenues.

Senator Byrd. My suggestion of 45:percent is what the
Administration suggested, is it not?

Mr. Shapiro. That is correct. Their proposal had 45 percent
at lower than $75,000 on income above $50,000. That was based
on a $25 billion tax cut package.

When +hat $25 billion figure was reduced in the House to the
neighborhooé‘of $15 or $16 billion, the House made other adjust-
ments to it which reduced the total revenue to the business sector
in as comparable: a .manner as it was in the private sector.

It was 25 percent, and in the future, it was open to 45
percent, one year later.

Senator Byrd. My suggestion was to leave it at 45 percent
but then to accelerate the depreciation. I cannot help but
believe you are going to get a great deal of activity if you
permit fast write-offs for eguipment. That is, as Senator

Danforth says, you want to consider what is best for the economy
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as a whole, and there is a difference of viewpoint on it.

Senator Danforth. I think that is the issue, Harry. I think
that is exactly the issue. It is what does the Dbest. Is it
ADR or corporate rate reductions, an& how much can we put into
it?

There are several points of view that are available.

The Chairman. Then I would suggest that we recess until
10:00 o'clock tomorrow morning.

(Thereupon, at 12:10 p.m., the Committee recessed to

reconvene at the call of the Chair.)
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